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THE PRESIDENT'S COMMISSION ON HOUSING
730 Jackson Place, NW Washington, DC 20503
(202)395-5832

April 29, 1982

The President of the United States
The White House
Washington, D.C.

Dear Mr. President:
The President’s Commission on Housing has completed its work. Tomorrow it will disband.

When you created the Commission last June, and repeatedly since, you expressed deep concern for the
housing needs of Americans and for the health of the structure that serves those needs. The Commissioners
you appointed have subordinated their routines to the task you gave them. We share your concerns for the
housing needs of this nation and are committed to your economic and financial principles. It is now my
privilege and pleasure to present our Report to you and to Secretary Pierce.

The Report sets forth housing recommendations and options, with discussion and analysis. The
Commissioners have—without suppressing or eliminating diverse views among us—sought to provide far-
reaching yet workable policy options for your Administration.

We hope and believe that this Report will prove itself a solid foundation on which you and your
Administration will formulate a housing policy consistent within itself and with your basic principles. At the
same time, we feel a sense of urgency, given the current conditions in housing, and hope that efforts to
implement the fundamental reforms proposed by the Commission will begin immediately.

Justice demands that we commend the staff of the Commission for its dedication. Staff members left
their other pursuits, put in the extraordinary hours required for the task, and performed in high spirits with
great skill.

The Commission thanks you for the privilege of a rich experience.

Sincerely,
. U L

William F. McKenna
Chair
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PREFACE

The President’s Commission on Housing was estab-
lished by Executive Order on June 16, 1981. The
creation of the Commission was an expression of
President Reagan’s commitment to housing and of
his desire to find remedies to the housing problems
that affect millions of Americans.

The Commission’s mandate was timely and
important. The President called upon the Commis-
sion to recommend to him and to the Secretary of
Housing and Urban Development options for the
development of a national housing policy. Further,
the President sought the Commission’s advice on
the role and objectives of the Federal government in
the future of housing.

Specifically, the Executive Order directed the
Commission to:

*Analyze the relationship of homeownership

to political, social, and economic stability

within the nation;

“review all existing federal housing policies

and programs;

*‘assess those factors which contribute to the

cost of housing as well as the current housing

finance structure and practices in the country;

“seek to develop housing and mortgage fi-

nance options which strengthen the ability of

the private sector to maximize opportunities
for homeownership and provide adequate shel-
ter for all Americans;

*“detail program options for basic reform of

federally-subsidized housing.”

The President appointed 30 Commissioners—
all of them expert in some area of housing. To
conduct its business and to address a wide range of
topics in a short time, the Commission organized
itself into committees, subcommittees, and task
forces. A description of the structure of the Com-
mission and the process by which it operated ap-
pears in the Methodology Appendix.

This document fulfills the directive of the Ex-
ecutive Order to submit a comprehensive final re-
port to the President and the Secretary no later than
April 30, 1982. The intent of the report is two-fold:
to describe the principles and vision of the future

that underlie the Commission’s recommendations,
and to offer recommendations and options for
reform.

Major Issues

Housing is a national priority; and President Reagan
has often reaffirmed his commitment to maintaining
its prominence on the nation’s agenda. Recently, he
said:

“I believe that our citizens should have a real

opportunity to live in decent, affordable hous-

ing. I pledge to foster good housing for all

Americans through sound economic policies.”

But new approaches are required to meet the
problems of today and to restore the vitality of the
housing sector, especially within the context of a
rapidly changing financial environment and an
economy suffering the consequences of prolonged
abuse. If the nation is to chart its way through this
difficult period in housing, a clear and consistent
policy framework is essential. This report provides
an important step in developing such a policy
framework.

Five issues were particularly important to the
Commission. They serve as a basis for organizing
this report and for framing the Commission’s
recommendations:

® What is the relationship between housing

and the rest of the economy?

® How can the nation best provide housing for

the poor?

® How can the private market expand housing

opportunities?

® How will America’s housing be financed in

the future?

® How can government regulations be sim-

plified, thus lowering the cost of housing?

Consideration of the first of these issues—the
relationship between housing and the economy—
led the Commission to articulate the principles that
have guided its work. The four remaining issues are
basic to the Commission’s view of the future of
housing in America, and each will be addressed in
one of the report’s four major sections.



Structure of the Report

The report begins with an overview essay that out-
lines the Commission’s perspective and highlights
its primary recommendations. The Commission
seeks to create a housing sector that functions in an
open environment—with minimal government par-
ticipation. Government’s role should emphasize in-
dividual freedom of choice. Thus, housing aid to
the disadvantaged ought to take the form of a con-
sumer-oriented housing payments program to
provide to the household the wherewithal to make
its own housing decisions. In areas such as housing
regulation and housing finance, the Commission
seeks to reduce or remove legal and regulatory
barriers that have made housing less available or
less affordable.

Four sections follow the overview essay, and
each begins with a chapter that introduces the sub-
ject area and presents basic relevant data.

Section I deals with housing for lower-income
Americans and presents a new system of govern-
ment aid. The Commission believes that the current
approach, which has focused on housing produc-
tion, has been inefficient, costly, and less able to
address today’s primary lower-income housing
problem—affordability. The centerpiece of the new
system would be a Housing Payments Program,
complemented by adding a Housing Component to
the Community Development Block Grant
(CDBG), making new construction an eligible ac-
tivity under CDBG, and restructuring the system of
public housing.

Section Il considers the role of private institu-
tions in the housing delivery system. Of particular
concern is the difficulty facing those households—
especially first-time buyers—desiring to purchase
their own homes in a climate of inflation and high
interest rates. The Commission presents options for
increasing the availability of homeownership and
proposals designed to address the issues of rental
housing and of how better to use the country’s
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current resources of land and the existing housing
stock.

Section IlI analyzes the housing finance sys-
tem. The Commission proposes recommendations
designed to restore and increase the viability of
institutions that have traditionally specialized in
mortgage finance, attract other lenders into the
mortgage market, and redirect the role of govern-
ment credit agencies to complement rather than
compete with the private market. These rec-
ommendations are aimed at insuring a stable flow of
funds for housing to meet fully the financing needs
of the 1980s and beyond.

Section IV addresses government regulation of
housing. The fact that these regulations increase the
cost and decrease the availability of housing is not a
new finding—it has been noted by several previous
commissions. Nonetheless, regulations with these
undesirable effects have proliferated at the Federal,
State, and local levels. Commission recommend-
ations would reverse this trend and increase the
affordability and availability of housing by reducing
unnecessary government regulations. This section
presents a plan for identifying and implementing
these regulatory reforms.

Conclusion

The Commission has sought to provide the Presi-
dent, the Secretary, and the public with a com-
prehensive report. The Commission’s recommend-
ations are diverse and cover a broad range of
subjects, but they form a cohesive whole. They
focus primarily on establishing the foundation for a
revitalized system of housing delivery that will
work over the long term; they do not deal with
specific issues of budget or program administration.
Taken together, the recommendations set forth the
Commission’s proposed blueprint of a housing sys-
tem that should serve the nation well for many
years.



TO HOUSEKE
A NATITON:

AN OVERVIEW

Americans today are the best-housed people in his-
tory. But they are concerned that for their children
the best may be past: homes may be less spacious
and pleasant, their children’s needs less well served,
and at a much more burdensome cost. These wor-
ries have been heightened by the agony of the hous-
ing industry since the nation fell into the painful
gnp of accelerating inflation during the 1970s.
Concerned that continuation of past policies
would deny future generations their “‘opportunity to
live in decent, affordable housing,” President
Ronald Reagan in June 1981 established a Commis-
sion on Housing to help chart a new path for the rest
of this century. It was the first such group to be
appointed since the Kaiser Committee of 1967.
That “Committee on Urban Housing” did its
work at a time of high optimism about what govern-
ment could accomplish in the economy. The numer-
ical targets for housing production and the expan-
sive rhetoric of the Kaiser report reflected a com-
mon belief that all problems would be solved if only
the government would set the right goals and en-
force the right policies. The 1968 legislation that
enacted the major recommendations of the Kaiser
Committee provided huge direct and indirect gov-
ernment subsidies to homebuilding, generating an
unstable housing boom that eventually collapsed.
These programs put people in homes, but it
" soon became apparent that such programs were
contributing to deterioration rather than renewal, to
misery rather than comfort. The more obviously

inefficient ones were eventually shut down, but a
belief in the potency of government programs and
policies remained.

President Reagan’s Commission on Housing
approached its task with optimism based on an
entirely different belief: that the genius of the mar-
ket economy, freed of the distortions forced by
government housing policies and regulations that
swung erratically from loving to hostile, can
provide for housing far better than Federal pro-
grams. The 1970s taught not only the limits of the
good that can be done by government action, but
also the depths of the harm that can be wrought by
ill-thought or ill-coordinated government policy.

But this Commission also met in the third year
of a deep housing recession. Repeatedly in its ten
months of work, the Commission had to confront
evidence of the current plight of housing: young
couples who cannot find a first home they can afford
to buy; empty nesters who cannot find purchasers
for their houses; newcomers to the city confronting
a short supply of rental units; low-income families
compelled to spend an unconscionable portion of
their income for an adequate place to live; thrift
institutions hobbled as a source of funds for home-
builders or homebuyers; builders facing bankruptcy
as interest charges swallow the potential profit on
unsold inventory; construction workers unem-
ployed in substantial numbers; and suppliers of
building materials cut to the bone and into the bone
by the sharp decline in demand for their products.
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Nevertheless, the Commission was charged
with the task of looking across the valley. In the end,
the Commission decided there could be no sound
and stable housing industry without a sound and
stable economy. Dependency on emergency gov-
ermnment programs will not yield prosperity for the
economy as a whole or any significant sector of it.
To take reflationary actions apparently in support of
housing would be to sow the seeds for another crop
of disasters. The Commission judged suggestions
for cures to the current crisis by measures of
whether they would ease or block the passage to a
more efficient system of housing supply and a more
effective system of housing demand in the years to
come.

The Commission believes that an immediate
start on the long-term treatment would be the best
remedy for today’s afflicted households and
builders and mortgage lenders. A Housing Pay-
ments Program to help lower-income consumers
will put families into better apartments much faster
than a scheme for subsidizing construction will put
foundations in the ground. A thrift industry em-
powered to solve its own problems without legal
handcuffs and regulatory restrictions will generate
more money for housing than could be hoped for
from institutions seeking to recapture a past that has
gone forever. Freedom from the law’s delays and
unnecessary land-use restrictions will be more help
in the long run to make housing more affordable
than mortgage subsidies to builders.

Much of what needs to be done, both now and
into the future, cannot be the doing of the Federal
government. People live in places, and land is in-
trinsically local, its uses controlled by local regula-
tion. The legal order and legislative atmosphere
needed for housing to thrive in this society must be
created by States and localities. Interest rates will
come down, but the burden of unwise, short-sight-
ed, restrictive, and antiquated regulation will con-
tinue to cripple housing unless the States and lo-
calities act, and act soon.

In the following pages, the President’s Com-
mission on Housing seeks to present a vision of a
system for housing with a greater choice of housing
opportunities for all Americans, at sustainable costs
for both households and taxpayers. Its recommend-
ations adhere to principles adopted by the Commis-
sion in October 1981. These principles held that
national policy must:

® Achieve fiscal responsibility and monetary
stability in the economy;
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® Encourage free and deregulated housing
markets;

@ Rely on the private sector;

@ Promote an enlightened federalism with
minimal government intervention;

® Recognize a continuing role of government
to address the housing needs of the poor;

@ Direct programs toward people rather than
toward structures; and

@ Assure maximum freedom of housing
choice.

If these principles are followed, the Commis-
sion is convinced that the American economy will
provide housing that is adequate to the needs of the
people, available to those who seek it, and afford-
able in the context of a growing national prosperity.
In this vision there is a role for all levels of govern-
ment: to maintain a legal and economic order that
promotes the production of homes, and to extend
housing opportunities to all Americans, particularly
lower-income and minority families.

The Commission believes that these goals are
most likely to be achieved if government shrewdly
encourages rather than suspiciously controls the
exercise of private initiative through the spectrum of
activities that produce the homes in which we live.

HOUSING TRIUMPH,
HOUSING TRAGEDY

From the high ground of his second inaugural,
Franklin Roosevelt saw “‘one-third of a nation ill-
clothed, ill-housed, ill-fed.”” At the time of his death
eight years later, the housing of the nation was still
in bad shape: 40 months of war, requiring the diver-
sion of resources away from housing and consumer
durables, had prevented construction and hindered
maintenance. Some 40 percent of the nation’s
homes in 1946 were dilapidated or lacked indoor
plumbing, and 10 percent of the nation’s households
lived in overcrowded accommodations.

But conditions were ripe and ready for the
society to take its housing needs in hand. Interest
rates were held low by the Federal government’s
financial policies; demand for housing by returning
veterans and their new families was high; builders
were full of ideas for the mass production of hous-
ing; the road-building projects of the Great Depres-
sion had opened up the suburbs to intense settle-
ment. The Federal Housing Administration (FHA)-
insured, level-payment, self-amortizing, long-term



mortgage was quickly supplemented by a Veterans
Administration {VA)-guaranteed mortgage permit-
ting returned servicemen to buy homes with no
downpayment at all.

Housing creation on the scale that the veterans
and their families demanded—and deserved—was
something new in American history. Additional
government programs were used as a catalyst for
private production of inexpensive rental units, and
with bipartisan support— Robert Taft standing be-
side Robert Wagner among the sponsors—the
Housing Act of 1949 set the nation on a course to
achieve *‘a decent home and a suitable living en-
vironment” for all Americans. Results were imme-
diate. The proportion of the nation’s capital forma-
tion represented by housing was greater in the 1950s
than it had ever been before.

All parts of the financial sector participated in
the flow of funds to housing. Commercial banks
converted major portions of their Treasury se-
curities portfolios to mortgage loans; savings and
loan associations dedicated to housing grew at his-
torically unprecedented rates; insurance companies
acquired large amounts of mortgages and invested
directly in building apartment projects.

Land was cheap and available without narrow
zoning restrictions. Localities, eager to grow, bond-
ed themselves cheerfully to provide the infrastruc-
ture of roads, water, sewerage, fire departments,
police protection, and schools. Easy mortgage
money and a tax code that made homeownership
cheaper than renting drew more and more families
to the realization of a universal dream—it is not just
an American dream—of a home of one’s own.

Through the 1950s, most American families
significantly improved the quality of their hous-
ing—most families, but not all. Blacks especially
continued at a disadvantage in the housing markets,
partly because the government’s own FHA, as a
matter of policy, had refused to insure homes in
integrated neighborhoods. Public housing pro-
grams designed to help the big-city poor had suf-
fered visible failures: huge structures rose above the
cityscapes like faceless warehouses, and with the
passage of time the communities clustered within
them were demoralized, blighted by crime, and
frustrated by the failure of their expectations.

In the 1960s, government turned to the private
sector to produce low-income housing. But with
this change in focus, there arose the practice of
doing good by stealth, of burying government sub-
sidies in the tax code and committing assistance

Improvements in the Quality of America’s
Housing
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In the years since 1949, the overall quality of America’s
housing has improved enormously. The average new
house built in 1979 had twice as many square feet of liv-
ing space as the average new house built in 1950, while
the fraction of American households living in over-
crowded and seriously inadequate shelter declined dra-
matically. The figure portrays the decline in inadequate
housing.

The figure is based on generally accepted criteria
Jor housing adequacy. Using even wider standards—
including measurements of how often heating equip-
ment, water supply or sewage services failed; the pres-
ence of broken plaster, loose handrails in hallways;
etc.—the Congressional Budget Office (CBO) in 1977
Jound that 7.5 percent of all households were living in
units ‘judged to be in need of rehabilitation.”

Despite this progress, problems remain. Using the
CBO measures, the incidence of rehabilitation need was
found to be highest among black households (19.1 per-
cent), very low-income renters (18.6 percent), and rural
Southern households (12.8 percent).
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funds in such a way that their burden would fall
mostly on succeeding generations rather than on the
budgets approved by the authors of the programs.

The 1968 legislation that followed the Kaiser
Report created conditions of government subsidy
and tax incentive that made it virtually impossible
for anyone not to make money by promoting or
building homes. The number of housing units pro-
duced jumped by 65 percent from 1970 to 1973—
but the dollar value of that construction more than
doubled. Inflation had taken root.

Shortages of land, materials, and labor drove
the price of housing higher and faster than the rise in
the Consumer Price Index. The frantic boom that
followed the devaluation of the dollar and the jump
in oil prices created unsustainable pressures on the
financial system, especially the system that sup-
plied funds for housing. Moreover, while previous
housing cycles had tended to mitigate excessive
expansion or decline in the rest of the economy —
housing had in most postwar business cycles turmed
down before the other sectors, and had then led the
way out of the recession—the 197475 slump coin-
cided with economic collapse and made the reces-
sion more painful.

But as painful as was the slump for housing,
the recovery and the ensuing boom eventually
proved to be worse. By the fourth quarter of 1976,
the inflation rate had fallen below 5 percent, and
economic recovery was proceeding nicely; by 1980,
inflation was back in double digits, as the Federal
government tried more of the same old policies and
prices jumped. The impact on housing was pro-
found. Stimulated by the accelerating increase in
home prices, consumers enormously increased
their demand for single-family houses, which were
regarded as the best hedge against inflation, the
safest investment of a family’s funds.

Housing production rose above the 2,000,000-
unit-a-year level in 1977 and 1978; single-family
production, in fact, rose above the levels of the
record year of 1972. However, because of prior
overbuilding, and the skimming off of the best
rental prospects to homeownership, multifamily
housing was left out of the boom.

At the same time, housing prices shot up. In
1972, when production peaked, the average new
house was sold for $35,700; by 1981, this price had
reached $88,400. In nine years.

The inflation of the 1970s greatly advantaged
the two-thirds of the nation that owned homes by
comparison with the one-third that did not, despite
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the continuation and then renewed expansion of
government programs designed to improve the
housing of the bottom third of the population. For
most American homeowners, the gigantic increase
in home prices translated into an increase in their
wealth.

But the inflation that drove up the dollar value
of homes also drove up interest rates, multiplying
the burden facing the potential home purchaser, and
the combination of the two forced the collapse of
homebuilding that began in 1980 and was still far
from remedy in 1982. Individuals could not afford
to buy new homes unless they already owned a
home and then, as the storm darkened, buyers could
not afford the prices homeowners wanted for their
old homes. And potential tenants could not afford
the rents potential landlords had to pencil in when
they calculated the rate of return on new apartment
house construction.

The extreme cyclicality of housing con-
struction in the 1970s had reduced the relative effi-
ciency of the production system. Skilled workers
had to get more for their time on the job because
they had to expect so many weeks of unemploy-
ment. Builders resisted investment in more produc-
tive equipment because they had to expect that such
investment would lie idle much of the time. Perhaps
worst of all, the periods of frenetic activity encour-
aged localities and States—and even the Federal
government—to impose ever more costly regulato-
ry restraints and preconditions before permits to
build housing would be issued.

Further, fundamental change took place in the
financial system in the late 1970s. After 15 years of
excessive government spending and monetary
growth, inflation expectations finally matched cur-
rent reality. Savers would no longer be the involun-
tary subsidizers of borrowers. They would demand
and receive market rates on their money. Ceilings on
deposit accounts were quickly adjusted to the new
reality. Meanwhile, mortgage rates ratcheted up
with market rates and remain at near-record levels
awaiting convincing evidence that government
spending will be controlled and that the Federal
Reserve will slow the creation of money.

Inflation and government policies disabled the
traditional mortgage lenders: the Federal govern-
ment restricted the interest rates that could be paid
on deposits and limited the investment choices of
thrift institutions; State usury laws held down the
rates to be charged on mortgages. The rate limits
were eventually loosened by the Federal authorities



on the deposit side and preempted by Federal law on
the mortgage side. But mortgage lenders still carry
the burdens of the past in the form of older low-
yielding mortgages that show little sign of prepay-
ment. These mortgages simply cannot provide the
revenues needed to allow a vigorous institution to
enter the financial markets and outbid commercial
banks, money market funds, financial con-
glomerates—or, indeed, the U.S. Treasury—for
funds. The weight of this burden is becoming more
obvious as the share of new mortgage activity by
thrift institutions shrinks.

As inflation accelerated and interest rates
soared, real estate transactions increasingly were
financed outside the traditional channels of financial
intermediation. State and local agencies stepped up
their provision of below-market-rate mortgage
credit in 1979 and 1980, funding their programs
through the issuance of mortgage revenue bonds. In
the market for existing homes, various forms of
“creative” financing became common. Most of
these financing techniques were based on the trans-
fer of low-rate outstanding mortgages from home
sellers to homebuyers, commonly combined with
lending by sellers who provided second mortgage
credit. Roughly one-half of all sales of existing
homes in the past two years involved some sort of
creative or seller financing.

Creative financing has often produced artificial
price increases and has been facilitated by State
Jaws and court rulings that prohibit lenders from
enforcing due-on-sale clauses in existing mort-
gages. As a result, elements of the unstable and
unsound mortgage system that shattered in the
Great Depression, and that Americans thought had
been eliminated forever, have been reintroduced.

It may seem callous to dwell on the abstrac-
tions of the housing finance system at a time when
real homes are not being builtl, real workers are
unemployed, and real builders and realtors are on
the edge of bankruptcy. But the truth is that most of
the major deterrents to the revival of housing are the
roadblocks that inflation has erected between hous-
ing and its necessary funding. Inefficiencies are
costly, regulation is disabling, but the lack of afford-
able money is murderous.

If the U.S. housing industry is in trouble, the
reason lies essentially in what has happened to the
economy as a whole through the inflationary binge
of the 1970s. For those who fee] that inflation is
bearable, the current state of housing should stand
as a grim and convincing lesson. A social and

Housing Cycles Become More Severe
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Housing construction has always been a cyclical activ-
ity, dependent on the supply and price of funds in the
economy. As such, housing construction has tended to
peak on the upswing of the business cycle and to revive
early in a recession as business demand slackens. The
figure shows this pattern.

Fluctuations in housing activity have become more
pronounced in recent years. Since 1970, because of con-
tinued inflationary expectations and volatile interest
rates, both declines and recoveries in housing starts have
been nearly twice as great (in percentage terms) as in
prior housing cycles.

There has always been debate about whether a so-
cial product as important as housing should serve as a
balance wheel for the economy, and the housing legisia-
tion of 1968 sought, at least in part, to insulate home-
building from the financial markets. While these pro-
grams produced the enormous peak in housing
construction in 1972, dependence on the government re-
duced the capacity of the housing industry to lead the
economy out of a slump. Note that in 1974-75 housing
continued to decline through the recession, reviving only
after the rest of the economy had turned the corner.
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economic subsystem of great value to the nation,
painstakingly built over four decades, has been
shattered by inflation and the ensuing recession in a
few short years. The country cannot simply pick up
these pieces and hope to reassemble them. Any cure
for what ails housing can come only as part of a
remedy for the inflationary ailments of the larger
economy. Achieving this remedy requires short-
term sacrifices in every sector, not just housing.

The recommendations of this Housing Com-
mission therefore include devices to ease the transi-
tion from a housing supply system that has faltered
because of extreme pressure to one that will work, in
the context of a more productive and more stable
economy.

HOUSING FOR LOW-INCOME
AMERICANS

The Commission affirms in the strongest terms the
national commitment to ‘‘a decent home and a suita-
ble living environment” for all Americans, and
recognizes a continuing role for the Federal govern-
ment in helping those individuals that cannot
achieve this goal without assistance.

But the next 20 years will call for programs
quite different from those the government invented
and supervised in the last half-century. When the
first federally financed housing projects were plan-
ned, the national problem was a shortage of ade-
quate housing. From the 1937 Act that created
*““public housing,” to the New Construction provi-
sions of Section 8 in the 1974 legislation, Federal
efforts to improve the housing of the poor have
concentrated on the provision of new units at re-
duced costs for the tenants.

Today, however, the larger problem is not the
quality of the housing in which most poor people
live, but its affordability. Most recent survey data
indicate that a large percentage of low-income
renters pay a high portion of their income for hous-
ing, and a much smaller percentage live in inade-
quate housing. Moreover, while quality continues to
improve, inflation is making housing less afford-
able. The primary national need is not for massive
production of new apartments for the poor, but for
income supplements that will enable low-income
families to live in available, decent housing at a cost
they can afford.

The purpose of Federal housing programs
should be to help people, not to build projects.
Fiscal year 1982 figures indicate that the Federal
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The Rising Costs of Federal Rental Assistance
Subsidies
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Federal housing subsidies for poor Americans are now
tied primarily to expensive new buildings at a time
when the evidence shows that twice the number of fami-
lies could be helped if the government made housing
payments directly to people.

Current programs to aid poor Americans are
Jocused primarily on housing construction, and involve
long-term commitments that tie down the Federal gov-
ernment far into the future. In the public housing and
Section 8 rental assistance programs alone, as the figure
shows, the government has made promises of nearly a
quarter of a trillion dollars—up from $61 billion in 1975,
when the Section 8 program was started. Annual outlays
for these obligations are 35.5 billion and will grow to
$7.8 billion by 1986 as contracts take full effect, even
with no new obligations. Further, the government has
contracted to keep making these annual payments for 24
years, on average, for Construction programs.

While these subsidies are understandable as a de-
vice to get the private market (or public housing authori-
ties) to take on the production and management of low-
income housing, the cumulative effect of these contracts
is to restrict the Federal government's flexibility in its
use of housing subsidies.



government budgeted an average $425 a month for '

each poor family housed through the Section 8 New
Construction program, but only $217 a month for
each family living in existing housing under the
program. A shift from project funding to people
funding under this program will enable twice as
many poor people to be helped by the same housing
budget.

Heavy burdens have already been placed on
future budgets by Section § procedures, which guar-
antee rents to builders over periods of 20 to 30
years, and to owners of existing apartments over
periods averaging 15 years. The fiscal 1982 budget
notes that outstanding obligations under Section 8
contracts now total $121 billion. Adding in the con-
tinuing costs of the bond issues that built Public
Housing and other forms of housing assistance, the
unfunded liabilities of the Federal government for
housing subsidies reach nearly a quarter of a trillion
dollars. The weight of these accumulated obliga-
tions has begun to restrict the amounts the govern-
ment can find for assistance to other families.

As part of the 1970 housing legislation, Con-
gress called for a study of the possible advantages of
housing grants as compared with production pro-
grams. In response, the Department of Housing and
Urban Development (HUD) organized an Experi-
mental Housing Allowance Program, which even-
tually involved 30,000 households in 12 varied loca-
tions across the nation. The emerging data have
already generated more than 300 technical reports.

This largest controlled social experiment in
history has, in fact, produced answers to many of
the most pressing questions about housing al-
lowances. Allowances are less expensive to the gov-
ernment than new construction and more likely to
reach families spending too much of their income
for rent. The requirement that allowances can be
spent only for units inspected and deemed adequate
does stimulate the repair of minor deficiencies in
existing housing, without further subsidy, but al-
lowances are less likely to help people now living in
seriously substandard housing. Landlords simply
do not find the payments great enough to justify
major rehabilitation, and the residents of such units
are more likely to drop out of the program than to
undertake the mess and expense of moving.

Clearly, then, a Housing Payments Program
(HPP) for lower-income consumers is the most effi-
cient way to help the largest number of poor families
in their quest for a decent home. Equally clearly,
such a program may not be sufficient in places

where there is a serious shortage of adequate rental
units. But the Federal government is likely to be a
poor judge of what is needed, in each of thousands
of cities and counties, to meet low-income housing
needs. Thus, the Commission has recommended
that a Housing Component be added to the estab-
lished Community Development Block Grant
(CDBG) program. Also, new construction should
be made an eligible activity under CDBG to enable
States and localities to make their own decisions as
to whether new construction as well as rehabilita-
tion is necessary to make the promise of HPP a
reality.

The Commission also expects that con-
struction of rental apartments will be stimulated by
the adoption of its recommendations that States and
localities cease the exclusionary zoning that has
restricted multifamily development. This stimulus
should be enhanced by other recommendations re-
lating to regulatory procedures, tax laws, use of
Federal public land and buildings for housing, new
rules to attract mortgage investment by pension
funds and life insurance companies, and temporary
revival of the mortgage bonding capacity of States
and localities. Moreover, reductions in interest rates
will quickly benefit rental housing. With effective
demand by the poor increased by grants, the Hous-
ing Component of CDBG should be no more than a
safety net.

Recipients of HPP grants would negotiate their
own contracts with landlords and would be permit-
ted to spend more or less than the market rent
calculated for the area. If a property were to be
available within their means, a recipient family
could in theory use its grant to buy a home. The only
requirements would be that the units rented or sold
meet standards of adequate housing, locally estab-
lished where possible, and that owners abide by the
principles of the Fair Housing Act, offering their
apartments or houses to all comers regardless of
age, sex, race, color, or creed. Federal authorities in
local and regional offices would be charged with the
duty of monitoring, under threat of appropriate
sanctions, community enforcement of fair housing
standards.

Housing Payments are not meant to be an en-
titlement program: the nation cannot afford yet an-
other system of entitlements expanding endlessly
out of effective control. Grants should be available
first to families of very low income living in inade-
quate housing and paying a large portion of their
income for housing, and to very low-income house-
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holds subject to involuntary displacement. Roughly
1.1 million very low-income renters now have inad-
equate housing and spend more than 30 percent of
their income for rent; their needs, by definition not
met under existing programs, can and should absorb
the available resources in the early years of the new
program.

One way to increase these resources would be
by the retrieval of some of the subsidies now
pledged to Section § New Construction and Sub-
stantial Rehabilitation programs. At present, for
example, annual grants of $100 million have been
pledged to about 17,000 units in partially subsidized
apartment houses not yet in construction. The re-
trieval of these budgeted subsidies would be enough
to give housing assistance grants to more than
30,000 additional families at the average annual
grant now provided in the Section 8 Existing Hous-
ing Programs.

Some 1.2 million American households are
now Jodged in the Low-Rent Public Housing pro-
jects built since 1937 and managed locally by Public
Housing Authorities (PHA). These households are,
as a group, the poorest of the poor, with average
incomes at only 28 percent of the national median
family income. Almost three-fifths of these house-
holds are drawn from ethnic minorities; another
one-quarter are nonminority elderly; and |3 percent
are neither minority nor elderly.

In its deliberations on the future of public
housing, the Commission sought two objectives—
reinforcement of the national commitment to decent
housing for low-income Americans, and restoration
of local control in the management of local housing
policy. The Commission was disturbed at the extent
and rigidity of Federal rules restricting the ability of
local authorities to solve their own problems. Public
Housing was instituted as a federally assisted local
program and can fulfill its purposes best with local
accountability for projects. Thus, the Commission
recommended that PHAs have broader management
control and that local governments and PHAs deter-
mine jointly with the Federal government the future
of each public housing project.

Under this approach, projects that are valuable
could be sold, with the proceeds to be retained by
the Public Housing Authority and used for low-
income housing purposes. Projects that are both
unsuccessful in the quality of life they offer their
residents and excessively expensive to maintain
could be sold or demolished. For the large majority
of the projects, which provide good housing at
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reasonable subsidy costs, the Commission recom-
mends that HUD and the local authorities negotiate
terms for the continuation of the service, keeping in
mind the first responsibility of both parties to the
very poor, hard-to-house residents.

HOMEQOWNERSHIP

Owning a home is one of the most highly prized
goods in American life. A home of one’s own is a
great stake in society, encouraging neighborhood
stability and political participation. When he met
with its members, President Reagan charged the
Housing Commission to search out ways by which
public policy could encourage the continued growth
of homeownership in the United States. The search
for such policies is, in fact, an American tradition:
for almost 50 years the government has been in-
volved in finding ways to promote homeownership.

Few pieces of social invention from the 1930s
have reverberated so loudly through the corridors of
time as the FHA-insured, level-payment, self-amor-
tizing, long-term mortgage. Supplemented by VA
mortgage guarantees after the war, this piece of
paper and its acceptance—first by homebuyers and
banks, later by insurance companies and an
organized secondary market—made homeowner
ship possible for tens of millions of Americans who
would otherwise have lived out their days in rented
quarters.

Like so much else that is 50 years old, FHA
has become a prisoner of its own habits, and the
Commission recommends that more agile private
mortgage insurance institutions take over many
FHA functions relating to single-family homes. But
there are still pioneering tasks ahead for FHA in the
Commission’s scenario, in the testing of new mort-
gage instruments and in assistance to homeowners
for whom private insurers are unwilling or unable to
supply insurance.

Since the quantum leap of income tax rates
during World War II, the tax code has played a
major role in making homeownership more desir-
able. The Federal tax code allows imputed income
from real assets, including housing, to pass untax-
ed, while allowing the deduction of mortgage inter-
est payments and local property taxes (like other
interest and taxes) from federally taxable income.
This is complemented by the favorable tax treat-
ment of capital gains on houses, with homeowners
older than 55 allowed to escape capital gains taxes
on up to $125,000 in profits from the sale of a home.




The Commission recommends the continuation of The Costs of Homeownership
these aids for homeownership, along with a general

review of the effects of Federal tax policy on all

sectors of the economy. Q’,e ;ﬁg{,’}hw
In the 1970s, the government gave an addi- income

tional boost to homeownership in an ultimately de-

structive way: by stimulating and tolerating the in-

flation that devastated the value of the dollar. Home- 55

buyers bought as much house as they could manage,
seeing it not only as a home, but as an attractive
investment and their best hedge against inflation. In 50
the process, savers fled the inadequate returns paid

by housing-oriented thrift institutions.

But the increased investment value of a house 45

has its dark side. Demand for housing as an invest-

ment—as a locus for savings rather than a place to 40
live—drove up prices and mortgage interest rates to

the point where those whose income did not permit

such heavy allocation to savings were unable to 35
acquire a home of their own.

Homebuyers

Further, young families and moderate-income 30
households seeking to buy a first home are blocked
today by their inability to meet either downpayment
requirements or monthly mortgage bills. The Com- 25
mission believes that government insurers and reg-
ulators of financial intermediaries can help home-

owners and lenders reduce the cash flow problems 20 Homeowners
associated with the standard type of mortgage, and
that a case can be made (if not quite proved) for 15

government assistance to families accumulating
funds for downpayment on a house.

Mortgage payments can be reduced through ° 1964 1968 1972 1976 1980
new Lypes of financing 1nstrumeqts. One type has Source: U.S. Department of Commerce, Bureau of the
already been approved and admitted to the cata- Census, National Bureau of Economic Research.
logue of FHA-insured paper: the Graduated Pay-
ment Mortgage, by which homeowner payments in For people buying homes the initial monthly mortgage
the early years are held below the interest charges, payment as a percent of household income held relu-
permitting the total loan to rise (‘‘negative amor- tively steady, with minor fluctuations, from 1963 to
tization™). Then a higher payment is exacted in the 1973. It then began an almost uninterrupted growth, as
later years of the mortgage to pay off the larger loan. both home prices and interest rates rose much faster
In an inflationary period, most homebuyers can than the rate of increase in personal incomes,
expect to earn more dollars as time passes, making For existing homeowners, however, real costs of
the future burden less severe; even without a boost homeownership (net costs after adjusting for inflation
from inflation, young homebuyers should be able to and taxes) continued to decline almost to the end of the
count on increasing income as their careers ad- 1970s. Fixed-rate mortgages insulated homeowners
vance. from the rise in interest rates; and the resale value of

the home—the owner’s investment—increased faster
than other consumer prices, offsetting the rises in fuel
bills, taxes, and maintenance. An increasing gulf there-
fore appeared between the initial costs for homebuyers
and real costs for current homeowners,

Another instrument that has gained attention is
the Growing Equity Mortgage (GEM), which ties
monthly payments to a general index of wages or
prices. The additional payments incurred as in-
comes rise are applied to the outstanding balance of
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the loan, retiring the mortgage more quickly. The
GEM and two variations of mortgages that permit
some equity investment by a third party have been
recently proposed for FHA insurance eligibility.

One source of subsidized mortgages in recent
years has been the tax-exempt mortgage revenue
bond, by which States and localities raise funds
partly to support home purchases by moderate-
income families. Congress targeted and limited the
issuance of such bonds for single-family housing in
1980, leaving it to the Treasury to fill in the details of
the limiting regulations. The regulations written to
govern bonds to support single-family mortgages
have been so onerous that States and localities have
been unable to continue this activity; meanwhile,
bonds to support multifamily mortgages have been
in effect prohibited by the failure of the Treasury to
produce any regulations at all. While concerned
about the long-term costs and fairness of Federal
housing subsidies filtered through the tax-exempt
mortgage bond process, the Commission recom-
mended that, at least for the 20 months remaining in
the authorization for single-family housing bonds in
the 1980 legislation, the Treasury should ease its
stance and permit bonds to be written and issued.
On March 28, 1982, the President announced that
he had issued such orders. According to the Com-
mission, the future of this program should be con-
sidered in the context of a more general examination
of State and local power to gain Federal subsidy by
issuing tax-exempt bonds, with particular reference
to Industrial Revenue Bonds.

Obviously, the most desirable solution to the
new homebuyer’s cash flow problem is the restora-
tion of a stable, noninflationary economy in which
interest rates would come down for everybody, in-
cluding the homebuyer. Success for the President’s
economic program would be worth more to first-
time homebuyers than any imaginable mortgage
instrument or any shallow subsidy to reduce interest
rates for mortgages. Because the inflationary dan-
gers inherent in such subsidies conflict with the
President’s larger program, the Commission has
been unwilling to endorse them.

Similar concerns have prevented the Commis-
sion from endorsing any of the proposals for gov-
ernment-sponsored incentives to renters to accumu-
late savings for a downpayment. The Commission
does, however, offer three program options to the
President for further evaluation. Two of them are
plans for Individual Housing Accounts to which the
government would contribute through tax credits

XXVi

and tax exemption, or by direct supplement. The
third is an amendment to the current rules on Indi-
vidual Retirement Accounts, which would permit
money in these tax-benefited funds to be used for
purchase of a first house.

Most purchasers reduce their downpayments
and mortgage bills simply by purchasing a less
expensive house. Given the importance of placing
the first foot on the ownership ladder in a period
when the value of equity in a home is likely to
increase, the Commission believes public policy
should make it easier for families to start with
something other than the classic stickbuilt house on
its own piece of land.

Manufactured housing, for example, has long
enjoyed a considerable initial cost advantage per
square foot of living space. In 1981, ‘“‘mobile
homes™ accounted for almost 29 percent of all new
single-family dwellings sold in the United States,
and the great majority of these sold for less than
$50,000. The construction code legislated by Con-
gress in 1974 has ensured standards of safety and
durability in these units. But the true long-term cost
of such manufactured homes has been much higher
than necessary, because of inequitable treatment by
governments and financial institutions.

The Commission recommends that manufac-
tured homes permanently attached to the land
should be treated by local governments, Federal
credit agencies, tax collectors, and lenders exactly
as conventionally built homes are treated. Where
manufactured houses are still potentially ““mobile
homes,” resting on rented rather than owned land,
there is no escaping the necessity to deal with them
as personal property rather than as real estate. But
public policy can help owners gain access to financ-
ing, tax preference, and a wider choice of locations.

Assuming enactment by the States of tenant
protection provisions similar to those of the Uni-
form Condominium Act developed by the National
Conference of Commissioners on Uniform State
Laws, the Commission proposes an end to mor-
atoria and undue restrictions on the conversion of
rental properties to condominium or cooperative
ownership. The Commission also supports the use
of insurance-backed warranties for conversion pro-
jects and urges States to consider the possibility of
relocation assistance for elderly tenants displaced
from converted buildings. Discouragements to con-
version now present in the tax codes should be
removed.

For some years, HUD has been turning over to



localities for homesteading purposes single-family
homes acquired in connection with defaults on
FHA-insured loans. Now the Department should
adopt similar policies to help lower-income families
purchase apartments in multifamily properties ei-
ther owned by HUD or held by HUD awaiting
foreclosure.

A further area of concern to the Commission is
homeownership by elderly couples or individuals
who wish to continue to live in the housing they
bought earlier in life. The maintenance of this hous-
ing may be beyond the means of people whose
earned income stream has stopped. Such trag-
edies—and they are tragedies for the individuals
involved—will become more common as the num-
bers of old people rise.

The Commission recommends the develop-
ment of Reverse Annuity Mortgages that would
enable elderly homeowners to take cash from the
equity in their housing on terms that minimize the
psychological damage that can be done by the vi-
sion of a dwindling asset. Tax laws should be
changed to permit elderly homeowners to execute
sale-leaseback transactions that would enable them
to receive cash for the equity in their house while
retaining the right to live there, and would grant
purchasers the tax benefits of depreciation during
the life of the elderly tenant.

Another possible source of income for the el-
derly homeowner is ‘‘home sharing” in what had
been a single-family residence. Commission rec-
ommendations with regard to zoning would, among
their other benefits, grant virtually universal per-
mission for such arrangements.

Finally, one of the greatest encouragements to
homeownership from the Commission’s proposals
would be reductions in the costs of new housing that
would follow adoption of its recommended changes
in zoning rules and procedures and in building
codes and other regulations. For middle-income as
for low-income families, the unhappy fact about the
housing they want is that they can’t afford it. “Af-
fordable houses” will be much easier for builders to
build if they can get on with the job instead of
hassling bureaucrats endlessly for permits and ap-
provals.

RENTAL HOUSING

More than a third of American households live in
rented housing. Impediments to homebuying,
which will not be quickly eliminated, will keep in

the rental market households that would prefer to
buy. But the private production of rental housing not
subsidized by the government continues to shrink.

Rental housing suffers from a seriously inade-
quate net income stream. The most convincing re-
cent study of rents in comparison with other prices
shows that for a constant-quality rented home or
apartment, real (adjusted for inflation) rent levels
have declined by 8.4 percent in the last 20 years.
Only a minority of privately operated rental proper-
ties earn their owners a return comparable to that
available in the last few years from the purchase of a
long-term Treasury bond.

At the same time, however, an ever-increasing
majority of middle-income Americans have been
persuaded by tax benefits and the investment values
of homeownership to buy their homes. The upshot
is that lower-income households—who have always
had problems with the burdensome portion of in-
come they must pay for rent—are becoming a larger
fraction of renters.

Thus, the perception by tenants is that rents are
exorbitant, and by landlords that rents are ruinously
low. The result has been exacerbation of the peren-
nial tension between landlord and tenant, declining
standards of maintenance of the urban housing
stock, and serious loss of civility in local govern-
ment. All this has happened in a time of rapidly
increasing operating costs and, of course, of interest
rates—the thread of discomfort that runs through all
these pages.

Three factors have kept rental housing afioat in
the economy—the fact that much of it was financed
with the low-rate mortgages of the 1970s; the fact
that *‘leveraged depreciation’ on buildings (the
bank puts up most of the purchase money, but the
owner gets all the tax breaks) has made investment
in rental housing a way to shelter other income from
the tax collector; and the hope that despite its failure
to produce competitive earnings, the building will
appreciate in value and yield a capital gain on sale.

The Economic Recovery Tax Act of 1981 in-
creased the value of the tax benefit by shortening (to
15 years, from the average of 30 to 35 years in
previous legislation) the length of time over which a
rental building may be depreciated. But the other
two factors are inherently in conflict in a free mar-
ket—to the extent that inflation seems likely to
increase the resale value of the building, higher
interest rates will tend to swallow the profits. At
present, indeed, the interaction of these factors
works against the economic viability of rental hous-
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ing: fears of resurgent inflation keep interest rates
high, while the truth that the rate of inflation is
declining reduces the capital gains owners can ex-
pect from the sale of their buildings.

Looming on the horizon for all potential inves-
tors in rental property is the spectre of rent control,
which has survived for 40 years of alleged “‘emer-
gency”’ in New York City and has recently been
instituted in a growing number of communities
across the land, from Washington, D.C., to Santa
Monica. Prudent investors must therefore build into
the initial rents they charge for new apartments an
insurance premium against the subsequent intro-
duction of rent control.

While blame for all urban ills can hardly be
placed at the feet of rent control, New York City
stands as the horrible example of the long-term
results of rent control. It has by far the largest
proportion of deficient housing units of any large
city: with 3 percent of the nation’s population, New
York has 9 percent of its deficient housing. Little is
built or rehabilitated without government subsidy,
often several layers of subsidy, from Federal, State,
and local tax receipts. Abandonment has swept bare
large sections of the city, and the municipal govern-
ment through tax foreclosures has involuntarily be-
come the city’s largest landlord, operating proper-
ties that burden the city budget with tens of millions
of dollars in losses every year despite the fact that
they pay no taxes. Although their average cost of
funds is lower than that of thrift institutions
elsewhere in the country, the city’s savings banks,
the mortgagees of this rent-controlled housing, have
already required more than $1.5 billion of help from
the Federal Deposit Insurance Corporation (FDIC),
with more to come. Worst of all is the public attitude
toward housing and neighborhoods. In the words of
a spokesman for United Housing Foundation, a
nonprofit organization and the largest builder of
apartments in the city since World War II, “After a
generation of rent control, people come to believe
that rent goes to the landlord, services come from
God, and deterioration . . . deterioration is some-
thing you get used to.”

The cornerstone of the Commission’s rec-
ommendations in support of rental housing, then, is
Federal discouragement of local rent control within
the context of an enlightened federalism. Because
the main instrument of Federal involvement in
rental housing is the insurance of mortgages and of
deposits in institutions that write mortgages on
properties subject to rent control, the means of
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Federal intervention should be the preemption of
rent control for all properties financed by federally
insured loans or by loans from federally insured
institutions.

Rent control, however, is so dangerous and
addicting a narcotic that it cannot be withdrawn cold
turkey. While prohibiting rent control on new con-
struction financed with the help of Federal insur-
ance, the Commission’s proposals envision a five-
year phase-in period for preemption of controls on
property covered by existing loans. Moreover, the
Commission recognizes that special circumstances
may on occasion justify the short-term imposition
of rent control—Fairbanks, Anchorage, and Valdez
in Alaska in 1974, for example, were clearly com-
pelled to institute rent control to protect residents
from drastic rent rises as the result of the influx of
workers for the Alaska pipeline. In such situations,
the Federal government should not interfere with
local actions to meet local needs.

Higher-income households will come back to
rental housing to some extent during the 1980s,
pushed there by the increasing cost of homeowner-
ship and the decreasing value of the tax benefits
associated with ownership in the aftermath of the
cuts in marginal tax rates. Between the increase in
average tenant income and the provision of housing
assistance grants to low-income families, the higher
rents needed to sustain viable rental housing should
be feasible and bearable. Regulatory reforms to
make building codes less eccentric and more uni-
form through the country, and reforms of zoning
procedures that open up now-forbidden lands to
multifamily development, should enable builders to
bring down the cost of providing new units. When
interest rates come down, apartment construction
will rise.

Some of the necessary addition to the rental
stock, however, must come from conversion of
commercial and industrial buildings to residential
use, and from the alteration of existing houses and
large apartments to provide more rental units. The
new tax law provided special credits for investors
who rehabilitate commercial structures. The Com-
mission recommends that these tax benefits be ex-
tended to residential properties as well.

FHA mortgage insurance is particularly im-
portant to the financing of multifamily properties,
partly because the size of each project prevents
private insurers from properly diversifying their
risk. The Commission therefore recommends con-
tinuation of FHA insurance of mortgages on unsub-



sidized multifamily projects, and FHA support for
innovative mortgage instruments. The Commission
feels that there may be a role for FHA insurance of
mortgages that give lenders some share of the equity
appreciation of apartment projects, under tight safe-
guards to assure that both the developer and the
lender remain substantially at risk.

Among the discouragements to the con-
struction of rental housing in recent years was a
change in the tax law in 1976, ending the previous
practice of expensing interest payments incurred
and taxes paid during the construction phase of a
multifamily project. The current requirement that
such expenses be included in the project cost for
gradual depreciation reduces the value of tax bene-
fits to investors in rental properties at a time when
such investors are hard to find. The Commission
recommends that for a limited period of time, as a
counterweight to the harm done by high interest
rates, the Congress should restore, under appropri-
ate controls, the rules that permitted immediate
deduction of interest and taxes paid by the developer
of a residential construction project during the
period prior to the occupancy of the building.

FUNDS FOR HOUSING

The current crisis in housing is primarily a crisis in
the financing of housing. The Commission agrees
that inflation and unprecedented interest rate move-
ments have fundamentally damaged the system of
financial intermediation that so successfully sup-
ported American housing for more than 40 years,
and that a broader-based and more resilient system
will be needed to supply the funds a strengthened
housing industry will require.

Looking toward the development of that new
system, the Commission proposes an integrated
package of recommendations designed to reduce the
nation’s reliance on specialized mortgage lenders
and a single type of mortgage instrument. Thrift
institutions will continue to play an important part
in this system, but the thrift industry will need
broader operating powers to function effectively in
tomorrow’s market environment. In the future,
housing will not be as dependent as it has been on
this limited sector of the capital market; housing
will draw more funds from a wide range of private
institutions, including pension funds, insurance
companies, and commercial banks. To encourage
greater participation in housing finance by such
institutions, the Commission recommends the re-
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Source: U.S. Department of Housing and Urban Development.

As the graph indicates, mortgage interest rates have sky-
rocketed over the past five years. Up until 1966, mort-
gage rates were relatively low and quite stable. Since
then, high, volatile, and rising rates of inflation have
driven mortgage rates from one historic record level to
another with increasingly severe variations. During
1979 alone, the rate on morigages fluctuated over a
range of 3 percentage points.

There are two major consequences of this increase
in rates. First, households found it harder to sustain the
cash flow necessary to pay for a house at market rates,
and housing became less “affordable’’ Second, thrift in-
stirutions became less viable. Inflation outstripped ex-
pectations and thrift institutions found that they had
loaned money for housing at rates that were insufficient
to maintain the value of their investment. Because they
were forced to finance these mortgage loans by paying
market rates reflecting the rate of inflation, the thrifts
were caught in an earnings squeeze that hobbled them
as a source of housing finance.
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moval of various tax, legal, and regulatory impedi-
ments to widespread private investment in mort-
gages and mortgage-backed securities.

Secondary markets dealing in new types of
mortgage-related securities will help attract these
new participants to housing finance. New forms of
mortgage instruments also will serve the needs of
both borrowers and investors in a changing econom-
ic environment. In the process, some of the risks
associated with the need to pay market interest rates
will be shared between lenders and borrowers; some
will be hedged by lenders in the new and rapidly
growing financial futures markets, to which hous-
ing-related paper has gained entry.

Development of a more efficient and extensive
private housing finance system will reduce the need
for government programs in the residential mort-
gage markets. The Commission foresees a future in
which government should be a participant in hous-
ing finance only in those areas where the private
sector cannot provide needed services at a reason-
able cost to borrowers.

The most durable of consumer durables, a
residential building must be paid for as a product at
the time of completion, though it will yield satisfac-
tion to occupants over the course of many years.
Housing therefore requires, more than any other
item of consumption, a system of finance that
provides large sums of money for immediate pur-
chase to be repaid over a long period of time. Most
societies have found it proper and convenient to
mobilize personal savings to facilitate personal
homeownership and have developed institutions
specialized in this sort of getting and lending.

In the United States the key housing finance
institutions have been the thrifts—savings and loan
associations (S&Ls) and mutual savings banks. Sin-
ce the Great Depression, they have been heavily
regulated. First at commercial banks, and after 1966
at the thrifts, ceilings were set on the interest rates
that could be paid to depositors. This system for
mobilizing consumer savings for housing thus re-
quired either a currency of relatively stable value, or
the absence of competitive repositories for personal
savings, or both. Once market interest rates rose
substantially above the imposed ceilings, there was
an incentive for entrepreneurs to offer higher-yield-
ing instruments and for savers to shift their assets
into those higher yields. For alert consumers, the
appeal of the savings account greatly diminished,
and the flow of funds to housing through thrift
intermediaries was choked.
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The immediate problem for the government
regulator was to enable thrifts to continue to draw
new consumer deposits, without lifting the interest
rate on all deposits to the point where interest paid
to savers would exceed the earnings the thrifts re-
ceived from their seasoned long-term mortgages.
For a time, the problem was solved by an ingenious
collection of specified-term deposits at higher rates,
with penalties for early withdrawal. But as interest
rates continued to rise and inflationary expectations
became ingrained, these time-deposit devices
proved inadequate as a means for holding consumer
savings in thrift institutions.

In June 1978, the regulators approved new
short-term certificates bearing interest rates related
to Treasury bill yields. By the end of 1981, well over
one-half of the savings in the nation’s thrift institu-
tions had taken the form of certificates with interest
rates tied to market conditions on the date of their
issue. Those market conditions had only rarely in
the previous two years permitted the issuance of
paper carrying a yield of less than 10 percent a
year—but almost two-thirds of the mortgages held
as assets by the nation’s thrifts carried interest rates
below 10 percent. Profits vanished, and the net
worth of the mutual thrifts and the capital of the
stockholder-owned S&Ls were eroding in early
1982 at a rate of more than $6 billion a year. These
losses exceeded those of the afflicted automobile
industry, the airlines, and the agricultural equip-
ment makers, all taken together.

These wounds need not prove fatal, especially
if interest rates fall. Old low-rate mortgages are
being paid off month by month, and new high-rate
instruments replace them on the asset side of the
thrift ledger. Because amortization provides a
steady stream of incoming funds, thrifts in the ab-
sence of a financial panic will not have a cash flow
problem and will be able to pay depositors who
want their money back even if their net worth under
generally accepted accounting principles should be-
come negative.

The Commission recommends several actions
the government could take to help thrift institutions
during the transition years. Among the most impor-
tant measures that can be adopted to speed the
healing process is the restoration to mortgage len-
ders all over the country of their once unquestioned
right to enforce the due-on-sale clauses written into
most mortgages that are not federally insured.
States and courts that deny mortgage lenders this
right keep the thrift institutions from bringing the



yield on their assets into balance with the cost of
their funds, denying new mortgage loans to the
entire nation and destroying the actuarial basis on
which the capital market rested its willingness to
commit nondepository funds to housing. The Com-
mission suggests several options for Federal action
to compel or pressure States to cease their coun-
terproductive post-hoc infringement of legitimate
provisions in private contracts.

The Commission also urges Congressional ac-
tion to make demonstrable the fact that Federal
insurance does and will guarantee principal and
interest on deposit accounts up to $100,000.
Though both the Federal Deposit Insurance Corpo-
ration and the Federal Savings and Loan Insurance
Corporation already have sufficient resources to see
the thrift industry through a severe storm —and can
supplement those resources if necessary by drawing
on a legally determined line of credit with the Treas-
ury—there is certain to be concern about the extent
to which insurance assets of $15 billion or so can
protect $1.2 trillion of savings deposits and small
denomination time deposits. Thus the Commission
recommends that Congress act to back up the state-
ments of the Secretary of the Treasury and White
House spokesmen that the Federal government will
stand behind the repayment of all deposits in
federally insured banks and thrifts, up to the legal
ceiling. What is needed is not encouraging resolu-
tions but legislation to establish a deeper line of
credit for the insurance corporations at the Treasury
and/or the Federal Reserve. If the funds to back up
the insurance are visible to the public, there will be
no need to call on them.

In deciding whether to support troubled thrift
institutions, the Commission recommends that
Federal regulatory authorities should look at them
as a prudent lender would look at any business:
judging the institution’s reasonable chances for fu-
ture profit rather than its current book value. Where
an institution must be merged to maintain its serv-
ices to the public, the authorities should use the
power the Commission believes they already have to
arrange interstate and interindustry combinations.

The Commission did not recommend an exten-
sion of the *‘all savers” program that was enacted in
summer 1981 and permitted depository institutions
to offer a one-year certificate with a tax-exempt
interest rate. This program drew relatively little new
money to most thrift institutions, and less to hous-
ing, but was costly to the Treasury. To avoid a drain
of funds from the thrift institutions when this pro-

gram ends, the Commission recommends that the
regulatory authorities approve a new fully taxable
certificate that would offer a comparable after-tax
yield to savers. To help thrift institutions retain IRA
and Keogh retirement plans, the Commission rec-
ommends an increase from $100,000 to $250,000 in
the maximum insured deposit account held for this
purpose.

Looking to the future, the Commission expects
and welcomes a major restructuring of the thrift
industry. It recommends considerable expansion of
operating powers for thrift institutions. It also advo-
cates liberalized rules to ease the transfer of deposi-
tory organizations from mutual to stock form and
between State and Federal charter.

Congress has already legislated an end to all
regulatory restraints on the payment of interest on
deposits, to take effect by 1986 after a phase-out
period at a pace set by the Depository Institutions
Deregulation Committee. Further expansion of
thrift institutions’ liability powers would also seem
desirable. In addition to consumer NOW accounts,
for example, thrifts should be permitted to offer
commercial checking accounts.

But the time has come for Congress to drop the
other shoe: to relax the limits on the nature of the
assets thrifts can solicit and hold. In general, the
Commission believes thrift institutions should be
able to serve the credit needs of all sectors of the
economy. The lesson of the past half-dozen years is
that mortgage investments alone will not provide
thrift institutions with the flexibility they need to
survive in periods of financial stress.

Congress has already recognized the strength
of this lesson to a degree, loosening some of the
previous restraints on thrift asset powers. But provi-
sions in the tax code still function to inhibit diver-
sification by thrift institutions, and these provisions
must be changed if the thrifts are to take advantage
of their new powers. Thrifts will continue to spe-
cialize in residential real estate lending: it is their
area of expertise, the playing field on which they
can demonstrate advantage in comparison with
other institutions. But extended asset powers, un-
hindered by tax considerations, will, of course,
reduce their virtually exclusive orientation toward
housing investment.

The Commission therefore believes that the
same tax incentive should be made available to all
investors through a mortgage interest tax credit.
This credit would aid the transition to a broader
institutional base of mortgage supply. To minimize
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the shock to thrift institutions, the current bad debt
deduction should be phased out gradually. To maxi-
mize the impact on the mortgage market, the credit
should apply to additional mortgage investments.

Commercial banks are already large mortgage
lenders—indeed, they have increased their share of
such loans during the past three years when the
thrifts were of necessity leaving the market. Life
insurance companies were major suppliers of funds
for housing until the mid-1960s and can be induced
to return; pension funds, by pursuing their own
investment goals, also can help Americans meet
their housing desires. The Commission notes with
gratification the President’s prompt adoption of its
interim recommendation that Employee Retirement
Insurance Security Act (ERISA) regulations be al-
tered to permit greater investment in mortgages by
private pension plans.

State legislation must be changed in some
States to facilitate housing investments by public
pension funds. The Commission suggests that the
National Conference of Commissioners on Uniform
State Laws consider a model State Legal Investment
statute for this purpose. State laws should also be
changed to permit consumer finance companies,
already heavily involved in personal loans secured
by second mortgages, to enter more directly into the
mainstream of housing finance.

The regulatory authorities have already moved
to permit thrift institutions and others to offer ad-
justable-rate mortgages (ARM), which shift from
lender to borrower some (at the extreme, all) of the
risk of volatile market interest rates. The accept-
ability of these instruments to both homeowners and
financial institutions will determine their future.

What seems clear is that a viable ARM must
give the homeowner a considerable degree of con-
fidence that he will not lose his home because of
what happens in impersonal money markets, and
must give the ultimate lender of the funds reason for
confidence that he is not subjecting himself to major
risks of loss through maturity transformation by
committing his money to finance housing. Lenders
should be encouraged to seek original solutions to
these demands. The form such instruments will
ultimately take is still unknown, and it would be a
mistake for the Federal government to promote just
one kind of ARM at this time.

Though financial futures markets have made it
possible for mortgage lenders to hedge the interest-
rate risk on their holdings of fixed-rate instruments,
viable ARM instruments could be an important tool
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in the quest to attract money for housing from the
pension funds and life insurance companies. Both
these *‘contract thrifts”” have long-term obligations
suitable for matching with the long-term asset of the
residential mortgage. But some pension funds may
have their benefits schedules altered by some form
of prearranged or repeatedly negotiated indexing.
Such pension funds, then, will need assets that yield
increasing returns in inflationary times. Con-
ventional mortgages do not meet these needs;
ARMs do.

In secondary markets, private placement of
mortgage loan packages with institutional investors
like pension funds and life insurance companies,
and with other financial institutions, has historically
been the norm. The full potential of the mortgage
market, however, will not be reached until it is fully
meshed with the securities markets. The Federal
government has created a number of institutions to
help achieve this integration. Agencies such as the
Federal National Mortgage Association (FNMA),
the Government National Mortgage Association
(GNMA), and the Federal Home Loan Mortgage
Corporation (FHLMC)have all helped to improve
the access of mortgage credit to the broader capital
markets.

FHA insurance was crucial in the first large
sales of home mortgages to distant investors. The
biweekly FNMA “‘auction” of rights to sell the
agency future mortgages has been an important
source of commitments to lenders for a long time.
More recently, the GNMA and FHLMC pass-
throughs have created a very large and very active
secondary market in housing-related paper. And all
these institutions still have pioneering tasks to per-
form, by insuring, buying, and selling the new
mortgage instruments, and by testing the markets to
determine what housing paper will be most accept-
able to investors in the years ahead.

Before a fully private mortgage-backed se-
curities market can reach its full potential as a
source of funds for housing, various regulatory,
legal, and tax impediments will have to be removed.
Mortgage-backed securities are not mentioned in
many of the laws governing investment vehicles,
because they were not in existence when the laws
were written. Thus, the sort of pooling that is tax-
free for the stock-market mutual fund may produce
tax liabilities for a mortgage pool; and profits on the
resale of a conventional mortgage-backed security
(CMBS) instrument are treated as ordinary income
rather than as capital gains. The Federal Reserve



Board’s Regulation T, which permits the extension
of margin credit on the security of corporate bonds,
denies such assistance when the collateral is a mort-
gage-backed security. The Securities Exchange
Commission does not permit registration of mort-
gage-backed securities under the Investment Com-
pany Act, but the State securities regulatory au-
thorities require separate registrations under State
blue-sky statutes. Many States do not consider
mortgage-backed securities to be “‘legal invest-
ments” for State-regulated fiduciaries.

The Commission recommends that anach-
ronistic constraints be removed from the relevant
laws and regulations, permitting conventional
mortgage-backed securities to compete on equal
terms in the securities markets. Because FHA’s
imposed costs are greater than private mortgage
insurance fees, the role of FHA will diminish natu-
rally—indeed, FHA and VA together guaranteed
fewer mortgages than the 15 private mortgage insur-
ers did in 1981. With the reduction in the quantity of
FHA paper, the GNMA guaranteed securities pro-
gram will lose its raw material—but even before
that happens, the govermment should plan a phasing
down of GNMA issuance, carefully calibrated to
match the growth of the CMBS market.

Eventually, the Commission believes, both
FNMA and FHLMC should become entirely private
corporations, without special access to the deep
pockets of the Treasury or the Federal Home Loan
Bank System. These developments, however,
should be geared to the return of FNMA to fiscal
health. As an institution that borrowed short to lend
long, FNMA has been suffering many of the ail-
ments of the thrifts. 1t will require the comfort its
Federal liaison gives to the purchasers of its obliga-
tions for several more years.

REGULATORY REFORM

Growing concern about overregulation of housing
has been expressed by both experts and concerned
citizens. In the 1960s both the Douglas Commission
and the Kaiser Committee warned that government
regulation of housing would continue to increase.
They identified the need to reduce unwarranted
government controls in the form of building codes,
zoning, subdivision regulation, and licensing. Ex-
cept in the area of building codes, which have
become upgraded and made more uniform across
the country in the past dozen years, these warnings
have come true.

A number of studies have quantified the cost of
increased site-development standards, municipal
fees for permits, inspection and utility tie-ins, ex-
cessive building code standards, and insufferable
delays. While the quality and level of these esti-
mates vary, they all show a significant regulatory
impact on cost—adding as much as 25 percent to the
price of a house. There is a steadily growing list of
Federal, State, and local authorities that insist on
elaborate permit-granting procedures and impact
statements. Meanwhile, the clock ticks on escalat-
ing wages and prices; and builders must pay interest
charges and local taxes to maintain inventories of
still-barren land. Homebuyers and renters even-
tually must pay for it all.

The increased control by government on
homebuilding has been among the more damaging
results of the intense cyclicality of housing con-
struction in the 1970s. Bursts of housing activity
frightened some municipalities, which saw added
pressure on public facilities resulting from large
population inflows. The obvious profitability of
homebuilding in boom years tempted reformers and
politicians to load the costs of what seemed to them
desirable changes onto the price of houses.

Productivity improvement in the construction
industry has lagged behind even the generally un-
satisfactory record of the economy as a whole. A
number of factors aggravate this condition: local
building code regulations that prevent the substitu-
tion of more cost-effective materials or procedures;
Davis-Bacon Act restraints that prevent the substitu-
tion of unskilled for skilled labor on federally as-
sisted projects; and local laws that restrictively li-
cense skilled tradesmen.

The Douglas and Kaiser panels dealt essen-
tially with local regulation; Federal regulation had
not become sufficiently intrusive to draw their atten-
tion. During the 1970s, however, the Federal regula-
tory presence expanded dramatically in response to
grass-roots consumer, environmental, and energy
movements.

Many Federal agencies adopted regulatory
policies that directly or indirectly affected housing
costs. Some regulations increased production costs;
others limited the supply of land and materials avail-
able to satisfy the demand for housing; regulation of
mortgage lenders raised credit costs; and Congress
increased HUD’s regulatory authority in such areas
as settlement procedures and manufactured hous-
ing.

State governments also expanded their regula-
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tory roles in environmental control, building con-
trols, housing in municipal land-use plans, and
energy conservation. Some State programs were
created in direct response to Federal requirements
or incentives; others reflected State concern over
housing, energy, and environmental problems.

The pattern is clear: regulations have prolif-
erated at all levels of government. While govern-
ment has a legitimate concern about vital present
and future interests, failure to consider and antici-
pate detrimental effects on housing has led to exces-
ses and abuses, conflict, unnecessary costs, dis-
couragement of innovation, and duplication. The
Commission believes, however, that the public’s
attitude toward this sort of regulation has turned.
The time has come for restraint in government reg-
ulation of housing.

The Commission calls for special Federal reg-
ulatory relief for housing. To make this a broad
effort, Federal officials should consult consumer
and industry groups and State and local govern-
ments when setting deregulation priorities.

Federal agencies should use appropriate pri-
vate-sector construction standards and phase out
their use of Federal minimum property standards,
relying instead on local building codes consistent
with one of the nationally recognized model codes.

Federal land-use and environmental protection
regulation should be reviewed to ensure that such
regulation does not unduly hinder the achievement
of affordable housing. The Commission further rec-
ommends that housing construction and related in-
frastructure work should be excluded from coverage
under the Davis-Bacon Act.

Most importantly, at the State and local level,
the Commission urges governments to limit zoning
restraints on housing to the achievement of ‘‘vital
and pressing governmental interests.” Regulators
should have the burden of proof that the code meets
this standard if the code is challenged in court.
Further, to address this concern, the Commission
also requests that the President ask the Attorney
General to evaluate the *‘vital and pressing’” stand-
ard of judicial review as applied to zoning restric-
tions on housing.

Exclusionary zoning regulations can have so-
cially discriminatory effects, preventing the con-
struction of multifamily or other housing projects
that could be built for occupancy by moderate-
income households. *“‘Controlled growth” regula-
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tion pushes up the prices of existing homes in the
localities imposing such quotas, largely for the ben-
efit of existing homeowners.

Subject to vital and pressing governmental in-
terests, the Commission recommends that:

® Density of development should be left to the
marketplace;

® Discrimination against manufactured hous-
ing should be removed from zoning laws;

® The size of individual dwelling units should
not be restricted;

® Growth controls should be justified by a
vital and pressing governmental interest;

® Farmland regulation limiting housing
should be avoided;

® Builders should be able to secure all neces-
sary permits in a single procedure; and

® Builders should pay only such fees as relate
to their own development.

In the area of code enforcement, the Commis-
sion calls on the States to require localities to adopt
one of the nationally recognized model codes and to
apply the HUD Rehabilitation Guidelines as a basis
for the development of their standards. Occupa-
tional licensing procedures should also be relaxed to
eliminate unwarranted exclusion of competent labor
from the work force. State licensing laws should
permit licensed craftsmen to operate throughout the
State, and full recognition should be given to com-
parable licenses from other States.

The Commission applauds HUD’s initial
efforts to reduce regulatory burdens on homebuild-
ing and the shift of minimum property standards to
locally administered model codes. In addition, the
Commission recommends that HUD expand its
housing affordability efforts and create an Office of
Housing Productivity.

For 20 years and more, the public has been fed
proposals for new regulation which stress the no-
bility of the results that are to be achieved by gov-
emment action and minimize the costs that will be
imposed on business and consumers. The time has
come to reverse this process, to emphasize the enor-
mity of the costs now imposed upon activities that
may not produce a clear public good, often imple-
mented for seifish or obscure purposes.

Turning established public attitudes is never an
easy task, but the Commission believes that it can
be accomplished.



A FINAL NOTE

When all is said and done, government makes the
rules and the private sector performs. For 30 years,
from the generation that had to find its way out of the
Great Depression until the 1960s, government jig-
gled the rules in ways that were productive for the
housing sector. But the very success of housing
policy through those years then provoked a change
of course that shackled the housing industry while
appearing to protect it.

As often happens, the prisoner came to love his
chains. After 20 years of being told what to do and
being paid to do it, too many members of the
housing community want nothing so much as a
return to the old days. ““‘Housing,”" said a leader of
one of the trade associations at a meeting with the
Commission, ‘“‘can’t compete for funds.”” But of
course it can; it always has. Even in the heyday of
government help, the marginal dollar that sets the
price was raised in the marketplace. Government
gave access to markets through insurance programs,
which also involved a degree of implicit subsidy.
But the overwhelming bulk of government contribu-
tion was in duly authorized funds and tax incen-
tives, and those were never more than a minor
fraction of the money Americans spent on housing.

Nothing works unless the private sector works.
The current housing recession began toward the end
of 1979, and in the first half of [980—when govern-
ment subsidies were going full blast—starts were at
an annual rate of only 1.1 million. Since the 1960s,
every government-stimulated burst of housing ac-
tivity has been followed by a deep decline after the
initial shock of the program has been absorbed,
because the health of the private economy was being

sapped by inflation.

No one can say how many new housing units
will be “‘needed” in the next 20 years. Household
formations and housing units are functions of each
other; neither is an independent variable. In the
1970s, the rate of household formation was faster
than demographers would have predicted from the
raw population figures; in the 1980s, it will be
slower. The costs of starting a household were low
in the 1970s; they are high today. Not all human
decisions are made on the basis of economics, but
the information supplied by fluctuating costs and
prices deeply affects the behavior of most people
most of the time. That information turned adverse to
housing in the late 1970s; the condition of the hous-
ing industry, and thus consumers’ housing oppor-
tunities, will improve only as this information turns
favorable.

The Housing Commission seeks growth with
stability. By providing the legal and economic rules
for an efficient and stable system of housing fi-
nance, by placing scarce subsidy dollars where they
will increase effective demand, by eliminating reg-
ulations that distort both demand and supply to
achieve governmental purposes without budgeting
governmental costs—by such means, the Housing
Commission seeks to bring the market for housing
into balance at a higher level of human satisfaction
and economic production. No other course of gov-
ernment policy is desirable today. Very probably, no
other course is feasible.

Finally, the Commission urges speed in the
adoption of its recommendations. The sooner the
government clears the way, the quicker the nation
will gain the benefits of the homes a healthy housing
system will provide.
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CHAPIER1

INTRODUCTION:
CHANGES IN QUALITY
AND AFFORDABILITY

A fundamental concern of this Commission is the
housing problems of low-income Americans. While
there have been significant improvements in both
the quality and affordability of housing since the
1940s for most Americans, there are still low-in-
come households poorly housed or paying a burden-
some portion of their income for rent. The private
housing market serves most of these households,
but the public sector has a role in reducing housing
cost burdens and in expanding the availability of
decent units for those the market does not serve.
This section reviews the housing problems and
needs faced by lower-income people, discusses the
previous attempts to deal with the problems, and
proposes alternative methods of addressing the
housing needs of lower-income households.

The Federal government has dealt with the
housing problems of lower-income Americans by
building expensive new units for these house-
holds—from public housing construction in the
1930s to the present Federal production program
known as Section §. These programs have provided
large subsidies to finance the construction and sub-
stantial rehabilitation of units and to subsidize occu-
pancy by lower-income tenants. More than 1.2 mil-
lion units of public housing have been built since the
program began, and more than 1.5 million addi-
tional privately owned subsidized units have been
produced.

But new construction and substantial re-
habilitation programs, whether of publicly or pri-
vately owned units, have several problems: they are
very expensive; they are not equitable, because they
provide a few fortunate tenants very high quality
housing at a price less than their neighbors pay for
lower-quality housing; the bureaucratic controls as-

sociated with the programs add time and expense to
the projects; and, most important, new production
and substantial rehabilitation are very inefficient
ways of addressing the problem of affordability.

While the public sector has provided housing
for lower-income persons through new construction
and substantial rehabilitation, forces at work in the
private sector have produced steady and dramatic
improvements in both the quality and quantity of
available housing. In fact, the ability to pay for
decent housing has become the predominant hous-
ing problem faced by the poor. This development
represents a major change from the postwar period,
when housing supply and quality were the foremost
housing concern. Despite the ascendance of the
affordability problem, the nation’s basic response to
the housing problems of lower-income persons has
not changed. This chapter discusses the housing
problems of lower-income households and provides
a critique of the high costs and inefficiencies of the
present Federal production programs. It also
provides the empirical basis for the recommenda-
tions made in Chapter 2.

The nature of housing problems in the 1980s
suggests that a fundamental redirection of sub-
sidized housing is in order. The Commission pro-
poses a consumer-oriented Housing Payments Pro-
gram as the preferred alternative to production
programs. Such a program directly addresses the
housing affordability problems of lower-income
persons by providing a subsidy to help pay monthly
housing costs. With their housing payment, lower
income households are free to occupy any unit that
meets the minimum standards for housing set by the
program.

Although the Commission recommends that
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the Housing Payments Program become the major
housing program for lower-income households, the
Commission realizes that the quality of housing
stock in certain markets and the difficulty of hous-
ing payments in serving particular households may
limit the workability of a Housing Payments Pro-
gram in some communities. The Commission
therefore proposes to make new construction an
eligible activity of the Community Development
Block Grant Program (CDBG) and to add a Housing
Component to CDBG. These changes will allow the
CDBG program, with its flexibility and sensitivity
to local needs, to become the primary program to
deal with housing availability for the poor. Chapter
2 provides guidance for the development of the
proposed Housing Payments Program and for modi-
fications to the CDBG Program.

While the Commission looks forward to a new
approach to housing lower-income people, it is also
aware of the nation’s large investment in public
housing. Public housing has had special problems
in the past few years. Since the program was initi-
ated, it has become increasingly controlled and
bound by Federal regulations. Local housing au-
thorities are required to rent to very low-income
households and to limit the amount of rent charged
to tenants. This mandate reduces the ability of local
housing authorities to cover their operating ex-
penses from tenant rents and forces the Federal
government to provide an ever-increasing amount of
money to subsidize operating costs. Many public
housing projects continue to be cost effective and
relatively inexpensive to operate. Other projects are
very expensive to run; have serious maintenance,
crime, and social problems; or are located in areas
better suited to other uses, such as commercial or
industrial development.

Chapter 3 calls for a restructuring of the public
housing program. The changes would allow local
governments, in concert with the Federal govern-
ment, to undertake a project-by-project review of
public housing in order to determine the best future
use of the properties, while at the same time con-
tinuing to serve the low-income tenants who occupy
the units.

The restructuring of the public housing pro-
gram and the adoption of the two new programs
proposed by the Commission will help to solve the
housing problems of many lower-income house-
holds. However, the housing problems of special
groups, such as the elderly, handicapped, and dis-
abled may require additional attention. Issues and
problems associated with housing for these special
groups are discussed in Chapter 4.

The remainder of this chapter reviews the
trends in housing quality and affordability that have
emerged since the 1940s and critiques the current
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subsidized housing production programs in light of
the present housing problems faced by poor people.

Housing Quality

Trends in Housing Quality

Basic housing data point to a continuing improve-
ment in the housing of most Americans. The size,
amenities, and condition of housing provide an
important measure of how well Americans, par-
ticularly its low-income residents, are housed. Tra-
ditionally, the quality of the housing stock has been
measured along two dimensions: available space
and physical conditions. On both of these dimen-
sions the quality of America’s housing has vastly
improved since World War 11.! Figure 1.1 illustrates
the dramatic changes:

® Overcrowding (more than | person per
room) has decreased substantially, from 20
percent of all households in 1940 to 4 per-
cent in 1980; severe overcrowding (more
than 1.5 persons per room) also has declined
to approximately 2 percent;

® Housing quality measured by the lack of
complete plumbing facilities has increased,
with only 4 percent of all units failing to
meet this criterion by 1980; and

® The stock of housing dilapidated or needing
repairs has declined to less than 10 percent
of the available units.

Other measures of housing quality also suggest
improvements. For example, in 1940 there were
fewer than 1.5 rooms for every person in the United
States; by 1980 there were 2. A room, of course,
may be large or small and thus this is an imprecise
measure of space. But the floor area per person has
also been increasing steadily. A new home in 1979
on average had twice as many square feet as in 1950.
Indeed, a new mobile home in 1979 typically was as
large as a new house in the late 1940s.

The improvements in housing quality apply to
the population as a whole, of course, but similar
improvements have occurred in the housing of vari-
ous groups that often have been of special concern in
housing policy. Of those in the poorest fifth of the
population, forexample, 61 percent lived in housing
without complete plumbing in 1950, compared with
7 percent in 1978. Similarly, 70 percent of nonwhite

' Measures of housing adequacy and affordability are derived
from U.S. Department of Commerce, Bureau of the Census,
Decennial Census of Housing, 1940, 1950, 1960, and 1970,
and, since 1973, U.S. Department of Commerce, Bureau of
the Census, and U.S. Department of Housing and Urban
Development, Office of Policy Development and Research,
Annual Housing Survey (Washington, D.C.: U.S. Govemn-
ment Printing Office).



Figure 1.1
Measures of Housing Inadequacy
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Source: Compiled from data supplied by the U.S. Department of Commerce, Bureau of the Census.



households lived in such housing in 1950, compared
with 5.8 percent of nonwhite households in 1980.
The limited data available for Hispanic households
suggest similar improvements.

Housing Quality Today

Beginning in 1973, more sensitive measures of
housing quality than those used in the decennial
census have become available in the Annual Hous-
ing Survey (AHS). The Survey collects data on
some 30 different kinds of housing deficiencies.
Questions are asked not only about the presence or
absence of facilities, but also about how well they
function—for example, the Survey asks not only,

“Do you have complete plumbing?”’ but also, *‘Has
it broken down in the last year? If so, how often? For
how long?” Similar questions seek data on the
heating, electrical, and other systems. Instead of
asking a single question on the general physical
condition of a structure, as in the decennial census,
the Survey covers a number of specific structural
defects, such as leaky roofs; holes in the floors,
walls, or ceilings; or missing stairs in apartment
buildings. Table 1.1 shows how some of these condi-
tions have changed in recent years. Generally, the
responses point to continued improvement of the
housing stock.

The Annual Housing Survey has been used to

Table 1.1

Percentage of Occupied Housing Units with Specified Defects—1973, 1975, 1977

Percent of Occupied
Units Reporting the Defect

Type of Defect® 1973 1975 1977
Kitchen

Shared or not complete kitchen facilities 2.3% 2.0% 1.7%

Complete kitchen, but not all facilities usable N/A 0.7 0.7
Electrical

Some or all wiring exposed 4.0 32 1.3

Lacking working outlets in some or all rooms 53 3.5 2.9
Shared or no bathroom 4.3 3.2 2.8
Plumbing

Lacking some or all facilities 3.6 2.9 2.4

Breakdown in water supply 2.5 2.2 2.3

Breakdown in sewer or septic tank/cesspool 1.1 1.0 1.1

Breakdown in plumbing equipment 2.0 1.5 1.6
Heating

No heating equipment 0.5 0.4 0.5

Inadequate heating equipment 6 6.3 6.4

Breakdown in heating equipment 7.1 5.6 5.5
Water leaks

Through roof 7.6 6.2 6.0

In basement 13.5 11.7 10.8
Interior ceilings and walls

With open cracks or holes 6.0 5.3 52

With broken plaster or peeling paint 4.7 N/A N/A

With broken plaster N/A 3.5 33

Interior floors with holes 1.9 1.8 1.8

® The individual defects are not additive, because more than one defect within and among categories may be present in the same unit. The
numbers exclude households failing to report or reporting *“Don’t know.”

Sources: U.S. Department of Commerce, Bureau of the Census, and U.S. Department of Housing and Urban Development, Office of
Policy Development and Research, Annual Housing Surveys (Washington, D.C.: U.S. Government Printing Office, 1973, 1975,

1977).




construct measures of inadequate housing units.
One measure is that used by the Congressional
Budget Office (CBO) (Table 1.2). The CBO defini-
tion divides housing defects into two categories.
The first seven are structural deficiencies or major
problems in the plumbing and heating systems that
are likely to require either replacement or major
repair. The last eight items in the table are problems
that may arise periodically in any housing unit and
be repaired in the course of normal maintenance
activities. The measure classifies a unit as inade-
quate only if it has two or more of these defects.

The fraction of the housing stock classified as
inadequate has dropped slightly from 8.1 percent in
1975to 7.5 percent in 1977.2 This decline is roughly
consistent with measured declines in crowding and
incomplete plumbing using the older standards in
the decennial census. In overall terms, the occupied
housing stock consisted of about 75 million units in
1977, and 5.6 million households lived in units that
failed the CBO adequacy test. The following sec-
tion tells us something about the households oc-
cupying inadequate housing.

Who Lives in Inadequate Housing?
The Commission is concerned not only with trends
in quality and total numbers of inadequate units, but

also with the people who live in inadequate hous-
ing. Housing policy should acknowledge specific
groups within the population whose housing prob-
lems are more acute than those of the general popu-
lation.

Figure 1.2 shows the incidence of inadequate
housing among various segments of the population.
Two basic patterns emerge: inadequate housing is
far more common among renters than owners, and
such housing is concentrated among very low-in-
come families (those with incomes of 50 percent or
less of the local area median income).

Neither of the above findings is surprising.
Homeowners have much more control over the
quality of their housing than do renters. When a
problem occurs, the owner can arrange for repairs,
or even fix it personally; the renter must contact the
landlord. Almost twice as many very low-income
renters live in inadequate housing as do very low-
income owners (18.6 percent versus 9.4 percent).

* The Commission uses the CBO definitions of housing ade-
quacy, but other definitions suggest similar patterns of im-
provements in the housing stock. For an evaluation of alterna-
tive definitions, see John C. Simonson and Richard B. Clem-
mer, ‘““Trends in Substandard Housing, 1940-1980,"" prepared
for the President’s Commission on Housing, April 1982.

Table 1.2

Conditions That Cause a Housing Unit to Be Judged as Inadequate

A unit is classified as inadequate if it has at least one of the following conditions:

. The absence of complete kitchen facilities.

The absence of complete plumbing facilities.

. The absence of a public sewer connection, septic tank, or cesspool.
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. Three or more breakdowns of six or more hours each time in the sewer, septic tank, or cesspool during

the prior 90 days.
. Three or more breakdowns of six or more hours each time in the heating system during the past winter.
. Three or more times completely without a flush toilet for six or more hours each time during the prior
90 days.
Three or more times completely without water for six or more hours each time during the prior 90 days.

or if the unit had two or more of the following conditions:
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Leaking roof.

. Holes in interior floors.

. Open cracks or holes in interior walls or ceilings.
Broken plaster over greater than one square foot of interior walis or ceilings.
. Unconcealed wiring.

. The absence of any working light in public hallways for multi-unit structures.

. Loose or no handrails in public hallways in multi-unit structures.
. Loose, broken, or missing steps in public hallways in multi-unit structures.

Source: Congressional Budget Office, Federal Housing Policy: Current Programs and Recurring Issues (Washington, D.C.: U.S.

Government Printing Office, 1978), pp. 4-6. CBO used the term “‘needing rehabilitation™ in place of “inadequate.”




Figure 1.2 .
Incidence of Inadequate Housing Among Various Housing Groups, 1977
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(Washington, D.C.: U.S. Government Printing Office, 1979); Congressional Budget Office
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For both owners and renters, housing ade-
quacy improves as incomes rise. For example, near-
ly one-fifth of very low-income renters live in inade-
quate housing, compared with slightly more than
one-tenth of renters with moderately low incomes
(between 50 and 80 percent of area median).

There also are some geographic concentrations
of inadequate units. Such housing is found dis-
proportionately in rural areas in the South and in
older, large cities. The 1977 AHS showed that New
York City and the nearby New Jersey cities of New-
ark, Paterson, and Jersey City had a particularly
high concentration (almost 19 percent), double the
average of other large cities. New York City alone
accounted for more than 29 percent of all deficient
housing in large cities identified in the 1977 AHS
and for 9 percent of all inadequate housing in the
country. Miami and Washington, D.C., both had
more than a 16 percent incidence of inadequate
units.

Inadequate housing also is found more fre-
quently among certain types of households. Minor-
ity households—particularly black households—
occupy such housing much more often than do
nonminority households. Female-headed house-
holds and the elderly also have above-average inci-
dence of housing inadequacy. For the latter two
groups, however, inadequate housing is the con-
sequence of their generally lower incomes. When
housing inadequacy is compared for different
household types, holding income constant, the el-
derly usually live in better housing than younger
households with the same incomes.

The data presented in this section point to a
growing and continuing improvement in the quality
of housing. A long standing additional housing
policy concern is affordability—whether housing
costs constitute a burdensome fraction of household
income.

Housing Affordability

Trends in Housing Affordability

The trend in housing affordability for all house-
holds, renters and owners alike, shows some im-
provement over the postwar period. Chapter 6
addresses affordability for homeowners. The im-
provement in affordability for renters is often not
recognized, because the common measure of af-
fordability—the percentage of income going to
rent—does not take into account two important
factors: the shift of higher income renters to home-
ownership and the improved quality of the housing
stock. As explained below, when these two factors
are considered, rental housing has actually become
more affordable.

The crudest measure of affordability is simply
the ratio of rents to incomes. Under this measure of
affordability, households spending more than 25 or
30 percent of their income for rent are spending
*‘too much.” Rent-to-income ratios have risen since
1950, when some 32 percent of all renters paid more
than a quarter of their income for rent; by 1979, this
fraction had risen to 51 percent. While observers
often point to this ratio as evidence of deteriorating
affordability, more careful examination suggests a
different interpretation. A ratio can change as a
result of changes in the denominator (in this case
income) as well as changes in the numerator (in this
example rent). In large part, the rent-to-income
ratio has risen because relative incomes of renters
have fallen. Higher income renters have dispropor-
tionately become homeowners, reducing the aver-
age income of those who remain renters. Low-
income people have always had difficulty paying for
rent, evidenced by high rent-to-income ratios for
that group in all time periods. The fact that low-
income renters (with high rent-to-income ratios) are
a larger fraction of the total renter population than
formerly has led to a large part of the apparent
decline in the affordability of rental housing. In
1950, 45 percent of the population rented; by 1980,
only about 35 percent did. The decline was es-
pecially pronounced among higher income renters.
Had more of these higher income households re-
mained renters, the average rent-to-income ratio
among renters would have been lower.

Another part of the increase in rent-to-income
ratios is accounted for by the rising quality of rental
housing. In 1950, a third of the rental units lacked
complete plumbing, compared with only 3 percent
in 1979. The typical rental unit in 1979 also had
more rooms. The reported rent increases that have
occurred reflect improved quality and greater space,
as well as changes in the cost of a rental unit of given
quality. Thus, rent—the numerator of the rent-to-
income ratio—increased because of increased
quality.

A more appropriate way of analyzing rental
affordability is to compare the change in income
with the change in rent on a specified type of rental
unit over time. The best known measure of rent
changes on units of the same quality is the residen-
tial rent component of the Consumer Price Index
(CPI). The rent component is derived from rents on
the same dwellings, which are resurveyed from year
to year, with adjustments for major changes in the
quality of the dwelling. Minor changes attributable
to depreciation are not picked up, nor are cost in-
creases on utilities paid directly by the tenant. Ad-
justments for both of these omissions have been
made by independent housing market analysts; the
following discussion of affordability uses a Con-
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stant Quality Gross Rent Index which incorporates
the adjustments.’

The importance of distinguishing between rent
changes for constant-quality units and ‘“‘average”
changes for the actual rental stock is shown by the
differences between the constant quality gross rent
index and median gross rents presented in Table 1.3.
Between 1950 and 1979, the constant quality gross
rent index doubled, while median rents quadrupled.
Quality improvements, therefore, accounted for
about half of the rent increases and actual cost
increases accounted for the other half.

The incomes of renters in 1979 were 257 per-
cent higher than the incomes of renters in 1950. The
increase in renter incomes was smaller than the
increase in median rents (400 percent) but still
larger than the change in the constant quality gross
rent index (200 percent), which adjusts for quality
changes. The income change for renters over the
period understates the growth in incomes for par-
ticular renter households, both because of a shift in
composition of renters towards very young and el-
derly individuals, and because higher income
renters steadily shifted to homeownership to take
advantage of benefits and the inflation hedge offered
by homeownership. But even without any adjust-
ment for this loss of high-income renters, the typi-
cal renter was able to afford better rental housing at
the end of the period. Table 1.3 summarizes these
trends since 1950, comparing incomes with actual
rents and the rent index. This comparison shows
that median income for all households increased
faster than the constant quality gross rent index in
each decade, but by the smallest margin in the most
recent decade.* The table also shows that average
renter incomes have increased more slowly than

income for all households, confirming the move-
ment of higher income renters to homeownership.

Current Affordability Problems

While adequate rental housing has become more
affordable over the past three decades, it is still a
major financial burden for the poor. Table 1.4 shows
the incidence of excessive rent burdens for three
groups of households—very low income (below 50
percent of median), moderately low income (be-
tween 50 and 80 percent of median), and all others.’
Clearly, affordability is primarily a problem of the
very low-income household. More than half of the
very low-income renters pay in excess of 30 percent
of their income for adequate housing. Less than a
quarter of the moderately low-income households
and only 2 percent of the remainder pay so much.
The percentage of households paying in excess of 50
percent of income for adequate housing re-empha-

3 Ira S. Lowry, Inflation Indexes for Rental Housing (Santa
Monica, Calif.: The Rand Corporation, 1981) (N-1832-HUD),
pp. 1-24.

¢ Rental housing has steadily become more affordable, but it has
not become more profitable, so far as the limited data available
indicate. The return on rental housing investment appears to
have risen slightly from the mid-1960s to the early 1970s, and
then declined back to the earlier level by 1979. Rental housing
and policy recommendations are addressed in Chapter 7.

* The criterion of affordability is set at 30 percent of income. If
more than this must be spent, the household is considered to
have an affordability problem. The 30 percent figure is the
contribution rate recently enacted for subsidy recipients in
Federal housing programs. Setting the ratio higher or lower
would, of course, yield different numbers, but would not
change the basic conclusions about the importance of afford-
ability problems, the concentration among the poor, or the
demographic patterns.

Table 1.3
Percent Changes in Income and Rents
1950-1979

Changes in Median Income

Changes in Changes in

Median Gross Constant Quality

Years All Households Renters Rent Gross Rent Index
1950 to 1960 69% 50% 65% 32%
1960 to 1970 76 52 26

1970 to 1979 99 101 81

1950 to 1979 491 257 405 200

Sources: Median family income is from U.S. Department of Commerce, Bureau of the Census, Current Population Reports, Series

P-60.

Median rents and renter incomes are from the decennial censuses and, since 1973, U.S. Department of Commerce, Bureau of the
Census, and U.S. Department of Housing and Urban Development, Office of Policy Development and Research, Annual Housing

Surveys.

Constant quality gross rent index is the Consumer Price Index rent component adjusted for utilities and depreciation, as in Ira S.
Lowry, Inflation Indexes for Rental Housing (Santa Monica, Calif.: The Rand Corporation, 1981) (N-1832-HUD), p. 30.

Commission staff extended the series back to 1950.




Table 1.4

Rent Burdens Among Those Renting Adequate Housing

(1977)
Lower-Income Households
Very Moderately All Other
Low Income Low Income Households
Gross Rent as Percent of Income
Over 30 51% 22% 2%
Over 50 22% 2% 0%
Thousands of Renter House-
holds in Income Class 10,467 6,297 9,750

Note: Very low income is defined as income less than 50 percent of area median family income for a family of four; moderately low
incomes are between 50 and 80 percent. Both are adjusted for other family sizes. Adequacy is measured according to the

Congressional Budget Office indicator.

Source: U.S. Department of Commerce, Bureau of the Census, and the U.S. Department of Housing and Urban Development, Office of
Policy Development and Research, Annual Housing Survey, 1977 (Washington, D.C.: U.S. Government Printing Office, 1979).

sizes the concentration of the affordability problem
among very low-income households. Almost a
quarter of the very low-income households pay 50
percent or more of their income in rent to obtain
adequate housing; virtually none of the others pay
that much.

Joint Problems of Quality and Affordability

The relative magnitude of the affordability and
quality problems among very low-income house-
holds is shown in Table 1.5. The table also shows
the incidence of problems for low-income elderly
households and for blacks. Both groups have a

Table 1.5
Quality and Affordability of Housing for Very Low-Income Renters
(1977)
Adequate Inadequate Total Households
Percent Percent Percent
Gross Rent as Percent Number of Total Number of Total Number of Total
of Income (000) in Class (000) in Class (000) in Class
All Very Low-Income
Households
Less than 30 3,141 30% 854 8% 3,995 38%
More than 30 5,329 51 1,143 11 6,472 62
TOTAL 8,470 81 1,997 19 10,467 100
Very Low-Income
Elderly Households
Less than 30 1,092 35 247 8 1,339 43
More than 30 1,533 49 237 8 1,770 57
TOTAL 2,625 84 484 16 3,109 100
Very Low-Income
Black Households
Less than 30 785 31 290 11 1,076 42
More than 30 1,077 42 413 16 1,490 58
TOTAL 1,863 73 703 27 2,566 100

Source: U.S. Department of Commerce, Bureau of the Census, and U.S. Department of Housing and Urban Development, Office of
Policy Development and Research, Annual Housing Survey: 1977 (Washington, D.C.: U.S. Government Printing Office, 1979).
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slightly lower incidence of affordability problems:
57 percent of the elderly and 58 percent of blacks
compared with 62 percent of all very low-income
renters. Comparing the elderly with other Jow-in-
come renters, the most notable difference is the
somewhat larger fraction of the elderly who have
neither quality nor affordability problems—35 per-
cent compared with 30 percent for all very low-
income renters. For blacks, the most notable dif-
ference is the higher proportion in substandard
housing—27 percent, compared with 19 percent for
all very low-income renters.

The most striking feature of Table 1.5 is the
comparison of the magnitude of the quality and
affordability problems. Of the 10.5 million very
low-income renters identified in the 1977 AHS, 6.5
million paid more than 30 percent of their incomes
for rent, while 2 million lived in inadequate hous-
ing. For the very low-income elderly households,
1.8 million had an affordability problem, compared
with 0.5 million living in inadequate housing. For
very low-income black households, 1.5 million paid
more than 30 percent of income for rent, compared
with 0.7 million living in inadequate housing. Af-
fordability has clearly become the predominant
housing problem among low-income Americans.

Concerns with Producer-Oriented
Programs

If affordability is the basic housing problem of the
poor, then housing programs which deal directly
with this problem would seem appropriate.
However, for the past four decades the subsidized
housing programs of the Federal government have
primarily emphasized the production of new units
for low-income households. The programs have
provided monies both to reduce the costs of con-
struction as well as to subsidize the rent paid by
tenants.® However, given the predominance of the

affordability problem, the heavy emphasis on pro-
duction-oriented programs generally appears to be a
solution to the wrong problem. In addition, a review
of the production programs raises a number of se-
rious questions regarding both their cost and equity.
The following discussion highlights the problems
with the present housing production program for
private market, subsidized housing—the Section 8
program—and contrasts the costs associated with
this program to those associated with housing pro-
grams which provide assistance more directly to
people.”

There are several different ways to view the
costs of production programs. First, the per unit
subsidy for a newly constructed unit can be com-
pared with that of assisting the same household in an
existing unit. Table 1.6 provides this comparison for
two programs: the Section 8 New Construction Pro-
gram and the Section 8 Existing Housing program.
The table shows that the costs are almost twice as
much in the newly constructed unit, in part because
it simply costs more to build a new unit than it does
to maintain an old structure.

The rents for units in the Section 8 New Con-
struction Program are not only much higher than

¢ The public housing program is discussed in Chapter 3. Produc-
tion of federally subsidized, privately owned units has been
supported through the Section 8 New Construction and Sub-
stantial Rehabilitation programs, the Homeownership Assis-
tance Program (Section 235), the Rental Housing Assistance
Program (Section 236), and the Rent Supplement Program.

"Unless otherwise indicated, data on the Section 8 program cited
in this portion of the report are taken from a study of the
Section 8 program sponsored by the Office of Policy Develop-
ment and Research, U.S. Department of Housing and Urban
Development. See James E. Wallace, Susan Philipson Bloom,
William L. Holshouser, Shirley Mansfield, and Daniel H.
Weinberg, Participation and Benefits in the Urban Section 8
Program: New Construction and Existing Housing
(Cambridge, Mass.: Abt aAssociates, Inc., January 1981),
(HUD PDR 680).

Table 1.6

Comparison of Subsidy Costs for the Section 8 New Construction and Existing

Housing Programs
(1979)

Cost Category

New Construction

Existing Housing

Gross Rent

Tenant Payment

HUD Subsidy (gross rent minus
tenant payment)

$362/month $240/month
$112/month® $110/month?
$250/month $130/month

°Average tenant payments are slightly different in the two programs because average tenant incomes differ.

Source: Wallace, et al., Participation and Benefits in the Urban Section 8 Program: New Construction and Existing Housing
(Cambridge, Mass.: Abt Associates, Inc., January 1981), pp. 224, 338.
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those for the Existing Housing Program but are at
the high end of all rents charged for units in the
housing stock. The 1979 average Section § New
Construction rent was $362 per month. Nationally,
only 4 percent of all one-bedroom and efficiency
units (housing typical of that in the New Con-
struction program) had rents higher than $350.%

The construction programs are consistently
more costly than the consumer-oriented programs.
Total costs for recently constructed public housing
have been found to be similar to those in Section 8
New Construction, and are higher than costs for
units in either the Experimental Housing Allowance
Program or the Section 8 Existing Housing Pro-
gram. An analysis of costs in West Germany found a
similar pattern for the corresponding production
and consumer subsidy programs there.’

Another way of looking at the costs of a new
construction program is to compare the rent charged
in the subsidized units with the rents the units would
command in the private, unsubsidized market. Any
excess rent being paid is a cost to the government
that could be used to subsidize other tenants. In the
Section 8 New Construction program it is estimated
that the average rent a typical unit would command
in the unsubsidized private market would be $291,
compared with the $362 now charged. This means
that Section 8 rents are 24 percent higher than the
market value, representing a significant loss of
money to the government.

The high costs of the new construction pro-
gram exacerbate a problem of all subsidized hous-
ing programs: the fact that relatively few households
in the eligible population obtain benefits. Because
of their high costs, new construction programs serve
half as many households as would be served with
the same funds in a program using the existing
housing stock. And the households lucky enough to
participate are provided housing not only better than
their neighbors with similar incomes but substan-
tially better than what moderate income families
can afford. For example, the estimated average val-
ue of units in Section § New Construction projects,
which is $291 per month, represents housing 45
percent higher in value than that normally obtained
by unsubsidized households having incomes just at
the eligibility limit for the program (80 percent of
area median income for a family of four).

Total government costs for the Section 8 Pro-
gram are even higher than those reflected directly in
the subsidy payments. Indirect costs are incurred
for New Construction projects through revenue
losses arising from accelerated depreciation al-
lowances, from tax exemption for housing finance
bonds, and from the subsidy needed to provide
loans at below-market interest rates through the
Government National Mortgage Association

(GNMA) Tandem Program. The Existing Housing
program also incurs costs beyond those for direct
rental assistance—for depreciation in excess of true
economic depreciation and for costs of local pro-
gram administration. However, these indirect costs
are approximately half of those incurred in new
construction programs. Figure |.3 summarizes
these costs as estimated for a sample of units in the
Existing Housing program and in New Construction
projects.

A final cost issue associated with new con-
struction is the budget “‘overhang’’ that results from
the long-term nature of the subsidies committed to
newly constructed buildings. Long-term subsidies,
extending 20 to 40 years, have typically been com-
mitted for both privately and publicly owned new
construction projects as a way to amortize debt
service, reduce interest payments, and/or assure the
availability of the units for low-income tenants. The
long-term subsidy commitments of the government
for housing, including public housing contracts to
pay for debt service on construction bonds, the
interest subsidy payments under the Section 235
homeownership and Section 236 rental housing
programs, and the commitments to pay subsidies
for the Rent Supplement and Section 8 programs
(New Construction, Substantial Rehabilitation, and
Existing Housing) are estimated to reach $250 bil-
lion by the end of fiscal year 1982."°

For the Section § New Construction and Sub-
stantial Rehabilitation programs alone, the out-
standing budget obligations of the Federal govern-
ment amount to $92 billion (Table 1.7). These
obligations cover reservations of funds for approx-
imately 790,000 units. By contrast, the Section 8
Existing Housing program adds another $29 billion
in outstanding obligations for 973,000 units. The
lower total obligations of the Existing Housing pro-
gram are due both to the lower per unit costs dis-
cussed earlier and the fact that subsidies are bud-
geted for only 15 years, not the 20 to 40 years of the
New Construction/Substantial Rehabilitation pro-

® In Section 8 New Construction, 77 percent of program units in
1979 were either efficiency or one-bedroom units. Annual
Housing Survey data are reported in *‘Financial Characteris-
tics of the Housing Inventory, Current Housing Reports, Se-
ries H-150-79, Part C”” (Washington, D.C.: U.S. Department
of Commerce, Bureau of the Census, and U.S. Department of
Housing and Urban Development, Office of Policy Develop-
ment and Research, March 1981), p. 56. The AHS average
rents are based on rents of both new and existing units.

? Stephen K. Mayo and Jom Bambrock, Rental Housing Subsidy
Programs in Germany and the U.S.: A Comparative Program
Evaluation (Cambridge, Mass.: Abt Associates, Inc., Sep-
tember 1980).

'©'U.S. Department of Housing and Urban Development, U.S.
Department of Housing and Urban Development FY 1982
Budget (Revised), March 1981, p. H-25.
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Figure 1.3 _ )
Components of Cost in the Section 8 Program
(Average Monthly Costs, 1979)

Existing Housing New Construction
Total Cost $410
- 5
Indirect Costs
Y
y
Excess
Rent?
£
Total Cost $266 Reap
HUD
4 Other Costs1 ¢ Subsidy
A T $250
Tenant Gross
HUD T i Benef‘t4
Subsidy3 Tenam4 T Estimated I ?C?(?Z‘
$130 Benefit \hf:lruk:t
Estimated
G
Récrﬁs l l Market $291
$240 Value
$231
Tenant Tenant
Payment Payment
$110 $112
h 4 { i l \ 4

' Other costs (including local administration).

2 Excess rent (gross rent minus estimated market value).

3 U.S. Department of Housing and Urban Development (HUD) subsidy (gross rent
minus tenant payment).

4 Tenant benefit (estimated market value minus tenant payment).

% Indirect costs (including Federal revenue losses).

Source: Adapted from James E. Wallace, et al., Participation and Benefits in the Urban Section 8 Program:
New Construction and Existing Housing (Cambridge, Mass.: Abt Associates, Inc., January 1981),

Vol. 1, pp. 224, 338.
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Table 1.7

Budget Authority for the Section 8 Program

(September 30, 1981)

Cumulative Annual Average Outstanding
Obligations® Obligations® Obligations
Program Element Units ($billion) (per unit) ($billion)
New Construction and
Substantial
Rehabilitation 791,000 $98 $5100 $92
Existing Housing 973,000 38 2600 29
Total 1,764,000 $136 $121

® Cumulative obligations are budget authority for all payment contracts to date calculated as initial gross rent (contract authority) times
term of contract. This allows tenant contributions to provide an accounting reserve against which to draw in later years as project
rents rise. Outstanding obligations reflect payments made and subtracted from budget authority.

® Assume average term of 24 years for New Construction and Substantial Rehabilitation; for Existing Housing a contract term of 15 years

is assumed for budget purposes.

Source: U.S. Department of Housing and Urban Development, Office of Budget.

grams. Average annual obligations of subsidy funds
for the New Construction and Substantial Re-
habilitation programs ($5,100 per unit) are nearly
twice the average obligation for Existing Housing
(32,600 per unit).

K %k %k ok Xk

The data on the housing situation of Americans
and the subsidized construction programs have im-
portant implications for housing policy. They indi-
cate that most Americans already live in decent
housing and that primary attention should be di-

rected toward helping those of the lowest income,
especially renters, to be able to pay for decent
housing.

The high costs and relative inequities of new
construction programs reinforce the desirability of a
consumer-oriented Housing Payments Program
which relies primarily on the existing housing mar-
ket to serve low-income households. The next chap-
ter reviews the experience with housing payments
programs and their limitations, and makes rec-
ommendations for the design of a Housing Pay-
ments Program and complementary additions to the
Community Development Block Grant Program.
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CHAPTER 2

HOUSING PAYMENTS
PROGRAM AND BLOCK

GRANTS

The major housing problem faced by the disadvan-
taged in recent years has been their inability to
afford decent housing. To a lesser extent, lower-
income persons also face problems of poor quality
housing. Production programs such as the Section 8
New Construction and Substantial Rehabilitation
programs, which address the affordability and
quality problems by increasing the supply of decent
housing, have been the principal mechanism for
providing housing for lower-income households.
These programs provide a subsidy both to construct
(or rehabilitate) units and to reduce the rents lower-
income persons must pay for their housing.

The production programs have several prob-
lems:

® The programs are expensive, costing nearly

twice as much as housing the same low-
income households in existing housing
units. This means that the programs are
inequitable in that fewer eligible households
obtain program benefits.

® The long-term subsidy commitments of 20

to 40 years required by the production pro-
grams are costly and also restrict the Federal
government’s flexibility to deal with chang-
ing housing needs.

® Production programs that add to the supply

of decent housing are not the most direct
way of meeting the major housing problem
of lower-income persons: affordability.

A clear alternative to production programs is a
housing payments program that provides cash assis-
tance to households to help pay the rent for a dwell-
ing unit that meets housing quality standards for the
program. The housing payments subsidy is not tied
to a particular unit, but is paid directly either to the

program participant or to the landlord of a housing
unit selected by the renter.

Advantages of this system are several. The
affordability problem is addressed in the most direct
and efficient way—providing cash assistance for
housing in the private market. For any given level of
program funds, a larger number of eligible house-
holds can benefit, because the subsidy per unit is
less than for newly constructed units. Tenants can
exercise choice in the market and are not lirhited to
living in particular units that have received sub-
sidies. Program administration is relatively simple
and straightforward.

The idea of housing payments programs is not
new. -As early as 1937, opponents of the public
housing legislation then under debate proposed that
tenants be given certificates to help pay their rent.
The Housing and Urban Development Act of 1965
provided in Section 23 for a leased-housing pro-
gram. The program, administered by public hous-
ing authorities, involved direct payments to owners
on behalf of tenants to make rents affordable. In
1968, the President’s Committee on Urban Housing
recommended a thorough test of housing payments,
and two years later Congress called for an experi-
mental demonstration of housing payments in the
Housing and Urban Development Act of 1970. An
ambitious experimental program—the Experimen-
tal Housing Allowance Program (EHAP)—was
launched by the Department of Housing and Urban
Development (HUD) in 1972. EHAP was conducted
in 12 cities over the past decade to assess how a
housing allowance would operate and affect partici-
pants and local housing markets.

Drawing on the initial experience gained from
the EHAP and Section 23 programs, Congress cre-
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ated an Existing Housing component in the Section
8 program established by the Housing and Com-
munity Development Act of 1974. The Existing
Housing program has grown rapidly, now serving
approximately 630,000 households.

The experience of both the Existing Housing
program and EHAP attests to the cost effectiveness
and workability of housing payments as a basic
approach that meets the housing needs of low-in-
come households. The results of these programs
show that housing payments are highly effective in
enabling lower-income households to afford ade-
quate housing. However, these programs are less
effective for the disadvantaged who live in phys-
ically inadequate housing; these programs fail to
stimulate major improvements in the housing stock.
Owners of units that require relatively minor repair
or upgrading frequently make improvements to
meet program standards, but owners of units with
severe deficiencies seldom undertake major re-
habilitation.

Recognizing the inability of housing payments
programs to address fully the problems of housing
adequacy and supply, the Commission proposes the
addition of a Housing Component to the Communi-
ty Development Block Grant (CDBG) program, as
well as adding new construction as an eligible ac-
tivity to the CDBG program. The Housing Compo-
nent would allocate funds to localities, States, and
territories primarily to make available adequate
housing for lower-income households.

This chapter provides the background, ra-
tionale, and proposed features for both the Housing
Payments Program and the Housing Component of
the Community Development Block Grant Pro-
gram.

Housing Payments Program
Proposal
The primary Federal program for helping low-
income families to achieve decent housing should
be a Housing Payments Program. This program,
coupled with housing supply assistance through
the Community Development Block Grant pro-
gram, should replace future commitments to
build or substantially rehabilitate additional
units under Federal housing programs.

Experience with the Section 8 Existing Hous-
ing program and the Experimental Housing Al-
lowance Program provides substantial information
on the ability of a Housing Payments Program to
meet the housing needs of low-income households.'
Before reviewing that experience, it is useful to
summarize the main features of the Existing Hous-
ing program and EHAP.

The Section 8 Existing Housing program

provides funds to make up the difference between
the rent charged by a landlord for a standard hous-
ing unit (within program rent limits) and the rent
that low-income tenants can afford within an estab-
lished percentage of their income. The program
permits eligible households to choose where to live,
as long as their chosen dwelling meets the pro-
gram’s housing quality standards or can be im-
proved to meet them. Under this arrangement,
households may choose to stay in place or to move
to another dwelling. Although payments are made
directly to landlords on the tenants’ behalf, the
payment is portable; the tenant may elect to rent a
qualified dwelling anywhere within the jurisdiction
of the administering agency, and the rent subsidy is
applied to the new unit.

The Experimental Housing Allowance Pro-
gram was a carefully controlled effort to test the
broad concept of housing payments assistance. The
experiment began in 1972 and involved more than
30,000 households in 12 locations across the nation.
In two locations, the experiment extended over a
period of 10 years. The research investment, includ-
ing payments to families, will amount to about $160
million and has already produced more than 300
technical reports.

The Experimental Housing Allowance Pro-
gram involved three major components. The Sup-
ply Experiment was an open-enrollment program
conducted in Saint Joseph County (South Bend),
Ind., and Brown County (Green Bay), Wis. It in-

! Data on the Section 8 Existing Housing program are taken from
James E. Wallace, Susan Philipson Bloom, William L.
Holshouser, Shirley Mansfield, and Daniel H. Weinberg, Par-
ticipation and Benefits in the Urban Section 8 Program: New
Construction and Existing Housing (Cambridge, Mass.: Abt
Associates, Inc., January [981). For the Experimental Housing
Allowance Program, data are taken from the major reports on
the experiments. The summaries and final reports, in which
the more detailed research reports are cited, are as follows:
Administrative Agency Experiment-—W.L. Hamilton, A So-
cial Experiment in Program Administration: The Housing
Allowance Administrative Agency Experiment (Cambridge,
Mass.: Abt Books, 1979); Demand Experiment—Stephen D.
Kennedy, Final Report of the Housing Allowance Demand
Experiment (Cambridge, Mass.: Abt Associates, Inc., 1980);
Supply Experiment—Ira S. Lowry, ed.,Comprehensive Final
Report of the Housing Assistance Supply Experiment (Santa
Monica, Calif.: The Rand Corporation, forthcoming); sum-
mary available as article by Ira S. Lowry, ““‘Housing Aid for
the Poor: What Priority in the 80s?"'Rand Research Review,
Vol. V, No. 1, Spring 1981, pp. 1-4; HUD Summary—U.S.
Department of Housing and Urban Development, Office of
Policy Development and Research, Experimental Housing
Allowance Program: Conclusions, the 1980 Report (Wash-
ington, D.C.: U.S. Department of Housing and Urban De-
velopment, 1980); Urban Institute Summary—Raymond
Struyk and Marc Bendick, Ir., ed., Housing Voucher for the
Poor: Lessons from a National Experiment (Washington,
D.C.: The Urban Institute Press, 198l).



cluded homeowners as well as renters. The program
was announced publicly, and all who qualified were
accepted. (As in all of the experiments, with the
exception of an experimental control group, housing
assistance payments were made only to income-
eligible households when their chosen housing met
the program housing standard.) The housing market
was carefully monitored to assess changes in rents,
conversions, repairs, maintenance, and new con-
struction resulting from the program.

The Demand Experiment tested a variety of
forms of housing allowances. To enable researchers
to distinguish program effects from background
behavior of households in the eligible population,
the experiment included a control group of house-
holds that were monitored but not offered housing
allowance payments. Households were contacted
directly to explain the form of housing allowance
offered. This experiment was operated in Pitts-
burgh, Pa., and Phoenix, Ariz.

Finally, the Administrative Agency Experi-
ment tested the administrative feasibility of a hous-
ing allowance. Basic guidelines within which to
operate the program were provided to eight existing
public agencies, including local housing au-
thorities, State agencies, county agencies, and local
welfare agencies. This part of EHAP was conducted
in Bismarck, N.D.; Durham, N.C.; Jacksonville,
Fla.; Peoria, Ill.; Salem, Ore.; San Bernardino,
Calif.; Springfield, Mass.; and Tulsa, Okla.

The EHAP and the Section 8 Existing Housing
program experiences provide important information
about the ability of a Housing Payments Program to
overcome problems of housing affordability and
quality. In addition, these programs offer guidance
for the design and structure of the Commission’s
proposed program.

Housing Assistance Payments and Housing
Affordability

Because affordability is the primary housing prob-
lem of the poor, it is important to ascertain if a
housing payments program can adequately and effi-
ciently address this problem. Both EHAP and the
Section 8 Existing Housing program successfully
serve households whose preprogram rents are a very
high fraction of their income. Eighty percent of the
Existing Housing program households paid in ex-
cess of 35 percent of their income for rent before
entering the program. In EHAP more than half of
the participants were paying preprogram rents of
more than 35 percent of their income.

Part of the reason that the Section 8 Existing
Housing and EHAP experiments have been so suc-
cessful in solving the affordability problem is that
households with excessive housing costs relative to
income can be given assistance in the programs

without requiring a move, if they already live in
housing that is adequate or can be made adequate
with minor repairs. This is true of many low-income
families and individuals. For such persons, the as-
sistance payment directly solves the affordability
problem without the need to move or to obtain
major repairs.

Housing Quality

The effects of housing payments on housing ade-
quacy can be viewed from two perspectives: the
capacity of housing payments to enable households
previously occupying substandard housing to oc-
cupy standard units, and the effects of allowances
on the overall quality of the housing stock in a
community. Evidence from both the Experimental
Housing Allowance Program and the Section 8 Ex-
isting Housing program suggests that housing pay-
ments do have a positive impact on the quality of
housing occupied by participants, but that their
ability to stimulate rehabilitation and serve house-
holds who live in units well below program stand-
ards is limited.

Households originally living in housing that
does not meet the quality standards of a housing
payments program have three options under a con-
sumer-oriented housing program: they can move to
housing that meets the program standards, they or
their landlord can fix up their present residence to
meet program standards, or they can drop out of the
program. In both the EHAP Supply and Demand
Experiments, many households who signed up for
the program and who started out in housing that did
not meet program standards were able to improve
their housing. However, the failure rates (those who
signed up but never received an allowance), par-
ticularly in the Demand Experiment, were signifi-
cant. In the Supply Experiment, 20 percent of those
who started out in units below the program’s hous-
ing quality standard failed to participate in the pro-
gram. In the Demand Experiment, this number was
much greater: 60 percent.

The housing quality standards adopted by the
Demand Experiment made participation more diffi-
cult for households starting out in substandard
housing. Indeed, the Demand Experiment stand-
ards were much more stringent than those of the
Supply Experiment. The result was that only 17
percent of the units passed original inspection as
compared with half in the Supply Experiment. As a
result, more households had to repair or move to
participate in the program. Inability to locate a
standard unit and/or the high cost required to im-
prove the unit to program standards partially ac-
count for the high failure rate of the households.

Household characteristics also have had an
impact on participation. Households that are most
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likely to live in inadequate housing—very poor,
large, or minority families—are also those who
have a relatively more difficult time using the pro-
gram. Data from EHAP and the Section 8 Existing
Housing program support this finding. For exam-
ple, although 54 percent of Section 8 enrollees
failed to become recipients, 72 percent of the minor-
ity enrollees were unsuccessful. Large families,
both minority and nonminority, are also more likely
to drop out of the program. The failure of certain
households to participate successfully in a housing
payments program may be partially attributed to the
level and type of repairs required.

Housing payments do stimulate repairs to the
housing stock. In fact, 42 percent of the households
in the Section 8 Existing Housing program and 60
percent in the Supply Experiment who were orig-
inally in units that failed to meet the housing quality
standards participated in the programs by remaining
in their original units and making necessary repairs.
However, the improvements were relatively small
and inexpensive. The average cash outlay for re-
pairs was $70 in the Supply Experiment and less
than $200 in the Existing Housing program. In both
programs the improvements were minor: plaster,
painting, and repairs to windows, doors, partitions,
handrails, and stairs. Substantial and costly repairs,
such as replacement of plumbing or electrical sys-
tems, or correction of structural deficiencies, were
unlikely to occur, because the costs of correcting
these problems could not usually be amortized in
the rents charged to the tenants.

The severity of the housing deficiencies in
units appears to affect household participation in
housing payments programs. Evidence from the
Supply Experiment shows that approximately 35
percent of the households living in units requiring
more than four repairs—compared with 20 percent
overall—dropped from the program. Similarly,
households occupying units requiring costly repairs
were more likely to drop out. Although the reasons
for their termination can only be inferred, it is likely
that many failed to become recipients because they
could not find a suitable alternative dwelling unit
and/or could not convince their landlords to make
the required repairs. '

Minority Experience and Supportive

Services

Housing payments programs rely on access to the
full range of choice in the private housing market.
Discrimination clearly impedes the ability of minor-
ity households to make full use of the program,
either in terms of access to adequate housing or of
freedom of locational choice. Subsidized new con-
struction programs have been favored by some be-
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cause such programs could provide more direct
access for minorities. Choices of project location
can be influenced by public decisions, and local
government presumably has more influence over
outreach and tenant selection policies. The experi-
ence with the production-oriented New Con-
struction programs such as Section 8 New Con-
struction and consumer-oriented programs such as
Section 8 Existing Housing and EHAP suggests that
neither approach automatically ensures success
with regard to minority access.

The Section 8 program provides evidence on
both types of programs. Minority households ap-
pear to be fully represented in the Section 8 Existing
Housing Program; they constituted 50 percent of
program participants, compared with 44 percent
among eligibles. By contrast, most Section 8 New
Construction projects (63 percent of the 138 stud-
ied) have been located in low-minority, suburban
areas and have served few minority households
relative to their proportions in the eligible popula-
tion. Minority households accounted for 15 percent
of project residents versus 35 percent in the eligible
population. Minorities are underrepresented in each
age category, but most disproportionately among
the elderly, who constitute 80 percent of subsidy
recipients. Table 2.1 shows these comparisons.

Black households in both the Section 8 New
Construction and Existing Housing programs were

Table 2.1

Participation in the Section 8 New
Construction Program: Comparison of
Characteristics of Eligible and Recipient
Households

New
Eligible Construction
Households  Recipients
Percentage
Elderly 25% 80%
Percentage
Minority 35 15
Percentage
Minority Among
Elderly
Households 23 11
Percentage
Minority Among
Nonelderly
Households 39 31

Source: Wallace, et al., Participation and Benefits in the Urban
Section 8 Program: New Construction and Existing Hous-
ing (Cambridge, Mass.: Abt Associates Inc., January 1981),
pp. 33, 36.




able to move to neighborhoods with a lower minor-
ity concentration. Although relatively few minority
households were involved in the Section 8 New
Construction program, on average their preprogram
neighborhoods had a 54 percent minority popula-
tion, while the project neighborhoods were 35 per-
cent minority for those households. The Existing
Housing program had a larger proportion of minor-
ity households, but the participating households
made smaller changes. The neighborhood minority
percentages for movers were 55 percent before the
program and 48 percent subsequently.

The Experimental Housing Allowance Pro-
gram found that the patterns of movement of partici-
pants, including minority households, were not ap-
preciably altered by participation in the program.
The allowance payments apparently had no loca-
tional impact because they did not alter the way in
which people looked for housing. When black or
white households in Pittsburgh searched for a new
place to live, they concentrated their search largely
in neighborhoods with racial composition similar to
their present neighborhood. Some black households
did look at housing in low-minority areas, but they
tended to move to the areas in which they looked at
the largest number of units. Black households’ in-
formation about available rentals in low-minority
areas was more limited than for nonminority house-
holds, in large measure because this information
often came through friends and relatives; racial sep-
aration tends to result in separate information
sources as well.

The EHAP Administrative Agency Experi-
ment provides additional information about the
ability of supportive services, such as counselling,
to influence minority participation in a housing
payments program. Comparisons across all the Ad-
ministrative Agency Experiments suggest that when
minority households living in tight housing markets
were provided individualized assistance, they more
often qualified for the program. It is important to
note that in looser housing markets, even the lowest
level of services was adequate and had little effect
on participation by minorities.

EHAP also provides some information about
potential problems of discrimination in a housing
payments program. Both the Demand and Supply
Experiments provided support in cases of discrimi-
nation complaints, but little change in racial pat-
terns was associated with participation in either
experiment. In the Demand Experiment, interview
responses indicated that about 20 percent of the
black households in Pittsburgh and 15 percent in
Phoenix reported that they were discriminated
against.? In spite of the reported discrimination,
there was little effort to challenge the discrimination
legally. The experiment provided free legal services

for antidiscrimination cases, but only 4 of the 22
households reporting discrimination called the Jaw-
yer. None of the cases provided enough evidence to
file a formal complaint. Possibly participants felt
that legal redress was unlikely to succeed or was too
time consuming.

The experience from the EHAP Administrative
Agency and Demand Experiments indicates that an
appropriate combination of information, supportive
services, and equal-opportunity support is needed.
Assistance payments by themselves do not appear
to extend the locational choices of minorities.

Mobility

Free choice in the marketplace and the opportunity
to move to exercise that choice also are affected by
geographic boundaries of the agencies administer-
ing the program. The Section 8 Existing Housing
program typically is administered by local housing
authorities within municipal boundaries. Although
program rules attempt to encourage use of the pro-
gram across boundaries of agency jurisdictions,
there is some indication that the mobility of recip-
ients has been impaired. In the 1979 evaluation of
the Existing Housing program, it was found that
only 3 percent of central city movers located in the
suburbs. As the Existing Housing program is set up,
local housing authorities often are reluctant to en-
courage or even permit enrollees to move to another
jurisdiction. Both the fee for administration, which
sometimes helps to cover other agency operations,
and a program slot (money to subsidize a house-
hold) are at risk.

Regional programs are one way to facilitate
mobility. A network of private agencies contracting
with the Commonwealth of Massachusetts adminis-
ters the Section 8 Existing Housing program on a
regional basis. (This is in addition to both local and
statewide administering agencies.) A sample study
of 1,693 recipients showed that 17 percent had
moved from one municipality to another.® The De-

* Participant impressions could understate the incidence of dis-
criminatory experience, according to HUD-sponsored re-
search. When black and white auditors inquired about avail-
ability of houses or apartments for rent, the racially associated
differences in treatment that were noted on comparison of their
experiences were too subtle to be noticed by either auditor
alone. Ronald E. Wienk, Clifford E. Reid, John C. Simonson,
and Frederick J. Eggers, Measuring Racial Discrimination in
American Housing Markets: the Housing Markets Practices
Survey (Washington, D.C.: U.S. Department of Housing and .
Urban Development, Office of Policy Development and Re-
search, Division of Evaluation, April 1979).

? Background paper submitted to the Commission by William L.
Holshouser, Jr., Interjurisdictional Mobility and Fair Housing
in the Section 8 Existing Housing Program and in a Housing
Voucher Program (Boston, Mass.: Citizens Housing and Plan-
ning Association of Greater Boston, February 5, 1982).
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mand Experiment component of EHAP wasrun as a
regional program in the Pittsburgh (Allegheny
County) area and in the Phoenix (Maricopa County)
area. Among movers initially living in the central
city, I8 percent in Pittsburgh and 33 percent in
Phoenix moved to the suburbs.

Although not conclusive, these comparisons
suggest that mobility can be enhanced or impaired
depending on how a housing payments program is
structured. Better incentives for the agency to en-
courage mobility and information and individual
support services to program participants with spe-
cial problems are essential components.

Rent Inflation and Housing Supply

Before the experiments, concern was raised about
the possibility of housing payments driving up
housing prices as such assistance increased effec-
tive demand for the relatively fixed supply of hous-
ing. This effect would undermine the purpose of the
allowance for participants and Jeave nonparticipants
worse off. The results of the EHAP Supply Experi-
ment indicate that the fear of rent infiation was not
justified. Indeed, the experience of the Section 8
Existing Housing program suggests that a rather
large program can be operated without stimulating
rent increases. The Existing Housing program now
serves 630,000 households, and concentrations of
as many as 20,000 program recipients in the larger
cities have been successfully absorbed in the specif-
ic local housing markets without complaints of pro-
gram-related inflation in rents for units not in the
program.

The rent inflation resulting from housing al-
lowances has been negligible for several reasons.
Most important was the small increment in demand
engendered by the assistance payments. About half
the eligible households in the allowance experi-
ments chose not to enroll. Many who did enroll
already lived in adequate housing and chose to
alleviate their rent burden rather than obtain better
housing. Furthermore, even in the open-enrol!ment
Supply Experiment, allowance recipients ac-
counted for only a small part of the demand for
renta) housing. At most, 19 percent of renters par-
ticipated at any time in that experiment, and their
added demand raised total rental demand no more
than 5 percent in central city areas and less than |
percent in the total metropolitan areas. There was
little difference between Green Bay, with a 4 per-
cent vacancy rate, and South Bend, with a 10 percent
rate.

It was also feared that landlords might try to
raise rents in program units because their tenants
were receiving subsidies. Analysis of the Supply
Experiment found this to be a minor problem: rents
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for enrollees already living in standard housing rose
2 percent after enrollment. The payment mecha-
nisms and competitive pressures of the private mar-
ket were sufficient to keep landlords from making
large increases in recipients’ rents. In the Section 8
Existing Housing program, the rents increased by 6
percent above the preprogram rates for such house-
holds. Although these increases are not large, they
reflect the incentive of the Existing Housing pro-
gram to drive rents up to the allowable limit (the fair
market rent); tenant payments are not affected, but
the government pays for the difference between
tenant payments and the negotiated rent. The al-
lowance programs, in contrast, paid the household a
set amount, which was calculated according to
housing costs in the area but did not depend on the
specific rent for the participant’s unit.

The success of the Supply Experiment in as-
sisting many households without inflating rents ap-
pears to be applicable to larger metropolitan areas.
A HUD analysis of a hypothetical open enrollment
program in 20 major metropolitan areas estimated
that the housing stock would adjust to the aug-
mented demand with typically only 2 percent rent
infiation.*

Homeownership in a Housing Assistance
Program

The EHAP Supply Experiment provides the only
available evidence on participation in housing pay-
ments programs by homeowners. Neither the Sec-
tion 8 Existing Housing program nor the other com-
ponents of EHAP have allowed participation by
homeowners, although tenant shareholders in coop-
eratives may receive Existing Housing program
subsidies. Although homeowners were half the eli-
gible population in the two Supply Experiment
sites, they were less likely to participate than renters
(33 percent of homeowners contrasted with 42 per-
cent of renters).?

Among Supply Experiment enrollees whose
dwellings were substandard, homeowners were
more likely than renters to drop out, at least in part
because they were less willing to move and were
unwilling or unable to undertake the repairs neces-
sary to meet program standards—especially if the
necessary repairs were extensive. Homeowners
who stayed in the program, however, typically made

* Howard Hammerman, The Impact of Housing Vouchers on Rent
Inflation, unpublished report (Washington, D.C.: U.S. De-
partment of Housing and Urban Development, Office of Policy
Development and Research, July 15, 1981).

* The Supply Experiment eligibility and payment rules took into
account the value of the equity in an applicant’s house by
imputing an annual income of 5 percent to this equity.



more repairs than did landlords of tenants in the
program. Few home purchases were made by
renters in the Supply Experiment, even though the
payments were available regardless of tenure. Less
than 2 percent of participating renters bought
homes—even over a period of several years.

Features of a Housing Payments

am

The Commission believes that a Housing Payments
Program should draw on the experience with the
Section 8 Existing Housing program and EHAP in
moving toward a more flexible program that
provides maximum freedom of choice for the sub-
sidy recipient, consistent with ensuring decent
housing. The program should also take advantage of
the administrative expertise that has already been
acquired by State and local agencies that run the
Section 8 Existing Housing program. The Commis-
sion has been guided by these considerations in
addressing the more important design issues that
must be resolved in the process of developing a
payment system.

The following discussion indicates the general
nature of the Commission’s suggestions on these
issues. In essential design, the proposed system is
quite similar to the Section 8 Existing Housing
program; primary differences involve freeing the
subsidy amount from participant’s housing costs
and allowing direct payment to tenants. If a housing
payments system is adopted, details of program
design are best left to Federal, State, and local
agencies charged with program administration.

Income Limits

The Commission believes that the Federal resources
available for housing should be directed to those
most in need. Program eligibility should be limited
to households with very low incomes—no more
than 50 percent of the area median income for a
family of four—with adjustments for larger and
smaller families, such as in the Section 8 Existing
Housing program, which is already greatly directed
toward this group.

Eligibility

More households fall within the proposed income
limits than can be assisted with available Federal
resources. Current data indicate that approximately
10 million renter households have incomes under
the proposed income limit, of which at most 2.7
million are currently served by Federal housing
programs. About 9 million homeowners have in-
comes below 50 percent of area median incomes,
although substantially fewer would be income eligi-
ble once assets such as home equity are considered.

Few of these homeowners are served directly by
Federal housing programs (fewer than 80,000 con-
tinue to receive an interest subsidy under the Sec-
tion 234 program), but many have benefited from
rehabilitation assistance through the Community
Development Block Grant program. In the context
of limited Federal resources the Commission does
not propose that the housing payments program be
an entitlement program open to all eligible house-
holds. Instead, the Commission believes that pri-
ority for providing assistance should be based on
income (including the income value of assets such
as home equity) and on criteria such as current
residence in inadequate housing, payment of hous-
ing costs in excess of 50 percent of income, or
involuntary displacement—not necessarily in that
order. The Commission has not attempted to de-
velop a detailed set of priorities but believes that
whatever criteria are adopted should concentrate
limited resources on those most in need and com-
plement local governments’ efforts to rehabilitate
existing housing in low-income neighborhoods.
Whatever priorities are established should apply to
renters and homeowners alike, and renters assisted
by the housing payments program should be free to
use their payments for home purchase, if they wish.
It should be noted, however, that if a housing pay-
ments program gives priorities to low-income per-
sons with high housing costs and residence in poor
quality housing, more renters are likely to qualify
than homeowners. About [.] million very low-in-
come renters live in inadequate housing and pay
rents in excess of 30 percent of income; less than 0.2
million homeowners have housing costs this high—
and the number is even lower when asset limits or
income imputed from assets (such as home equity)
are considered.

Housing Quality Standards

Because the objective of national housing policy is a
decent home for every American family, recipients
of proposed housing payments should be required to
occupy housing that meets standards of quality. Ata
minimum the standards must ensure the health and
safety of the assisted family. Beyond that, standards
must strike a balance between the competing goals
of housing quality and program costs. The stand-
ards should not be so low that assisted families do
not achieve decent housing, nor so high that an
excessive subsidy payment is required to enable a
family to meet the standards. Also, unnecessarily
high standards may discourage landlords and ten-
ants from repairing their units to participate in the
program. The experience with the housing al-
lowance experiments suggests that stringent stand-
ards are more likely to exclude the very poor, large
households, and minorities.
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Because local housing market conditions vary
widely around the country, the Commission be-
lieves that local standards would be preferable to
Federal standards. Local housing standards should
be allowed where they are substantially equivalent
to housing quality standards such as those used in
the Section 8 Existing Housing program. But some
“fallback” Federal standard like Section 8 is neces-
sary, because many communities have no applicable
housing code whatever.

Some administering agencies would find it
best to have local municipal code enforcement per-
sonnel actually perform unit inspections, as do
some administering the Section 8 Existing Housing
program.

The Payment Formula: Relationship of
Subsidy to Rent

Any housing payments program requires some for-
mula for calculating the subsidy to be provided. The
Commission endorses a payment standard approach
to the housing payment, such as the one used in
EHAP, that does not depend on the actual rent of a
particular dwelling, rather than the rent limit ap-
proach now used in the Section 8 Existing Housing
program.

In the Existing Housing program, the subsidy
payment makes up the difference between the ten-
ant payment and the rent, up to a maximum rent
called the fair market rent (FMR).¢ For example,
assume that the maximum FMR for a two-bedroom
unit allowed under the Existing Housing program is
$300, that a household’s net income is $400 per
month, and that the expected tenant contribution is
30 percent of income (or in this case $120). If a
tenant finds a unit that costs more than $300 per
month, the Existing Housing certificate cannot be
used at all for that unit. If the tenant locates a unit
costing $250 per month, then the amount of subsidy
is $130, but the tenant payment ($120) does not
change. The subsidy makes up the difference be-
tween a fixed tenant payment and the negotiated rent
for the unit. If the landlord had charged $300 for the
unit, the amount paid by the tenant would have
remained the same, but the subsidy amount would
have gone up to $180, representing a $50 increase in
payment to the property owner.

It has been argued that this approach keeps
pressure on HUD to make upward exceptions to its
published FMR schedules, and that both tenants and
landlords have the incentive to drive rents up to the
FMR limit. Because tenants cannot qualify for pay-
ment in a dwelling with a rent higher than the
maximum allowed by the program, the ceiling also
has the perverse effect of denying assistance to
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households who want to spend more than the FMR
or cannot find suitable housing for less.

Under the payment standard approach, the
household receives a payment that is a fixed amount
at a given level of household income and size but is
not dependent on the rent for the dwelling. The
payment amount would be calculated as the dif-
ference between the payment standard and a spec-
ified percent of income, say 30 percent, indepen-
dent of the rent of the dwelling. For example,
assume that the payment standard for a two-bed-
room unit in a community is $300 per month, that a
household’s net income is $400 per month, and that
the housing payments program expects a family to
contribute 30 percent of their income for rent (or in
this case $120). Under the payment standard ap-
proach the government subsidy is $180: the dif-
ference between the payment standard $300 and the
tenant contribution of $120. The household may
then use its housing payment to rent an apartment
that costs more, less, or the same amount as the
payment standard and thus may elect to pay more or
less than 30 percent of their income for rent.

A household with zero income would receive
the full amount of the payment standard. If house-
holds wish to occupy a unit costing more than the
payment standard, they should be allowed to do so
by paying the additional amount out of their own
income—that is, more than 30 percent of income.
At the same time, households should have an incen-
tive, similar to that in the housing allowance experi-
ments, to find housing that rents for less. The al-
lowance experiments indicate that the payment
standard approach is an effective way of encourag-
ing tenants to shop and landlords to set rents accord-
ing to market value instead of meeting a rent limit.

Establishing the Level of the Payment
Standard

The basic payment level to be used in the payment
standard approach should be based on an estimate of
local housing costs and set at a level that allows
recipients to rent units that meet the minimum hous-
ing requirements of the program. An alternative
considered was using a fixed percentage of median
income; the percentage could be set such that the
payment level would taper off to zero at the income
eligibility limit. However, a fixed percentage of
median income would not be sensitive to variation
in local housing costs. Care should be taken in
setting the payment level and the tenant contribu-
tion requirements (percentage of income subtracted
from the payment level) so that recipients are not

¢ The fair market rent is the median rent for standard units of a
given size occupied by recent movers in an area.



subsidized to live in housing more costly than that of
moderate-income households just above the income
eligibility limit. In addition, the payment standard
must be realistic if the program is to work. Too high
a standard would reduce tenant contributions below
the anticipated level; too low a standard, on the
other hand, would impose a high rent burden upon
tenants.

Finally, the payment standard must reflect the
higher housing cost of larger families; the payment
level, like the income limit, needs to be adjusted for
various household sizes.

Equal Opportunity and Housing Access
Housing payments potentially provide much greater
freedom of locational choice than do new con-
struction programs, which have fixed project loca-
tions. However, reliance on the private market as-
sumes an open, fully functioning market system in
housing. Discrimination is both wrong and unlaw-
ful and would prevent the full realization of the
potential benefits of the program. The issue of steer-
ing is also of special importance for effective opera-
tion of the program. If minorities are steered to
areas of minority concentration, the exercise of free
housing choice is only illusory. It is essential that
full information be provided to eligible families
concerning locations and types of available hous-
ing, as demonstrated by evidence from the EHAP
Administrative Agency Experiment. Therefore, the
Commission strongly believes that the administra-
tive mechanism should include a substantial local
support-services component for open housing and
the enforcement of antidiscrimination statutes, in-
cluding Federal fair housing laws.

Relationship to Welfare Programs

The housing assistance grant system should be coor-
dinated with income transfer programs for low-
income households, particularly with the Aid to
Families with Dependent Children (AFDC) pro-
gram that now provides a shelter component as part
of the basic payment. It is not the intent of the
Commission to deny housing assistance grants to
welfare recipients. Noncash benefits provided by
welfare programs should be further considered for
inclusion in determining the assistance payments to
individual households.

Administrative Mechanisms

The system should be administered through the
same mechanisms and agencies as the Section 8
Existing Housing program, including State and re-
gional agencies as well as local housing authorities.
This provision would help to avoid the creation of a
new structure for program administration.

The Commission is concerned that all eligible
households be covered by a responsible administer-
ing agency and that participants be able to choose
their housing freely and without arbitrary geograph-
ic restrictions based on jurisdictions of administer-
ing agencies. For complete coverage, the Commis-
sion recommends that the State be assigned the
primary responsibility for areas not covered by a
responsible administering agency. In these areas,
States could choose to administer directly, to con-
tract, or to arrange for expanded coverage (jurisdic-
tion) of existing local agencies. The share of pro-
gram funds should be allocated according to need in
each area, so that all eligible households have
roughly equal chances of getting into the program
within the priorities set for eligibility.

Both the option of lodging complete respon-
sibility with the State and alternative forms of local
administration have been considered. In principle,
State agencies would be better prepared to guaran-
tee program coverage in all areas of the State and to
provide maximum opportunity for mobility for re-
cipients. Also, municipal governments administer-
ing the program could form consortia with other
local governments to ensure both coverage and mo-
bility opportunities. However, since the Section §
Existing Housing program was established in 1974,
a considerable body of experience has been ac-
cumulated by a large number (more than 2,000) of
public housing agencies. By assigning residual re-
sponsibility to the States, the fundamental problem
of lack of coverage can be addressed without dis-
turbing the present administrative structure.

Assuring mobility opportunities to recipients,
although an important consideration, is not re-
garded as sufficiently overriding as to necessitate a
completely new administrative apparatus in each
housing market area. The Commission believes that
the portability of a housing payment should be
facilitated by requiring agencies to advise partici-
pants of their right to use the payment anywhere and
by requiring agencies to permit such mobility.
Agencies processing applications would receive the
Federal fees for that process. Whatever agency con-
ducts the inspections for qualifying the dwelling
units and provides ongoing administration would
receive the Federal fees appropriate to those ac-
tivities.

Who Receives the Payment?

The Commission believes that direct payment to the
tenant should be the ultimate goal. This process
should be monitored to ensure that administrative
feasibility is not sacrificed in critical areas such as
upholding program housing standards. In the mean-
time, however, the administering agency should
have the option of deciding whether to make pay-
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ments to the landlord or the tenant. The Commis-
sion considered both possibilities. The Section 8
Existing Housing program has had positive experi-
ence with payment to the landlord; the Experimen-
tal Housing Allowance Program made payments to
tenants and again reported positive experience.

In principle, payment to the tenant allows the
program operation to function more nearly as a
private market transaction—and allows more tenant
responsibility-—than does payment to the landlord.
In EHAP the tenant received the subsidy and re-
tained all responsibility for making rent payments
to the landlord. The experience in EHAP was very
favorable with regard to recipients discharging this
responsibility. Few EHAP landlords reported prob-
lems (delinquency or serious arrearages). Adequate
controls either conditioned payments on rent re-
ceipts or held back subsidy checks on landlord
complaints about rent payment.

Agencies operating the Section 8 Existing
Housing program tend to favor the current system of
direct payments to landlords. Agencies say that
their credibility with landlords is reinforced by the
assurance landlords have that at least the Federal
share of rent will be received directly from a govern-
ment agency. Agencies also perceive that enforce-
ment of the housing quality standards is facilitated
by agency control of the subsidy payment.

Term of Contract

The term of each payments contract with the admin-
istering agency should be three to five years. This
provides the Federal government the flexibility to
make short-term adjustments reflecting changing
housing needs and budget priorities.

Retrieval of Budgeted Funds for a Housing
Payments Program

The Commission believes that it is useful to explore
the possibilities of recovering funds previously bud-
geted for the subsidized production programs. Any
retrieved funds should be used to serve more house-
holds more cost-effectively, through a combination
of the Housing Payments Program and the Housing
Component of the Community Development Block
Grant program (which is developed in the next
major section of this chapter). As an example of the
benefits of such a policy, a Housing Payments Pro-
gram would serve nearly twice as many households
as the Section 8 New Construction program for the
same annual subsidy cost, as demonstrated in
Chapter 1.

The Commission assumes that any retrieval
would require the agreement of project sponsor/
mortgagors, mortgagees, bondholders, and af-
fected State and local government agencies. Feasi-
bility of retrieving these funds in many cases would
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depend on favorable rulings by the Internal Revenue
Service (IRS) concerning the continued treatment
of these projects as “‘low income™ for tax purposes
if they were marketed without regard to tenant in-
come levels. Similar rulings might be necessary
from the IRS and from States with regard to project
financing obtained through bonds with tax-exempt
interest conditioned on the loan’s use for a low-
income project. Finally, the Commission assumes
that retrievals of such funds should not deprive any
existing tenant of comparable housing assistance;
any tenants living in projects removed from the
subsidized programs should be provided housing
payments for use in the project or elsewhere and
appropriate relocation assistance, as necessary.

Limitations of a Housing Payments Program
Based on the experience with both EHAP and the
Section 8 Existing Housing program, the Commis-
sion recommends housing payments as the basic
mechanism for enabling low-income families to
afford adequate housing. However, the Commission
also recognizes that for certain households and mar-
kets, housing payments alone may not adequately
serve low-income households and improve housing
quality. The Commission is particularly concerned
that shortages in some housing markets may inhibit
the effectiveness of a Housing Payments Program.
Anincrease in the stock of adequate housing may be
needed before assistance recipients can find decent
housing, particularly in markets where the stock of
lower-priced housing may be physically inadequate,
or where owners are unwilling to upgrade units that
fail program housing quality standards in order to
serve tenants with housing payments certificates.
The available information from EHAP and the .
Section 8 Existing Housing Program suggests that:
® Persons starting out in housing that does not
meet the quality standards of the program
are less likely to participate in a Housing
Payments Program than those who start out
in units meeting the program standards. Par-
ticipation is simple when an applicant’s cur-
rent dwelling satisfies the program housing
standards. But the research is unclear on the
difficulties faced by applicants in substan-
dard units. These households may not be
able to repair or get the owner to repair the
unit, some households may be unwilling to
move, or some households may be unwill-
ing to search widely or thoroughly enough
for a unit that would qualify. Obviously,
these difficulties depend on financial feasi-
bility of rehabilitating substandard units and
more generally on the availability of stand-
ard housing in the community.
® Large families, single-parent households,
and minority families are more likely than



other groups to live in substandard housing.
Therefore these households are less likely to
become program participants.

® The lower the physical quality of the hous-
ing stock in a community relative to the
program housing standards, the more diffi-
cult it is for eligible households to benefit
from the housing payments approach.

® These programs induce only minimal re-
pairs—averaging less than $250 per unit in
the Section 8 Existing Housing program.
Thus, despite the concern of the Commis-
sion for both affordability and condition of
the low-income stock, a housing payments
program would have little stimulus on over-
all improvement in the number of quality
units available to low-income households.

‘The Community Development
Block Grant Program: Added
Housing Component and New

Construction

New Construction should be added as an eligible
activity of the Community Development Block
Grant Program (CDBG), and a Housing Compo-
nent, weighted to local housing needs, should be
added to CDBG to complement the Housing Pay-
ments Program in addressing problems of hous-
ing availability and adequacy for lower-income
households. The purpose of these additions to
the CDBG program is to make available stand-
ard housing to lower-income households living in
substandard units.

The Commission believes that a housing pay-
ments program requires complementary assistance
to some communities to assure the effective utiliza-
tion of the program. Because of the greater flex-
ibility, sensitivity to local needs, and imagination of
programs operated at the State and local levels,
rather than the national, the Commission believes
that the Community Development Block Grant
(CDBG) program, with its proven effectiveness in
meeting housing needs, is the appropriate vehicle
for addressing housing supply problems remaining
in the presence of a housing payments program.

The Commission’s desire to expand CDBG’s
housing activity stems in part from the recognition
of the effective and innovative approaches already
undertaken by State and local governments. Even
with the somewhat limited scope for State and local
housing program development under the current
CDBG program, it is nonetheless true that many of
the most innovative ideas in housing have been
devised and implemented at the State and local
level. These local program initiatives include Urban
Homesteading, the Neighborhood Housing Serv-
ices program, and—to some extent—even housing

allowances. Urban Homesteading was devised in
Wilmington, Del., several years before HUD began
to use it as a way of reducing the inventory of
Department-owned housing and of assisting com-
munity development. The Neighborhood Housing
Services program in Pittsburgh, Pa., became the
mode] for dozens of federally assisted projects
elsewhere, and housing allowances were first tested
through local initiative in Kansas City, Mo., a few
years before the national experiment was under-
taken.

Recently, local governments have also taken
the lead in designing new programs to rehabilitate
rental property for occupancy by lower-income ten-
ants. Unlike the expensive Section 8 Substantial
Rehabilitation program, CDBG grantees primarily
use moderate levels of rehabilitation to provide
housing for low-income tenants at prevailing rent
levels. Tenants eligible for rental assistance receive
Section 8 Existing Housing certificates so that they
can afford to remain in the buildings after re-
habilitation, but owners are not provided a long-
term, guaranteed rent subsidy by the government.
In New York City, for example, a | percent CDBG
loan is combined with a market rate loan from a
private lender to rehabilitate small apartment build-
ings in low- and moderate-income neighborhoods.
The CDBG loan reduces rehabilitation expenses
sufficiently to allow the property owner to continue
to charge rents prevailing within the neighborhood.
Some portion of the tenants renting the units pay
market rents without assistance and others use sub-
sidies from the Section 8 Existing Housing program
to help defray costs.

A hallmark of the locally designed and initi-
ated housing programs has been their flexibility and
responsiveness to local needs and markets. Unlike
the Federal categorical programs, CDBG housing
activities have been carefully tailored to local situa-
tions. Interest rate subsidies have been varied rather
than fixed as in national programs; the red tape and
processing procedures required by the Federal
Housing Administration (FHA) have been avoided,
moderate, rather than substantial, levels of re-
habilitation have been permitted; and small as well
as larger buildings have been accommodated.

Local governments not only have been imag-
inative in their development of CDBG housing pro-
grams but also have demonstrated a capacity to
carry out high levels of activity, especially in re-
habilitation of single-family homes. In 1975, only
10,000 units were rehabilitated; by 1980, annual
rehabilitation activity had increased to 180,000
units per year—far more than categorical Federal
housing rehabilitation programs produced in the
comparable period. Localities have also succeeded
in attracting private funding to supplement CDBG
rehabilitation efforts. In fiscal year 1980, an estimat-
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ed $400 million in private funds were added to the
$1 billion of CDBG housing rehabilitation expendi-
tures.’

State governments, particularly through the
activities and programs of State housing finance
agencies (HFAs), have also made major contribu-
tions to the field of subsidized housing rehabilita-
tion and new construction. Housing finance agen-
cies have played key roles both alone and in
partnership with the private sector and government
in the construction of housing, the rehabilitation of
existing units, and the provision of resources for
energy conservation. For example, several States
have developed innovative programs in conjunction
with CDBG cities to subsidize the rehabilitation of
homes owned by lower-income households. The
State HFAs have issued bonds to raise monies for
home improvement loans, and CDBG funds have
been used to reduce the interest rates. In the past 10
years the 32 HFAs have financed nearly 300,000
single-family homes and 500,000 multifamily
rental units. Through their activities, they have de-
veloped extensive experience in lower-income
housing development and established strong rela-
tionships with the private sector and local
communities.

To enable the CDBG program to help over
come local housing supply problems even more
effectively, the Commission recommends two re-
lated changes in the program: (I) the addition of
New Construction as an eligible activity; and (2) the
addition of a Housing Component to the CDBG
program as a replacement for previous categorical
programs.

New Construction as an Eligible CDBG
Activity

New Construction is one of the few housing-related
activities not generally permitted under the CDBG
program.® In many communities this has hampered
the government’s ability to address the full range of
local housing and community problems with a coor-
dinated strategy. Neighborhoods with new streets
and sidewalks as well as rehabilitated housing may
still have empty lots that are both eyesores and
nuisances. Rural areas with virtually no housing to
rehabilitate may require new units to house families
living in poor quality dwellings. Yet, CDBG funds
cannot now generally be used to meet these and
other locally identified needs for new construction.
By allowing New Construction within the CDBG
program, local governments would be free to ad-
dress these special housing problems within the
framework of a basic plan established by the
community.
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Housing Component of the CDBG Program
The Commission recommends that a Housing Com-
ponent be added to Title 1 of the Housing and
Community Development Act of 1974 (as amended)
as areplacement for the categorical assisted housing
programs of both HUD and the Farmers Home Ad-
ministration (FmHA). This addition would allow
the CDBG program to become the primary vehicle
for dealing with the supply of adequate housing for
low-income households.

The majority of the Commission consciously
included the FmHA subsidy programs in this pro-
posal. The Commission recognizes that there are
special housing problems in rural areas that are
different from those of urban communities. Specifi-
cally, rural areas have a higher incidence of substan-
dard housing, and the necessary institutions for
mortgage finance, construction, and maintenance
are diffuse and often lacking entirely. However, the
preponderant lower-income problem, even in rural
areas, is that of affordability. This problem is best
addressed through a program of housing payments
to lower-income households. And, as in urban
areas, the payments program may not fully address
the problems of adequate housing supply. House-
holds may have difficulty using housing payments
when no standard housing exists within a reason-
able distance or where rehabilitation expenses are
more than can be recovered through a housing pay-
ment. In such cases, rehabilitation and/or new con-
struction may be required to ensure the successful
operation of a housing payments program.

State and local programs can be more flexible
and responsive than Federal housing production
programs. Therefore, the Commission believes that
the appropriate way to meet housing supply prob-
lems in rural areas is also through a block grant
approach. Through a block grant approach, States
would have maximum opportunity to design hous-
ing programs that meet their particular needs. Other
special housing concerns, such as housing of Native
Americans, may also be appropriately addressed
under the block grant format.®

Some Commissioners believe the Commis-
sion’s recommendation to fold FmHA programs

7 Michael M. Ehrmann and Douglas Ford, *‘CD Rehabilitation:
Analysis Reveals Dramatic Growth, Successful Local Pro-
grams,”” Journal of Housing, Vol. 30, No. 6, June 198l

# New Construction was omitted as an eligible CDBG activity in
the 1974 Housing and Community Development Act because
Section 8 of Title II of the act provided explicitly for housing
construction. Although amendments to the act have permitted
neighborhood and nonprofit groups under certain circum-
stances to undertake new construction, activity has been lim-
ited.

? Whether the special housing needs of Native Americans would
best be served by the block grant approach is not clear. Native

(footnote continued next page)



into the proposed Housing Component does not
adequately respond to rural needs. Rather than de-
centralize the Farmers Home Administration pro-
gram, these Commissioners believe that it should
continue to be administered at the national level
because the local offices have too little, not too
much, national guidance and direction.

Although the specific design of the Housing
Component in the CDBG should best be left to
Federal, State, and local agencies, the following
discussion indicates the Commission’s suggestions
for the program.

Program Administration.  Administration of the
Housing Component of the CDBG program should
closely parallel that of the larger block grant pro-
gram in order to assure the administrative capacity
to carry out the program, to minimize overhead
costs, and to maintain coordination with other ac-
tivities such as improvement of streets, provision of
public facilities, and delivery of services. This
means that in general, Housing Component ac-
tivities should be carried out directly by central
cities, communities of more than 50,000 popula-
tion, urban counties of more than 200,000 popula-
tion (entitlement areas), and State and territorial
governments for use in localities and rural areas that
do not receive a direct allocation of CDBG funds
(nonentitlement areas).'® The rural program could
be supervised either by HUD (as part of CDBG) or
by the Department of Agriculture (presumably
through FmHA).

While the general CDBG administrative net-
work should be employed to plan and implement
housing activities, the Commission recognizes that
housing markets and housing problems, unlike
other CDBG activities, may require regional and
even statewide interventions. Therefore, the Com-
mission suggests consideration of the following ad-
ditions to the basic CDBG administrative network:

® CDBG entitlement localities and adjacent

nonentitlement communities, at their dis-
cretion, should be able to form consortia to
carry out housing activities on an areawide
basis. This approach would permit smaller
cities or suburban areas to receive a direct
fair share allocation of Housing Component
resources to be used in conjunction with
those of a CDBG entitlement area. A con-
sortium would be able to run an efficient
program that meets the needs of the ex-
tended geographic area. Likewise, States
should encourage consortia of rural lo-
calities to carry out housing activities sup-
ported through the State’s allocation of
Housing Component resources. Very small

areas could pool their resources and limited
staff capacity to run programs with some
economy of scale.

® State housing finance agencies (HFAs) have
actively provided financing to help meet
low-income housing needs and have de-
veloped a strong administrative capacity to
implement programs. To maintain their in-
stitutional capacity and allow them to con-
tinue to serve a statewide function, the gov-
ernors and mayors of entitlement commu-
nities may mutually decide to allocate some
portion of the housing component funds to
an HFA. Governors or State legislatures
may also decide to use HFAs to operate
housing programs for nonentitlement areas.

@ In many States, the FmHA has established a
delivery system and network of technical
services to provide housing opportunities in
rural areas. To assure continued delivery of
housing assistance in small communities
and rural areas, FmHA offices should be
considered an alternative administrative
channel for the rural portion of the Housing
Component.

Fund Allocation.  Funds allocated for the Housing
Component of the block grant program should be
allocated on the basis of objectively measurable
housing needs, particularly the need to rehabilitate
housing for lower-income households. A formula
similar to HUD’s housing fair share approach,
which can be updated and calculated annually,
should be used to provide for equitable distribution
of funds. Funds identified by Congress as the Hous-
ing Component of CDBG should be allocated strict-
ly according to housing need without an arbitrary
split such as that used in CDBG, where 70 percent

Americans have been served by a special Indian housing
program and by other categorical programs as well as by a
special set-aside for Indians within the CDBG program. Al-
though opinion is mixed on the desirability of continuing the
categorical programs versus converting housing and other
categorical programs into a comprehensive Indian housing
block grant, testimony at Commission hearings was clear on
the need for special programs to address Indian housing needs.
A special Interagency Task Force on Indian Affairs chaired by
the Assistant Secretary for Indian Affairs in the Department of
the Interior is reviewing these and related issues. Other groups
with special housing needs, such as migrant workers, may also
require special attention beyond the broad proposals for a
housing payments program complemented by block grant
support for housing. The special housing needs of elderly
households are reviewed in Chapter 4.

For the definition of eligible CDBG grantees, see 24 CFR
570.3.

o
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goes to entitlement grantees and 30 percent to the
States for nonentitlement areas. Care should be
taken to adjust the formula for any regional or local
differences in rehabilitation and construction costs,
and to reassess the formula periodically to ensure
that it is appropriately measuring the need for pro-
gram funds.

The annual funding and three-year authoriza-
tion features of the CDBG program should be incor-
porated into the Housing Component. These fea-
tures provide some assurance of a continuity of
funding and allow localities and States to develop
effective programs as well as staff capacity to carry
them out. This arrangement also forces grant recip-
ients to finance chosen activities within the amount
of the grant, because they cannot assume a con-
tinued Federal contribution. Although this require-
ment may limit the scope of activities that can be
financed, it also limits Federal budget exposure.

Use of Funds.  The Housing Component of the
CDBG program should be used to help overcome
housing supply problems of lower-income families
living in inadequate units. This would be par-
ticularly helpful in overcoming housing supply
problems that impede the successful implementa-
tion of the Housing Payments Program. Although
communities would be free to provide housing
through rehabilitation or new construction, it is
likely that most localities would choose to repair
units. Rehabilitation is usually more cost effective
per dollar of subsidy than new construction in mak-
ing available units of standard housing. Rehabilita-
tion also allows lower-income households to remain
in their buildings and neighborhoods, rather than
having to move, to use a housing payments certifi-
cate.

Although it is the Commission’s intent that
Housing Component funds be used for the above
purposes, the majority of the Commission recom-
mends that no specific restrictions should be placed
on the use of funds in entitlement cities. In fact,
most CDBG entitlement communities already
spend a substantial portion of their block grant on
housing and are expected to continue to do so. By
encouraging but not requiring that funds be used to
support housing, CDBG communities would have
maximum flexibility to design and operate pro-
grams. For example, many localities would con-
tinue to direct their CDBG program to rehabilitation
of owner-occupied, single-family homes and use
housing component funds to repair the rental build-
ings in low-income neighborhoods. Others may use
regular CDBG funds to subsidize the costs of reno-
vation and Housing Component funds to help Hous-
ing Payment Program recipients to purchase them.

Funds that are allocated to the States or territo-
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ries for use in nonentitlement areas are a replace-
ment for categorical housing funds of both the
FmHA and HUD that were previously spent ex-
clusively on housing in small towns and rural areas.
Because of this, the Commission recommends that
the Housing Component funds allocated to the
States and territories be used to support lower-in-
come housing activities, particularly those that
complement the Housing Payments Program.

Other Commissioners believe that Housing
Component monies allocated to both entitlement
cities and States should not be used for other CDBG
purposes. Instead, these Commissioners believe
that funds should be directed solely to provide hous-
ing, either through rehabilitation or new con-
struction, to households eligible for housing pay-
ments who are living in poor quality housing. There
is evidence that housing payments, and the private
market, serve minorities, large families, and house-
holds in poor quality housing less well than they
serve others. Without effective Federal priorities for
and constraints on the use of Housing Component
funds, some Commissioners fear that the needs of
these households would not be met and that the
Commission would fail to recommend any kind of
realistic program to add to the supply of housing for
those with the most critical housing problems in
areas where the private sector simply cannot re-
spond.

Whatever the precise uses of the funds, State
and local housing program resources can be com-
bined with private sector funds and other resources
such as FHA insurance, mortgage revenue bonds,
and housing payments. By combining public funds
with other resources, limited dollars can be
stretched. In addition, by including lenders, under-
writers, and insurers in housing programs, private
market skills and disciplines can be used to help
operate publicly subsidized programs.

Performance. The Housing Component activities,
because they must meet the same statutory objec-
tives as the CDBG program, would be targeted to
lower-income households. However, to ensure that
benefits are appropriately directed, Housing Com-
ponent activities should be carried out according to
locally determined Housing Assistance Plans.
These plans should reflect the State, city, or coun-
ty’s lower-income housing availability needs by
household, tenure, and housing type. In addition,
all grantees should comply with the fair housing and
equal opportunity provisions of Title VI of the Civil
Rights Acts of 1964 and Title VIII of the Civil
Rights Act of 1968. The Federal government should
play an active role in monitoring civil rights and fair
housing performance and in the delivery of program
benefits.



CHAPIER 3

PUBLIC HOUSING

Since 1937, the Low-Rent Public Housing program
(popularly known as public housing) has been the
primary Federal assistance mechanism for housing
low-income families. The program now houses 1.2
million households with average incomes of 28
percent of median family income. The private mar-
ket has been unwilling or unable to house many of
these families, including many single-parent, mi-
nority, and large families. Although demands for
Federal subsidies were modest and local respon-
sibility was paramount during the early years, pub-
lic support for the program has eroded over the past
two decades, while subsidy needs and Federal con-
trol have increased.

This chapter describes background factors
leading to the conclusion that major program
change must be made; proposes a policy direction to
effect such change; and discusses specific options
for the future use and disposition of public housing
projects, taking into account the interests of tenants,
local governments and public housing authorities
(PHAs), and the Federal government,

Within a specified period of years, public
housing should be restored to local management
and control, passing to public housing au-
thorities and local governments responsibility
and choice in the use and disposition of public
housing projects. The future use of each public
housing project should be determined on the
basis of a joint local-Federal assessment consid-
ering a broad range of options in light of each
project’s physical, economic, and social
characteristics.

Background

The public housing program was enacted in the
United States Housing Act of 1937 to assist the
States and their political subdivisions in providing
decent, safe, and sanitary dwellings for families of
low income. In its declaration of policy the act
called for vesting in local public housing au-

thorities' the maximum amount of responsibility for
administration of their housing programs. The pri-
mary Federal role was a simple one: the Federal
government would enter into Annual Contributions
Contracts with local housing agencies to provide the
funds for repaying bonds sold by the local agencies
for construction costs of public housing units.
These contracts to provide debt service on housing
agency bonds would run for up to 40 years. With
local housing agencies responsible for owning and
operating the resulting public housing for the bene-
fit of low-income tenants, funds for operation and
administration were to be obtained through charges
to the tenants (‘“‘tenant contributions’). The effec-
tive Federal subsidy to the tenants was that they did
not have to bear the capital costs of their housing.

Increased Federal Control

Initiated as a federally assisted local program with
considerable local flexibility in development and
administration, public housing has evolved over the
past four decades, becoming increasingly subject to
Federal control, with concurrent reductions in local
responsibility and accountability. Federal law and
regulations now extend in significant detail into
virtually every aspect of PHA ownership and opera-
tions. For example, Federal regulations prescribe
policies and procedures for accounting, labor agree-
ments, contracting, tenant selection, grievances,
and evictions.

Probably the most important Federal control
limits PHA ability to obtain and keep income and to
determine the use and disposition of projects. Any
income generated by the PHA reduces the subsidy
otherwise payable by the U.S. Department of Hous-
ing and Urban Development (HUD). Further,

" Now the term “‘public housing agency” (PHA), as defined in
the Housing and Community Development Act of 1974, is
used to conform terminology across both local housing au-
thorities and other agencies authorized to administer the Sec-
tion 8 Existing Housing program.
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Federal law restricts occupancy primarily to house-
holds with incomes below 50 percent of the median
income, and specifies that no more than a given
percentage (now required to move toward 30 per-
cent) of a household’s net income may be charged
for rent. HUD also has limited a PHA’s ability to
sell or demolish projects to those instances “‘where
it can be convincingly demonstrated that continued
operation as low-income public housing cannot be
justified.”* Local control, responsibility, and ac-
countability are necessarily impaired by these intru-
sions of Federal regulation and control over major
and minor management decisions.

Increasing Costs
Federal subsidies to public housing have increased
dramatically over the past decade. Initially, Federal
subsidy of public housing was limited to full pay-
ment of all debt service costs; tenant rents were
expected to cover operating costs. In the 1950s, the
income of tenants served by the program began to
decline relative to household incomes in the general
population (Figure 3.1), partially because public
housing was often built to house those displaced by
slum clearance under urban renewal programs.
Housing authorities had increasing difficulty as-
sessing rents that would cover their operating costs
yet remain affordable for their tenants. In 1969,
Federal law mandated that tenant affordability be
assured by setting a maximum rent charge of 25
percent of net tenant income. Now Federal law
requires the eventual imposition of a 30 percent
tenant payment. '
Federal subsidy of operating costs was avail-
able on a very limited basis prior to 1969, when
program-wide subsidy of operating costs began.
Since then, subsidy needs have increased dramat-
ically, as operating expenses increased and as the

percentage of operating costs covered by *‘capped”
tenant rents has decreased (Table 3.1).

Although public housing subsidies are large,
averaging $174 per unit month in 1981, average
public housing costs are no greater than the cost to
house the same households in standard housing in
the private rental market in the Section 8 Existing
Housing Program (Table 3.2, column *‘Operating
Subsidy and Debt Service Cost as a Percentage of
Section 8 Existing Housing Program Costs”).

Average monthly Federal outlays (debt service
plus operating subsidy costs) for public housing in
1981 were approximately equivalent to the direct
Federal subsidy that would have been required for
public housing tenants had they been in the Section
8 Existing Housing program. The Section 8 Exist-
ing Housing program subsidizes low-income
renters who lease units in the private rental housing
market and obtain housing at rents approximating
those in the unsubsidized market (see Chapter 2).
The comparisons in Table 3.2 suggest that, while
Federal costs have risen, the average cost is not out
of line with private rental housing. Some projects
provide housing for low-income tenants at less cost
than private market housing and represent efficient
use of Federal resources, but some projects have
much higher direct Federal costs than private mar-
ket housing.’

24 CFR 870, Preamble.

* These comparisons use only direct Federal costs and make no
attempt to take into account the total resource costs of public
housing, which would include both direct and indirect costs.
Important indirect costs include Federal revenue losses from
tax-exemption of the interest on public housing agency bonds
and local government revenue losses because public housing
projects make a payment in lieu of local property taxes that is
typically less than the usual amount of property taxes. While

(Footnote continued on p. 35)

Table 3.1

Growth in Public Housing Operating Costs, 1969 and 1970
(Total Operating Expenditures Per Unit Month)

Percent

1969 1980 Growth

Extra-Large PHAs* (over 6500 units) $58 $203 250%
Large PHAs (1250~6499 units) 49 141 187
Medium PHAs (5001249 units) 43 126 191
Small PHAs (100499 units) 37 _109 193

All PHAs $50 $157 217%

Sample: 237 PHAs in 1969, 314 PHAs in 1980.
* Public housing authorities (PHAs).

Source: U.S. Department of Housing and Urban Development, “Alternative Public Housing Subsidy Systems,” draft report,

(Washington, D.C.: HUD, March 1982).
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Figure 3.1
Median Public Housing Tenant Income as Percent of National Median

Family Income, 1950-1980
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Source: Adapted from U.S. Department of Housing and Urban Development, " Alternative Public Housing
Subsidy Systems,” draft report, March 1981.
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Table 3.2
Average Per Unit Monthly Costs for Selected PHAs
( 1581) Operating Subsidy and
Average Total Monthly Total Debt Service Cost as
Number of Monthly Monthly Monthly Debt Monthly a Percentage of Section 8
Units Under Operating Tenant Operating Service Federal Existing Housing
Management Costs Contribution Subsidy Subsidy* Outlays® Program Costs*
Large PHAs (5,000 units and over)
Birmingham, AL 6,702 $132 $61 $66 $60 $126 56%
Boston, MA 12,757 274 67 206 101 307 96
Chicago, IL 38,627 211 58 150 81 231 63
Los Angeles, CA 8,213 163 101 55 56 112 38
New York, NY 147,288 277 140 131 77 207 75
Medium-Sized PHAs (1,000-4,999 units)
Greensboro, NC 2,175 142 84 52 80 132 66
New Bedford, MA 1,648 188 97 83 90 174 80
Peoria, IL 1,925 150 61 86 116 204 80
Small PHAs (1-999 units)
Inkster, MI 855 142 118 21 80 111 42
Miffin County, PA 220 120 102 14 111 134 97
Temple, TX 326 77 71 - 1. 109 107 52
National Averages 1,200,000 NA $91 $68 $99 $174 93-100%

# Includes amortization of costs of rehabilitation (modernization), including an assumed level for 1981.
® Includes operating subsidy plus debt service subsidy.
¢ This is a weighted estimate that corresponds with Section 8 outlays associated with serving low-rent public housing tenants during FY 1981.

Source: Joseph Riley, *‘Integration of Public Housing With a Housing Voucher Program—An Qverview,” unpublished report (Washington, D.C.: HUD, December 1981), pp. 15 and 16.
Revised by Commission staff.




Variation Among PHAs and Projects

The social and physical problems among public
housing projects vary considerably. Some projects
are in good condition with few or no significant
problems; others must be considered troubled be-
cause of their general condition and/or management
problems stemming from tenant characteristics,
project design and site, neighborhood, and project
costs and funding. A 1979 HUD study found that 67
percent of all public housing projects were un-
troubled, with another 26 percent relatively un-
troubled. Although only 7 percent of the total inven-
tory was deemed ‘‘troubled,” 28 percent of large,
older, family projects were so classified.*

Operating costs also vary widely among PHAs
and among projects within any given PHA. Tables
3.2 and 3.3 give examples of operating costs for
large, medium-sized, and small PHAs and for sev-
eral family and elderly projects within two PHAs,
respectively. These data illustrate a range of PHA
operating costs, from $77 per unit month in Temple,
Tex., to $277 per unit month in New York City.
Larger PHAs appear to have higher operating costs.
Project data from Birmingham, Ala., and Chicago,
I11., illustrate an even more important phenomenon:
within any given PHA, operating costs may vary
widely—for example, between $82 and $358 per
unit month in Chicago.

Average debt service costs differ by PHA be-
cause of variations in both development and financ-
ing costs, relating in part to the age of the projects
(Table 3.2 column ‘“‘Monthly Debt Service Sub-
sidy”). Even wider variations would be evident if
accounting records were kept for individual projects
so that project level debt service costs were known;
accounting records are presently aggregated at the
PHA level and therefore costs are not easily allo-
cated to particular projects. From these observa-
tions about differences among PHAs and projects it
is clear that conditions and costs vary widely and
that program changes must take these variations into
account. Sweeping, single-strategy ‘‘solutions”
could be mistaken in many cases.

Tenant Composition of Public Housing

By program rules, public housing has been targeted
to low-income households. It often has provided
housing of last resort for people with special diffi-
culty locating adequate, affordable housing in the
private market, particularly large families, single-
parent families, and minority families (see Table
3.4). Experience with the Section 8 Existing Hous-
ing program shows that these very types of house-
holds have special difficulty locating housing within
program requirements. Nearly half (46 percent) of
public housing tenants are elderly households.

Changes in the program must be made in ways that
are sensitive to the reliance these households now
place on public housing and to their ability to func-
tion in the private housing market.

Proposal for Program Change

To address the problems of increasing Federal oper-
ating subsidy and undue Federal control, the Com-
mission has developed a proposal for program
change that takes into account the wide variation
among PHAs and projects. In a primary departure
from previous Federal policies for public housing,
the Commission proposes project-by-project deter-
minations rather than a sweeping, single-solution
policy. This is a common sense approach in the
world of private real estate, and it would offer
Federal and local governments a fresh opportunity
to consider the best interests of all parties, es-
pecially public housing tenants.

The proposal is based on the fundamental
commitment of the Federal government to continue
assistance to low-income households. Subject to
this basic commitment, the objectives of the pro-
posal for program change are to:

® Reduce the level of Federal control and reg-

ulation of public housing;

® Maximize local control and accountability

in the management of public housing and
the determination of the future use of each
project; and

® Maximize the effective use of current and

future Federal resources available to the
program by imposing a Federal cost con-
straint on each project’s operating costs,
encouraging efficient management, and re-
quiring that any revenue which results from
the program change be used for low-income
housing purposes.

Before outlining the proposed options for pro-
gram change, some important constraints must be

the data reported here cover only direct costs, the indirect costs
should also be considered when estimating cost effectiveness
of public housing projects. One study estimated that tax reve-
nues forgone on public housing bond interest comprise 15 to
20 percent of Federal costs in public housing (see Stephen K.
Mayo, Shirley Mansfield, David Warner, and Richard
Zweltchkenbau, Housing Allowances and other Rental Hous-
ing Assistance Programs—A Comparison Based on the Hous-
ing Allowance Demand Experiment, Part 2: Costs and Effi-
ciency (Cambridge, Mass.: Abt Associates, Inc., June 1980),
p. 123, prepared for the Office of Policy Development and
Research, U.S. Department of Housing and Urban
Development).

4

U.S. Department of Housing and Urban Development, Prob-
lems Affecting Low Rent Public Housing Projects (Wash-
ington, D.C.: U.S. Government Printing Office, 1979).
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Table 3.3
Average Per Unit Monthly Cost For Selected Projects

(FY 1981)

Project Project Project Project Project Project Project
#1 #2 #3 #4 #5 #6 #7
Location Birmingham  Birmingham  Birmingham  Chicago Chicago Chicago Chicago
Type Project® Elderly Family Family Elderly Family Elderly Family
Tenant Contibution $48 $72 $67 $66 $118 $119 $70
Total Operating Expense 92 112 172 82 358 289 106
Operating Subsidy 44 40 105 6 238 164 35
Average PHA Debt Service® 53 53 53 74 74 74 74
Total Federal Subsidies 97 93 158 80 312 238 109
Operating Subsidies as Percent of 23% 16% 40% 70% 70% 71% 9%
Section 8 Existing Costs

All Direct HUD Subsidies as Percent of 51% 36% 60% 28% 91 103% 28%

Section 8 Existing Costs

* Some ‘“‘family”” projects are occupied only by elderly. The designations provided are based on the official designation of project type rather than tenant characteristics data.

® Amounts given are PHA Debt Service averages rather than project debt service amounts.

Source: Joseph Riley, ““Integration of Public Housing With a Housing Voucher Program—An Overview,” unpublished report (Washington, D.C.: HUD, December 1981),

Attachment [. Revised by Commission staff.




Table 3.4

Household Type and Racial Composition of Public Housing Tenants

All Nonminority Minority
Household Type Households Households Households
Single Nonelderly 7% 6% 8%
Single Elderly 36 58 20
1 Adult with 1-3 Children I8 8 24
1 Adult with 4+ Children 5 | 8
2 Adults with 1-3 Children 13 7 18
2 Adults with 4+ Children 6 2 8
2 or more Adults, Elderly 10 14 7
2 or more Adults, Nonelderly 6 4 7
Total 101%* 100% 100%
Percent of Aill Households 100% 41 % 59%

¢ Total is larger than 100% due to rounding.

Source: Compiled from data of U.S. Department of Housing and Urban Development, Research Inquiry System.

noted. These include legal considerations, need for
administrative support, and data availability.

Because of the complexity and size of the
public housing program and the task of making any
major changes, it is essential that HUD provide
executive leadership and adequate staffing to sup-
port the program. Organizationally, the program
should be elevated in status, creating an Assistant
Secretary for Public Housing, to ensure the required
level of direction and attention.

Because operating cost data are now available
only for selected PHAs and as aggregated national
data, and because no data on project marketability
are currently available, HUD is conducting a study
that is expected to yield data on the characteristics of
public housing projects in relation to their operating
costs, estimates of rents that could be charged to the
general public, and estimates of the number of pro-
jects that fall in various categories of operating
costs. The data now being generated by HUD, and
information that would be generated by the transi-
tion process itself, should serve further to define
appropriate policy direction.

Notes and bonds issued to finance the con-
struction, acquisition, and modernization of public
housing projects involve long-term contractual rela-
tionships between the Federal government, the local
issuer, and the note/bond holders, based on Federal,
State, and local law. These legal constraints must be
taken into consideration in undertaking program
change.

Finally. the objectives of local control and cost
effectiveness and the emphasis on program change
should not be construed as proposals for wholesale
change across all public housing projects. For some
tenants and some projects, public housing is the

most cost effective means to sustain the Federal
commitment to continue assistance to low-income
households.

Proposal

The Commission recommends that over a specified
period of years, the Low-Rent Public Housing Pro-
gram be restored to local management and control,
passing to local governments and their PHAS re-
sponsibility and choice in the use and disposition of
public housing projects within the objectives stated
above.

During the transition period, local govern-
ments and PHAs, jointly with the Federal govern-
ment, would conduct project-by-project assess-
ments, and the Federal government would provide
continued support and resources (outlined later un-
der the discussion on transition). On the basis of
these assessments the PHA could exercise, at any
point within the transition period, one of the follow-
ing options for any specific project, with Federal
approval required for implementation of Options 2
through 5:

® Option [: Retain the project under public

ownership for occupancy by households
with incomes below 50 percent of the medi-
an income, paying a modest portion of their
income for rent; Federal payment of debt
service under the Annual Contributions
Contract would continue; operating sub-
sidies would be provided through an annual
payment limited to the lower of: (1) the level
of subsidy attributable to the project under
the existing formula for operating subsidy at
the time of transition, or (2) the difference
between the payment under a Housing Pay-
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ments Program® and the debt service pay-
ment. (In further discussion the payment
under a Housing Payments Program is sim-
ply referred to as a housing payment.)

® Option 2: Sell the project or convert to
homeownership. Any net proceeds of sale
remaining after payment of indebtedness
would be dedicated to low-income housing
purposes. This option could also include
conveyance of land only, condominium and
cooperative conversion, or tenant purchase.
Tenants would be protected with relocation
assistance and guarantee of a housing pay-
ment to enable them to be housed in the
converted project units or the private mar-
ket.

® Option3: “Deprogram’’ the project, that is,
sell or demolish, at a loss, a project whose
social, financial, and physical viability is so
poor that it cannot be maintained at reason-
able cost. This option is one of cutting
losses. Again tenants would be protected
with relocation assistance and housing pay-
ments.

® Option 4: Free up project rents, allowing
the PHA to charge rents that cover operating
costs and continuing only Federal debt serv-
ice subsidy. Tenants would receive housing
payments, that is, they could use the pay-
ments to pay public housing project rents or
to obtain private market housing.

® Option 5: Develop an alternative that is
tailored to the unique circumstances of the
project and mutually agreeable to local gov-
emment, the PHA, and the Federal govern-
ment, such as operating subsidy levels ex-
ceeding the cap. This option may also
involve continued Federal payment of debt
service and may require relocation assis-
tance and/or housing payments for tenants.

Transition Period
The transition period should cover a reasonable
number of years prior to the effective date of the
Federal cost constraint. During that period, there
should be:
¢ Continuation of operating subsidies under a
revised operating subsidy formula that rec-
ognizes and rewards cost-effective manage-
ment and provides predictability of funding:
® Continuation of funding to improve tzg
physical condition or operating efficiency ot
the existing public housing stock (moderni-
zation);
® Maximum reduction of Federal require-
ments and administrative constraints over
management and operations while preserv-
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ing the Federal interest in only (1) tenant
eligibility and (2) tenant rent/income limits;

® Collection of data on the economic, social,
and financial characteristics of all projects
and a project-by-project assessment by
HUD and local officials to determine the
feasibility of various options concerning
each project; and

® Implementation of actions to sell, convert,

or deprogram units when local and Federal
officials concur.

At the end of the transition period one of the
five options should be in force. The total annual
Federal subsidy to any project, including debt serv-
ice and an annual block grant to subsidize operating
costs, generally should not exceed the cost to assist
the same households through housing payments. In
projects that continue to receive a grant to subsidize
operating costs, the grant would permit con-
tinuation of a Federal limit on the percentage of
income paid by tenants for rent. In projects where
other options are chosen, tenants would receive
housing payments that enable them to remain in the
housing project or move to housing in the private
market as they chose.

In some cases, otherwise infeasible projects
might be rehabilitated, converted from family to
elderly use, restructured to provide better layouts,
“thinned out” by partial demolition, or otherwise
made more viable through physical or management
changes during the transition period. Similarly, ex-
tremely high operating costs may be a function of
energy inefficiencies that can be remedied during
this period. These remedial actions might enable
otherwise infeasible projects to be retained as public
housing.

Description of PHA Options

In choosing a strategy for any particular project,
opportunities and limitations are conditioned by
three market factors and the relationships among
them: (1) the value of the property, (2) the maximum
rent that can be successfully charged by that project
to the general public, and (3) the debt service and
operating costs of the project. The strategy selected
would depend on the joint local-Federal assessment
of each project’s potential. This assessment would
determine the project’s future use that was most
appropriate, given the objectives stated previously,
particularly to continue serving households occupy-
ing or eligible for public housing and to provide

’ Chapter 2 proposes a Housing Payments Program as a variation
of the Section 8 Existing Housing program. Payments would
be determined by household income and an estimate of local
housing costs and set at levels that allow recipients to rent
private, unsubidized housing.



such assistance in a cost-effective manner. In some
cases a higher level of operating subsidy could be
approved; in others, sale, deprogramming, freeing
up rents, or other options could be chosen. How the
opportunities and limitations of individual projects
could be addressed by the various options is detailed
below.

Option 1: Retain the Project in Public
Ownership

The Federal government should remain willing to
continue annual support to a project to enable it to
remain in public ownership as low-income housing
as long as the total cost to the Federal government is
within limits defined below, the PHA agrees to
continue serving low-income households—those
with incomes below 50 percent of median income—
and tenants are required to pay only a modest por-
tion of their income for rent. The cost constraint
should limit the Federal subsidy of operating costs
to the lower of: (1) the amount required by the
project according to the formula effective at the
time of transition, or (2) the difference between the
cost of aiding the same households through provi-
sion of housing payments and the debt service
payment.

For example, if:

® debt service on a project is $110 per unit

month, and

® the housing payment subsidy for the average

unit size in the project with average tenant
income is $200 (housing payment standard
of $300 minus $100 tenant contribution),
then

® the operating subsidy could not exceed $90

($200 minus $110).

If the project would have received $80 under the
operating subsidy formula at the time of transition,
it would continue to receive that amount, annually
adjusted. On the other hand, if the project would
have received $108 under the formula, it would be
reduced to $90—the difference between the hous-
ing payment subsidy and the debt service.

Under this option the local government and
PHA could choose to retain in public ownership
those projects that have total costs not exceeding the
Federal cap. Localities may also choose to continue
operating projects that are costly by covering defi-
cits beyond the operating subsidy from other
sources of income, when continued operation of a
project is ascertained as the most cost-effective
means of housing a project’s tenants. For example, a
PHA might sell some projects with high private
market value to generate sufficient funds to support
projects that are not viable without a subsidy above
the level provided by the Federal government.

Option 2. Sell the Project or Convert to
Homeownership

Many public housing projects are currently located
on land that could be used for other purposes, either
because the area is not a suitable residential en-
vironment but could well serve commercial, indus-
trial, or public purposes, or because other possible
uses of the land and/or buildings make it attractive
to private-sector interests. For example, some pub-
lic housing has been built in areas that have become
increasingly industrialized over time, increasing the
land’s value for industrial purposes but rendering it
less desirable for housing.

Similarly, some projects are located in neigh-
borhoods that have appreciated dramatically and
now are attractive for unsubsidized residential use.
These could be sold to private interests through
conversion to condominiums or cooperative owner-
ship or for private rental housing.

If a locality wishes to sell such projects, the
Federal government should allow such disposition
as long as the indebtedness is paid off by the pro-
ceeds of the sale, continued assistance to the tenants
is provided through housing payments, and any
surplus of funds generated by the sale is dedicated to
low-income housing purposes. However, local offi-
cials should not be permitted to sell a project unless,
prior to the sale, there is satisfactory provision for
relocation and continuation of assistance for the
current tenants.

For example, a given [25-unit project may
have a market value of $5 million, but an outstand-
ing indebtedness of only $2 million. Since the
Federal government would be likely to continue to
pay an operating subsidy as long as such support
was necessary to continue to provide assistance to
the tenants, the cost of changing the nature of the
assistance to housing payments is the difference
between the operating subsidy and the housing pay-
ment subsidy. If the average cost of housing pay-
ment subsidies for the tenants is $200 and the oper-
ating subsidy is $110 per unit month, the net
additional cost to the Federal government per unit
month is $90. If the project were sold to private
parties at the full market value, the $3 million gain,
invested at 13 percent, would provide annual interest
nearly three times as much as the net annual Federal
cost and could be used to assist many additional
households.

A subcategory of this option would include
sale of units to tenants as individual units or under
condominium or cooperative terms of ownership.
For example, units in a project could be sold to
tenants with a very low downpayment. Tenant pur-
chasers also could receive housing payments to
assist with the costs of ownership for as long as they
were eligible.
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Option 3: Deprogram the Project

Some projects have extremely high operating costs
and/or serious social and physical problems, so that
they are not good candidates for continued opera-
tion by the PHA.. In these cases the restructuring or
rehabilitation of the project is not cost effective, or
the likelihood of correcting the project’s social
problems is considered remote. When this deter-
mination is made by the local government and
PHA, the Federal government may agree to allow
the PHA to deprogram the project, demolishing it or
selling it for whatever price it brings, even though
this might not be enough to pay off the indebted-
ness, simply to cut further losses.

For example, a severely troubled 300-unit pro-
ject with operating subsidy of $250 per unit month
and outstanding principal indebtedness of $3 mil-
lion (510,000 per unit), payable over a remaining
bond term of 20 years (at 6 percent interest), may
have no sales value at all, considering demolition
costs. If costs to rehabilitate are $15,000 per unit or
$4.5 million, to be financed under typical moderni-
zation terms of 20 years at an interest rate of about 10
percent, then the per-unit cost to operate the project
after rehabilitation would be $473 per unit month
(373 in original debt service, $150 to amortize the
rehabilitation, and $250 in operating subsidy). If the
housing payments subsidy is $275 per tenant, it
would be cost effective to demolish the project, to
continue paying off the bonds, and to make housing
payments to all the tenants at a continued per-unit
cost of $348 ($73 to pay off bonds on a project no
longer in existence and $275 in housing payments
subsidy costs).

The Federal government should agree to de-
molish a project only if a continuously healthy
physical and social environment cannot be provided
at a reasonable cost, even with appropriate physical
and management changes. Again, local officials
should not be permitted to deprogram a project until
provision satisfactory to HUD has been made for
the relocation and continued assistance of project
tenants.

Option 4: Free up Project Rents

Another option would retain the project in public
ownership with the Federal government providing a
debt service subsidy only (eliminating operating
subsidy) and allowing the PHA to charge rents that
cover operating costs. For some projects, this ap-
proach would be feasible and desirable.

Because of continued Federal subsidy of the
debt service payment and legal restrictions associ-
ated with project financing, such projects should
maintain some limits on tenant income eligibility.
In most if not all cases, the Federal and State laws
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governing the issuance of project notes and bonds
limit the use of the funds for housing low- and
moderate-income households. However, estab-
lished Federal rent income ratios would not be ap-
propriate under this option because PHAs would
need freedom to set a rent that covers operating
costs, yet remains competitive in relation to the
quality and location of the project and affordable by
households within the eligible income limits.

The rent could be a *‘flat rent”’ (the same dollar
amount charged to all tenants), or it could be ad-
justed according to income as in the current system;
in any event, new rents would generally exceed
current rates. Because public housing operating
costs in 1980 averaged only $137.6 per unit per
month, a very substantial portion of all projects
should be able to charge amounts sufficient to cover
operating costs while continuing to serve low- and
moderate-income households.

The Federal government should provide hous-
ing payments to all present tenants of the projects.
The tenants could use the housing payments to
remain as long as they wished in the project or to
move elsewhere in the community to publicly or
privately owned housing. To the extent that the
tenants gradually moved to other locations in re-
sponse to changes in economic circumstances and
family composition, the units would have to be
marketed to the general public without any subsidy
other than the project debt service.

This approach would provide a housing pay-
ments subsidy to all the tenants, whether they chose
to remain in the project or not, and continue fully
subsidized debt service. The total costs to the
Federal government, therefore, would be higher
than housing payments costs alone, although the
cost per household might actually be smaller; in
addition to all the previous tenants receiving sub-
sidy, any new tenants moving into the project would
benefit from the debt service subsidy.

Option 5: Alternatives Tailored to Unique
Circumstances

Given the wide range of circumstances of individual
projects—in market value, in attractiveness as
rental property, and in debt service and operating
costs—as well as the wide range of opportunities
and limitations presented by a PHA’s inventory,
local government, the PHA and the Federal govern-
ment should be free to work together to develop the
best options for each project, not limited to a pre-
scribed set of identified options. The guiding princi-
ple of this creative undertaking should be to provide
adequate housing for low-income households in the
most cost-effective manner. In some cases it may be
appropriate to allow the operating subsidy to exceed
the cost constraint.



Although generally all projects that would con-
tinue to receive operating subsidy should be con-
strained by the Federal subsidy cap, there may be
cases where this constraint would result in an inade-
quate flow of funds to the project. In some such
cases, the other alternatives discussed might not be
feasible or attractive, and a slightly higher operating
subsidy may be the most cost-effective approach.

For example, the project discussed under Op-
tion 1, which had operating subsidy of $108 per unit
month and debt service of $110 per unit month,
would be reduced to a $90 operating subsidy if the
housing payment amount were $200 (the housing
payment subsidy of $200 minus the debt service
subsidy of $110 is $30). It might not be feasible to
operate the project at $18 less per unit month, even
with major deregulation and serious efforts toward
management efficiency.

Options 2 and 3 might also not be appropriate.
The project might be in good physical condition and
relatively free of social problems. In addition, it
might have indebtedness that exceeds its market
value because the project is new and is located in a
low-income area where property values are low.
The loss that would result from selling the property
and providing housing payments to the tenants
could exceed the cost of providing a slightly higher
operating subsidy to the project. For example, if
sale of the property produced a yield that retires
only half the remaining indebtedness, the cost of
debt service plus the housing payments subsidy
would be $55 plus $200, or $255 per unit month.
The cost of retaining the project and paying the
additional $18 per unit month above the operating
subsidy cap would equal $110 debt service plus $108
operating subsidy, or $218 per unit month. Further,
because the debt service is fixed, the future subsidy
costs could increase with inflation at a lower rate
than housing payments costs, which reflect average
rent increases in the local market, taking into con-
sideraton both financing and operating costs. Sim-
ilarly, under Option 4, the cost of continuing to
provide debt service and freeing up rents to cover
operating costs while making housing payments to
protect tenants would also be relatively costly ($110
debt service plus $200 housing payment, or $310
per unit month).

In such cases, the most cost-effective way to
provide standard housing for the project’s tenants
may be to provide a level of operating subsidy that
exceeds the cap.

Under this option, other special circumstances
could be accommodated. For example, a more grad-
ual deprogramming than feasible within the transi-
tion period may be more cost-effective in the long
run. This option also could take into account house-

holds particularly unlikely to find adequate housing
in the private market.

Feasibility of Available Options

In assessing the potential of each project to deter-
mine its future use, three primary perspectives are
relevant—those of the tenants, the local government
and PHA, and the Federal government. Each has
considerable interest in the particular project’s fu-
ture and could view quite differently the attractive-
ness of any given option. Although local govern-
ments, PHAs, and the Federal government are
sensitive to the impact on tenants, their assessment
must also be influenced by issues of cost and feasi-
bility.

Tenant’s View
Tenants are the people most directly affected by
change in the use of a project. The tenants would
necessarily be concerned about any option that re-
duces available operating subsidies or results in the
sale or demolition of a project. If projects are sold,
either for a profit or at a loss (deprogrammed),
tenants would be provided relocation assistance and
continuing assistance through housing payments.
Any tenant’s chance of successfully finding a
unit in the private market is likely to be related to his
or her race and family composition. Table 3.5
shows the difficulty of Section 8 households in
becoming recipients within 60 days after they have
been certified as eligible. During this period the
eligible household must locate a dwelling that is
within the rent limits and that meets or can be
repaired to meet the program housing quality stand-
ard. The data do not give an absolute measure of

Table 3.5

Section 8 Enrollees

(Certificate Holders) Failing to Become
Recipients within 60 Days by Household

Type

Minority Nonminority

1 person elderly 50% 42%
1 person nonelderly 54 51
elderly couples 66 50
younger couples 67 45
1 parent, 1-3 children 75 56
I parent, 4 + children 78 76
2 parents, 1-3 children 60 57
2 parents, 4 + children 72 75
Totals 72% 52%

Source: Compiled from data of the U.S. Department of Housing
and Urban Development, Office of Policy Development and
Research, 1982.
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failure because many agencies allowed more than
60 days to find a unit. It does, however, show that
minority and single-parent households have more
than a 50 percent likelihood of failure to locate a
qualifying dwelling in the first 60 days, and that
households with both characteristics—minority,
single-parent households—have at least a 75 per-
cent likelihood of failure. This evidence is con-
firmed by findings from one of the Experimental
Housing Allowance sites, where 31 percent of all
eligible applicants did not become participants, but
the failure rate among minority single-parent
households was 65 percent.® The composition of
public housing tenants by race and household type
was shown on Table 3.4 earlier; almost 60 percent of
public housing tenants are members of minority
groups, and 32 percent of these households have the
added burden of single parenthood.

If PHAs choose not to continue to receive any
operating subsidy in order to charge rents that cov-
ered their operating costs, the necessary rent for any
unit would be significantly higher than the rents
now charged the poorest tenants under the new
statutory standard (30 percent of net income).

The Commission believes that to prevent any
hardship to current public housing tenants, tenants
should receive housing payments, either to pay the
new public housing rents or to pay rents in the
private market. The local government and the PHA
should be responsible for assuring access to stand-
ard housing for tenants choosing to rent in the
private sector. So that tenants could afford standard
housing on the private market, the value of the
housing payment available to public housing ten-
ants entering the private market should be the same
as that available to any other Housing Payments
Program recipient in similar financial circum-
stances.” However, because debt service would con-
tinue to be paid by the Federal government, the full
value of the housing payment should be withheld
until the tenant moves into the private market, in
order to prevent a windfall to the tenant. (A full
discussion of the Commission’s recommendations
on housing payments appears in Chapter 2.)

Eventually, normal household decisions would
lead many of the housing payments recipients to
attempt to move, but the composition of public
housing tenancy and private sector resistance to
such tenants probably would make such movement
relatively slow. It may be the case that the number of
housing payments recipients in public housing
would always be somewhat higher than in privately
owned projects, assuming a greater willingness of
public housing managers to serve these groups.

Because of the continuing Federal subsidy to
the project in the form of debt service, PHAs would
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have to limit eligibility to low- and moderate-in-
come tenants and charge rents that they were able to
pay. Table 3.6 compares operating costs and tenant
contributions. Clearly, the rents needed to cover
operating costs are substantially higher than 1981
tenant contributions. Further, the operating costs
(and necessary incomes) could be significantly
cantly higher than currently is the case, once pro-
jects were dependent in part on unsubsidized ten-
ants. This development could occur because a
higher level of maintenance might be required to

Table 3.6

Comparison of Tenant Contributions
and Operating Costs for Selected PHAs
(FY 1981)

Total
Monthly Monthly
Tenant Operating
Contribution Costs
Large PHAs
Birmingham, AL $o1 $132
Boston, MA 67 274
Chicago, IL 58 211
Los Angeles, CA 101 163
New York, NY 140 277
Medium-Sized PHAs
Greensboro, NC 84 142
New Bedford, MA 97 188
Peoria, IL 61 150
Small PHAs
Inkster, MI 118 142
Mission County, PA 102 120
Temple, TX 71 77
National Average® $91 $168

* 1980 statistics.

Source: From data presented in Joseph Riley, ‘‘Integration of
Public Housing With a Housing Voucher Program—An
Overview,”" unpublished paper (Washington, D.C.: HUD,
December 1981).

¢ Sheila Nateraj Kirby and G. Thomas Kingsley, **Helping En-
rollees Meet Program Housing Requirements,’” working draft
(Santa Monica, Calif.: The Rand Corporation, February
1982), p. 22, Table 240.

" If the housing payments were tied to the units, they would
simply be a new form of operating subsidy on an alternative
formula. HUD is currently examining such market-based sub-
sidy options, which do not fall within the concept of a housing
payments program based on privately owned units, market
competition, and tenant locational choice.



market the project and also because, if moderniza-
tion funds were not available to such projects, the
PHA would have to establish a maintenance reserve
account. Because a rent equal to average operating
costs is only a small fraction of the median rent of
private units, most public housing projects could be
expected to be a “‘good deal’” for low- and moder-
ate-income renter households in most markets, even
though the rents would be higher than those cur-
rently charged. This would be true even for those
projects that are not particularly attractive or well
located.

As the low-income tenants now in public hous-
ing gradually used their housing payments to move
out of public housing, the new occupants would be
comprised of somewhat more moderate-income ten-
ants, low-income tenants with housing payments,
and low-income tenants moving in without housing
payments and paying a relatively high percentage of
income for rent.

View of the Local Government and PHA

To assure continued provision of adequate housing
for the tenants, a locality must be primarily con-
cerned with financial feasibility—that is, whether
the project can remain viable as public housing
under the cost constraint, can continue as housing
without operating subsidy, or must be sold. Such a
determination depends on the value of the property,
the rent that could be charged to the general public,
the operating costs and debt service, and the hous-
ing payments standard in the locality.

The data currently available do not provide an
adequate basis for prediction of the number of pro-
jects that would be feasible under any of the options,
but some general observations can be made of the
feasibility of various options for low- and high-cost
projects.

Projects with Relatively Low Total Costs.  According
to a draft HUD study, 85 percent of the PHAs have
average costs less than the cost to serve the same
households with the Section 8 Program.® If the
payment standard for the housing payments pro-
gram (and thus the cost constraint for public hous-
ing) is set at the Section 8 Fair Market Rent, most of
the projects in these PHAs would be feasible under
Option 1 (retaining the project in public ownership
with an operating subsidy). In other PHAs whose
average costs are higher, there would be many pro-
. jects whose costs were within the cost constraint. If
the payment standard is set below the current Fair
Market Rents, fewer projects would be feasible
_“Gnder the option. For example, if the standard were
lowered 7 percent (about $20 per month on aver-

age), there would be 76 percent of PHAs with
average costs below the cost constraint.

In addition, it is likely that most, if not all,
such projects would be feasible under Option 4 (free
up project rents, retaining debt service subsidy
only). If debt service coverage remained, rents
would have to cover only operating costs. Because
their overall costs would be low, their operating
costs would also probably be relatively low, and
therefore only modest rents would be required.

Projects with relatively low operating costs
could also be considered for sale or deprogramming
(Options 2 and 3), depending on their market value
and their social and physical condition. If the pro-
ject had a high market value, the proceeds could
cover the cost of retiring the bonds and provide
significant additional funds for new low-income
housing activity by the PHA. The desirability of
deprogramming depends on the cost of continuing
to operate the project with any needed moderniza-
tion (provided by the Federal government through
Annual Contributions Contracts), as compared with
the cost of making housing payments over some
period of time and paying off that portion of the debt
service not covered by the proceeds of the sale. In
considering the deprogramming of severely trou-
bled projects, PHAs should consider the likelihood
as well as the cost of restoring the project to good
physical condition and establishing a healthy social
environment on a sustained basis.

During the transition period, the local and
Federal governments could also explore com-
prehensive local plans in which higher Federal costs
for some projects were offset by relatively lower
Federal costs for others. For example, a locality
could propose to have unrestricted rents (and no
operating subsidy) in some projects, to generate
sufficient surplus income to support other projects
receiving operating subsidy within the Federal cost
constraint. Sale and deprogramming could also be
considered and might be relatively efficient or cost-
ly, depending on the unique circumstances of each
project, as well as the total PHA inventory.

Projects With Relatively High Total Costs. Fifteen
percent of all PHAs have average costs above the
Section 8 Fair Market Rent. Many of the projects in
these PHAs as well as some projects in other PHASs
with lower average costs could not be retained for
public ownership with Federal subsidy of debt serv-
ice and operating costs within the cost constraint.

® Information provided by Office of Policy Development and
Research, HUD.
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Operation of many relatively high-cost pro-
jects would be feasible under Option 4 (free up
project rents, retaining debt service subsidy and
providing housing payments to tenants). As long as
the operating costs did not require a rent Jarger than
both housing payments recipients and unassisted
tenants would pay, the project would be able to pay
its bills. Because most housing payments recipients
would remain in the project, temporarily at least,
the willingness of unassisted tenants to pay rents
that cover operating costs would be felt only gradu-
ally. Sale or deprogramming could also be consid-
ered.

The Federal Government’s View

The Federal interest in assessing the options for any
given project is to continue to serve low-income
households, but to do so in a cost-effective manner.
Figures 3.2, 3.3, and 3.4 illustrate the cost impact
of the various options on projects with low and high
operating costs.

Low-Cost Projects. In most cases, low-cost pro-
Jjects would be most cost-effectively operated under
Option |, and could, within the Federal cost con-
straint (the housing payments subsidy cost), provide
adequate housing for very low-income households.

Option 2 (sale of the project) might yield sig-
nificant proceeds with which low-income housing
activity could be conducted. If a [ocality wished to
propose such action, the Federal government would
have to weigh the disadvantage of higher per-house-
hold costs for the tenants previously housed in the
project (because housing payments costs in this case
are larger than the sum of the previous debt service
and operating costs) against the benefit that could
flow from the proceeds of sale. The PHA’s proposal
to sell, for example, might be approved on the
condition that HUD financing of housing payments
for the tenants would be limited to the amount of the
previous subsidy, requiring the PHA to make up the
difference to provide a full housing payment. (See
Chapter 2 for a discussion of payment levels in the
proposed Housing Payments Program.)

Option 3 (deprogramming) might be consid-
ered even for low-cost projects if they had signifi-
cant physical and social problems and if moderniza-
tion could not create a healthy environment likely to
be sustained at reasonable cost. Federal costs would
increase, as compared with previous costs for the
project, both because housing payments costs
would exceed the sum of debt service and operating
subsidy and because deprogrammed projects might
not yield sufficient returns at disposition to pay off
their current indebtedness. As compared to the cost
of rehabilitating the project and continuing opera-
tion, deprogramming could be less costly.
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Option 4 (freeing up project rents) is a very
attractive option to tenants because it provides ten-
ants the choice of staying in the project or moving,
both with subsidy. This approach would also likely
be attractive to PHAs for many projects because it
permits the PHA to charge a flat rent to subsidized
and unsubsidized tenants without raising the contri-
bution of current tenants, who would be protected
by housing payments. However, from the Federal
government’s point of view, it would be less attrac-
tive because it is extremely costly. The full housing
payments cost on top of debt service would signifi-
cantly increase costs in any project that was pre-
viously a low-cost project. Conceivably, however, if
the project were attractive enough to be operated at a
substantial profit, and such profit could be used to
offset costs in another project that had no viable
alternative within the cost constraints, Federal ap-
proval might be forthcoming. This option also has
an additional benefit. Although the apparent per-
unit cost is high, the per-household cost may not be
high; if the housing payments recipient moves out of
the project and is replaced by another tenant, two
households are subsidized, one by the housing pay-
ments, and one by the debt service only.

Option 5, which is not shown on the figures, is
simply the opportunity for the Federal and local
governments to develop subsidy and management
alternatives other than those described here.

High-Cost Projects.  The desirability of various op-
tions for high-cost projects, from the Federal point
of view, would be largely determined by how high
the operating costs are and the extent to which the
project can be maintained in good condition at the
same or lower cost under the possible options.

Option | is attractive because it could result in
significantly lower costs; however, it may not be
reasonable to expect that the project can be operated
at the level of the cost constraint. For example, the
project’s relatively higher costs might reflect that it
is new and therefore has large debt service resulting
from the higher interest and construction costs typi-
cal of newer projects. Because such costs cannot be
reduced, the project would not be feasible under
Option 1.

Options 2 and 3 (sale or deprogramming) may
be appropriate, depending on the value and viability
of the project. Depending on how high the current
project subsidy costs are, these options might or
might not result in significant savings.

Similarly, Option 4 (freeing up project rents)
might or might not be cheaper, depending on current
project costs. In the case of those high-cost projects
that are severely troubled, it is not likely that unas-
sisted tenants could be attracted to move in and pay



Figure 3.2

Current Federal Costs in Low- and High-Cost Projects
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Figure 3.3
Cost Impacts of Various Options on Low-Cost Projects

Housing Payments

subsidy cost

Low-cost Option 1 Option 2 Option 3 Option 4
project

Operating subsidy
Debt service

Voucher cost

(Tenant contribution
to rent not shown)

Option 1 Retain projects as they currently operate and continue to serve
same households.

Option 2 Sell projects for other use at cost that pays off indebtedness;
housing payments to tenants; cost shown may be offset in whole
or in part by proceeds of sale.

Option 3 Sell at cost that pays off only part of the indebtedness;
housing payments to tenants.

Option 4 Continue with debt service in place and give housing payments
to tenants.
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Figure 3.4

Cost Impacts of Various Options on High-Cost Projects

Option 1

Option 2

Option 3

Option 4

Housing

;bsm
cost

Payments

High-cost Option 1 Option 2 Option 3 Option 4
project

Operating subsidy

Debt service

Voucher cost

(Tenant contribution
to rent not shown)

Retain projects as they currently operate and continue to serve
same households.

Sell projects for other use at cost that pays off indebtedness;
housing payments to tenants; cost shown may be offset in whole
or in part by proceeds of sale.

Sell at cost that pays off only part of the indebtedness;
housing payments to tenants.

Continue with debt service in place and give housing payments
to tenants. '
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rents sufficient to cover operating costs. Further, if
such rents were charged in such projects, low-in-
come tenants receiving housing payments might
well look to the private market for units that provide
a better environment for the cost and thereby create
vacancy problems in the project. On the other hand,
high-cost projects that are new, well-located, and/or
relatively untroubled might be able to charge rents
that cover their operating costs and result in lower
total Federal costs.

Option 5 (an open-ended, local-Federal nego-
tiation) may well be the best course of action for
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many high-cost projects. For example, it might be
possible to reduce the need for operating subsidy
well below current costs but not to the level
provided by the cost constraint, and the most cost-
effective option consistent with continuing to serve
current tenants might be a level of operating subsidy
that is somewhat above the cost constraint. The
development of feasible and cost-conscious options
for the use or disposition of the relatively high-cost
projects would be a difficult task, challenging the
creativity and commitment of both local and Federal
governments.



CHAPIER 4

SPECIAL HOUSING
PROBLEMS OF THE
ELDERLY AND
HANDICAPPED

For the most part, the Commission’s proposals to
assist low-income households apply equally to the
elderly. Those proposals consist of housing pay-
ments to address the problem of affordability and a
Housing Component in the Community Develop-
ment Block Grant (CDBG) to address problems of
adequacy and availability.

In the Experimental Housing Allowance Pro-
gram, elderly households had greater success in
moving from application to participation than did
the nonelderly. As one study noted: ““Even among
those planning to move, elderly enrollees were
more successful than the nonelderly in some loca-
tions. Some data suggest that, in tight housing mar-
kets, the elderly benefited from preferential treat-
ment in the market; landlords perceived them to be
more stable and desirable tenants than the non-
elderly, and preferred to rent to them when market
conditions allowed a choice.”!

In the Experiment, elderly households search-
ing for a suitable rental unit received considerable
help from friends and relatives, telling them of
available places, driving them around to look at
units, and assisting them in dealing with the poten-
tial landlord.? However, low-income elderly home-
owners, the frail elderly, and the handicapped have
housing problems that require special approaches.
These problems—physical and mental impairment,
and low-income, high-equity financial status—are
the subject of this chapter.

The number of people with such problems is
likely to increase because Americans are living
longer and growing older in record numbers. The

“baby boom’ of past decades will become the
*““senior boom” of the next century. At present, 11.2
percent of the population is 65 years or older. Cen-
sus Bureau projections suggest that the proportion
of elderly in the population will rise to nearly 20
percent by the year 2030.

Based on present trends, it is expected that the
numbers of very old elderly—those over the age of
85—also will increase substantially (Figure 4.1).
By 1999, there will be an estimated 1.4 million more
very old people than at present. Many of these
people will have chronic or long-term disabilities or
illnesses that reduce their ability to live indepen-
dently. The 1979 Annual Housing Survey indicates
there were 6 million elderly headed households with
one or more members with mobility impairments or
health problems that limited their ability to move
around in the home and to use normal household
equipment and hardware.

It is projected that the percentage of elderly
with activity limited by some chronic condition will
rise from 10 to 23 percent by 1990. Potential candi-
dates for institutionalization, if unable to obtain
needed services, are expected to increase by up to 3
million.

The frailties of old age need not result in in-
stitutionalization if accessible housing and adequate
supportive sources are available. Similarly, non-

' Marian F. Wolfe, William L. Hamilton, and M.G. Trend,
Elderly Participants in the Administrative Agency Experiment
(Cambridge, Mass.: Abt Associates, 1977), p. ii.

2 Ibid., p. 36.
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Figure 4.1
Projected Growth of Elderly Population Age Groups, 1980-2030
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"Long-Term Care: Background and Future Directions" (January 1981), p. 11.
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elderly handicapped people may require specially
equipped or designed housing and/or residential
facilities that address both housing and social serv-
ice needs in a setting that stresses independence.

The rate of homeownership among the elderly
has increased steadily since 1950; as adults born
after World War II reach age 65, the proportion of
elderly homeowners is expected to be extremely
high. Increasingly large numbers of elderly singles
and couples will occupy relatively large homes,
which often provide more space than is desired or
necessary and have maintenance needs and utility
expenses that may present serious difficulty.

Often, elderly homeowners are cash poor, al-
though they may possess a significant amount of
equity. Table 4.1 identifies the tenure of elderly
households by income, showing that more than 11
million elderly households are owners, of whom
more than 5 million have incomes below 50 percent
of the median income. Many of these households
pay a large proportion of their incomes for housing
costs and/or have housing that is substandard (Table
4.2). Such elderly households need financial ar-
rangements that allow them to use the equity in their
homes to increase their incomes and to repair and
rehabilitate their property.

This chapter discusses the housing needs of the
frail elderly and handicapped and presents two rec-
ommendations addressed to the situation of low-
income, high-equity elderly households—home-
sharing and conversion of home equity into income.
The recommendations are consistent with positions
taken by the White House Conference on the Aging.

Table 4.1

Elderly* Headed Occupied Housing
Units, 1978

(Units in Thousands)

Percent of Area Total Owner  Renter
Median Family = Occupied Occupied Occupied
Income® Units Units Units
All 15,844 11,283 4,561
0-30% 4,629 2,610 2,019
31-50% 3,978 2,761 1,216
51-80% 3,303 2,655 648
81-120% 2,099 1,716 383
121% + 1,835 1,540 295

* Age 65 or older.
® The national median family income in 1978 was $17,640.

Source: Data computed by the U.S. Department of Housing and
Urban Development from the Annual Housing Survey
(Washington, D.C.: U.S. Government Printing Office,
1978).

Frail Elderly and Handicapped

The Commission recognizes the special housing
needs of the frail elderly and the handicapped
and recommends that these needs be addressed
by special programs. The Commission further
recommends that a White House task force be
established to develop a policy framework for
addressing these housing needs in the context of
the social and health needs of this group.

The nation’s frail elderly and nonelderly hand-
icapped citizens range widely from those who re-
quire full-time supervision in an institution to those
who can live independently if appropriate services
or accessible housing are provided. Mobility-im-
paired persons require housing that permits access
and ease of movement by wheelchair and without
stairs, as well as safe and convenient bathroom,
kitchen, and other facilities. Persons with other
handicaps, such as blindness or deafness, also re-
quire special housing facilities. The chronic men-
tally ill and the retarded handicapped comprise a
large population whose treatment and care in recent
years has shifted from institutional settings to inte-
gration into the larger community. The provision of
community-based care often depends on the avail-
ability of small group residences that provide sup-
portive services as well as opportunities for
independence.

The housing needs of many frail elderly or
handicapped persons could be met through a com-
bination of housing payments and block grants. For
example, many such households could receive
housing payments to address affordability problems
and live in conventional rental housing with modest
adaptations to building features or provision of
health and social services in the home. Adaptations
such as ramps and widened doorways could be
funded through the Housing Component of CDBG,
and services such as visiting nurses and delivery of
hot meals could be funded through health and social
services grants. However, such an approach will not
always be the most cost-effective or satisfactory
method of meeting the needs of this group for ac-
cessible building design and supportive health and
social services. Other approaches that allow for new
construction that includes special services and facil-
ities to meet these special needs should be explored.

Categorical new construction programs of the
Department of Housing and Urban Development
(HUD) and the Farmers Home Administration
(FmHA) have served many elderly households. In
fact, HUD’s Section 8 New Construction pro-
gram—including projects utilizing Section 8 sub-
sidies in combination with private financing insured
by FHA and tax-exempt financing provided by local
and State housing agencies—has primarily served
elderly households. Among the elderly households
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Table 4.2
Income and Housing Conditions of Elderly Homeowners, 1978*
0-30% of 31-50% of 51-80% of 81-120% of 121% + of
Median Family =~ Median Family =~ Median Family =~ Median Family =~ Median Family
Total Income Income Income Income Income
Occupied Units (in thousands) 11,283 2,610 2,761 2,655 1,716 1,540
Inadequate®
Percentage 10.6% 21.1% 10.9% 7.3% 5.3% 3.7%
Adequate but crowded®
Percentage 0.5 0.2 0.3 0.6 0.8 0.5
Adequate and uncrowded, but housing
costs exceed 30% of income®
Percentage 11.0 30.4 12.4 3.1 0.9 0.5
Total: Inadequate, crowded, and/or
housing costs exceed 30% of
income
Percentage 22.0 51.7 23.5 11.0 6.9 4.7

* Age 65 or older.

® A housing unit is physically inadequate when there are plumbing, maintenance, public hall, heating, electrical, or sewage defects and flaws. This measure differs from the CBO definition of

inadequacy used elsewhere in this report.

¢ A unit is crowded when there is more than one person per room.

4 Housing costs exceed 40 percent of income for owners paying into mortgage principal.

Source: Data computed by U.S. Department of Housing and Urban Development from the Annual Housing Survey (Washington, D.C.: U.S. Government Printing Office, 1978).




served, as well as the nonelderly households, a
fairly large number are reported to be disabled or
handicapped, terms that would include many frail
elderly. Eleven percent of the tenants in the Section
8 New Construction program® and 13 percent in
public housing® are handicapped or disabled.

The Section 202 program, which is a direct
Federal loan program for the elderly and handicap-
ped utilizing the Section 8 program for tenant sub-
sidies, provides units accessible to those with vari-
ous degrees of disability. Since 1977, program
emphasis on the nonelderly handicapped has re-
sulted in the reservation of over 10,000 units for such
use.

However, the new construction programs, in-
cluding Section 202, have primarily served house-
holds that do not have physical or mental impair-
ments requiring the special design and service
features that can be provided through new con-
struction. And, as discussed in Chapter 1, the con-
struction programs have been very expensive, serv-
ing a limited number of households at a very high
cost to the government. The Section 202 direct
Treasury loans also increase the total amount of
Federal borrowing, which competes with private
borrowing on the capital markets and provides an
implicit Federal subsidy in that the interest rate is
lower than it would be without the direct backing of
the Federal government. Some programs specifi-
cally designed to provide specialized housing do
meet the needs of the frail elderly and handicapped,
such as the HUD Congregate Housing Services
Program and the FmHA Congregate Housing dem-
onstrations; these programs are being evaluated by
the sponsoring agencies to determine their impact
on residents and as housing options. The Commis-
sion notes the importance of these evaluations and
suggests that other programs also be evaluated to
determine their effectiveness in serving specialized
residential and supportive needs.

The projected growth of the elderly population
indicates the prospect of rapidly increasing health,
social, and housing needs that the nation has just
begun to recognize. Further investigation of hous-
ing program alternatives for the frail elderly and the
handicapped is warranted. The Commission recom-
mends that special programs be developed to meet
the housing needs of this group in the context of
their broader needs for special services.

Home-Sharing and Accessory

Housing

State and local authorities should act to permit
home-sharing by elderly homeowners, including
rental of rooms and construction of accessory
apartments.

Obtaining additional income through sharing
of the space in one’s home is not a new idea, but it is
one of the ways in which elderly homeowners can
use their resources to meet needs for cash and for
companionship and assistance while maintaining a
home. The current term ‘‘home-sharing’ spans
such possibilities as renting rooms and adding
kitchen and bath facilities to create accessory apart-
ments. Such conversions can allow elderly home-
owners to afford to stay in their homes. On the other
hand, communities often are concerned about the
extent to which conversions might affect parking,
health and safety, or simply neighborhood
character.

Alternative housing arrangements include
new, separate living units, termed **accessory apart-
ments,”” created from excess space within existing
single-family housing owned by elderly people.
They also include specially designed modular hous-
ing units that can be located in the yard space of a
home owned either by an elderly person or by
people wishing to provide such arrangements for
elderly persons. Such housing arrangements would
help many elderly people to maintain their self-
sufficiency and independence, provide additional
income from rental, increase security and compan-
ionship, and diminish premature or inappropriate
institutionalization at high private and public cost.

The potential for home-sharing is demon-
strated by data from the Annual Housing Survey. In
1979, there were 12.2 million one- or two-person
homeowner households headed by persons 55 or
older living in homes of five rooms or more. Indi-
viduals and married couples in this age group are
likely to be living alone, with their children grown
and gone. These older people need greater flex-
ibility in choosing ways to use their homes as a
resource.

The Commission encourages local govern-
ments to relax zoning and/or land-use regulations,
while maintaining requirements for health and safe-
ty, to allow greater flexibility so that elderly people
can meet their housing needs through home-sharing
and accessory apartments. This approach is consis-
tent with the Commission’s recommendations on
regulations, which call for the elimination of zoning
restrictions except where a vital and pressing need
exists.

3 Tabulated from data in Abt Associates, Participation and Bene-
fits in the Urban Section 8 Program: New Construction and
Existing Housing (Cambridge, Mass.: Abt Associates, Inc.,
January (981), p. 77.

¢ Public housing tenant data, 1977, Research Inquiry System,
HUD.
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The Conversion of Home Equity

into Income

The Commission endorses the use of mecha-
nisms to enable older homeowners to convert
their home equity into income while remaining
in their homes, and recommends that the De-
partment of Housing and Urban Development,
the Federal Home Loan Bank Board, and the
Internal Revenue Service facilitate and encour-
age the use of such mechanisms.

The Commission believes that the private mar-
ket will make available reverse-annuity and de-
ferred-payment loan programs and sale-leaseback
arrangements for elderly homeowners wishing to
use them. The Federal government should facilitate
this process and provide information and model
programs that would ensure that such programs do
not create unnecessary risks for either the borrower
or the lender.

Lenders and private companies have begun
experiments on a number of ways to achieve this
objective, including reverse-annuity mortgages,
sale-leaseback arrangements, and deferred-pay-
ment loans. According to some estimates, the pres-
ent potential market for such home equity arrange-
ments totals $30 billion to $40 billion. Further, this
market can be expected to grow as the number of
older Americans increases and as the idea of home
equity conversion gains acceptance.

Most American homeowners prefer to remain
in their homes unless they become too ill. They
would be best assisted by alternatives that maximize
the use of their own assets and resources, including
their home equity. Through equity-financing tech-
niques, innovative debt instruments enable the el-
derly owner to exchange equity in a home for con-
tinuous cash payments from a lending institution or
an investor, without selling the home. The home-
owner gains supplemental income and the investor
gains a claim to a portion of the property’s value.

The reverse-annuity mortgage (RAM) is a se-
cured real estate debt instrument that allows the
homeowner to draw against home equity as an as-
set, giving the homeowner-borrower additional in-
come. RAMEs can be structured to provide monthly
payments for a fixed term of years or for the re-
mainder of the borrower’s life. All RAMs involve,

in one form or another, purchase of annuity con-

tracts with funds received from nonamortizing
mortgage loans (the term “‘annuity” refers to any
series of payments made or received at regular inter-
vals of time). The lender makes periodic payments
to the borrower under the annuity and is repaid in
the future from the property value. RAMs must be
carefully planned and tailored to prevent any un-
necessary risks to lenders or borrowers.
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Across the country, a handful of lenders are
testing this new lending approach by making RAM
loans for fixed terms. These efforts should be care-
fully evaluated to obtain the actuarial and lending
risk data needed to assess the interaction of longevi-
ty, prepayment, appreciation, and property risks,
and to provide the basis for developing this tool for
wider use.

Deferred-payment loans are another innova-
tive technique that can be used to assist elderly
owners in maintaining and repairing their homes.
Such loans are simply a variation on the reverse
annuity, providing a lump sum, rather than periodic
payment, repayable with interest at the time of sale.
A recent study by the Administration on Aging
estimated that the homes of at least 2 million low-
income older people need major repairs. Other el-
derly homeowners require funds to make modifica-
tions to accommodate a wheelchair or to provide for
other self-help or mobility needs so that they can
continue to care for themselves in their own homes.
Most of these homeowners are reluctant to borrow
or would not qualify for home repair loans because
their monthly cash incomes are too low. Deferred-
payment loans permit elderly homeowners to defer
payment of all principal and interest until their
homes are sold, and thus preserve existing housing
without increasing the housing cost burdens of low-
income elderly homeowners.

Another alternative for elderly homeowners is
the sale-leaseback or split-equity arrangement. Un-
der these techniques, an investor buys out the home-
owner and leases the property to the owner rent-free
for life or for a fixed term. The elderly owner
benefits by having all or part of the cash value of the
house immediately available for current needs. The

_investor becomes responsible for paying off any

existing mortgage debt, for making a cash down-
payment settlement, and for paying an annuity to
the owner for life. Or the investor may make a full
cash settlement for the acquired equity, the pro-
ceeds of which are used to buy an annuity or are
otherwise invested for the owner. The owner be-
comes a renter with the right to continued occupan-
cy and, perhaps, with obligations to maintain and
care for the property. Upon termination of the rent-
free lease, the investor may dispose of the property
and receive all proceeds from the sale. The position
of the Internal Revenue Service on sale-leaseback
and split-equity arrangements should be clarified,
as suggested below.

All of these various equity-conversion ar-
rangements—reverse annuity, deferred-payment
loans, sale-leasebacks—can be used singly or in
some combination, depending on the needs of the
individual homeowner. Research and experimenta-



tion should be continued in these areas, and services
should be developed to provide information, coun-
seling, and homeowner protection.

Regulatory and other barriers now prevent the
widespread use of equity-conversion arrangements.
Further study, and government action, are required
to overcome these barriers. As discussed below,
three Federal agencies can be useful in facilitating
the use of home equity by the elderly.

Department of Housing and Urban
Development

The Department of Housing and Urban Develop-
ment should convene an advisory committee to
determine how best to develop a meaningful, effec-
tive, private market for a suitable variety of equity-
conversion instruments for elderly homeowners.
Members should be drawn from a broad spectrum of
financial, legal, and other backgrounds, including
representatives of elderly groups. The committee
should make recommendations about development
of appropriate model instruments and of programs
for reverse-annuity and deferred-payment loans,
use of mortgage insurance for such loans, and de-
velopment of a secondary market for such loans.

Federal Home Loan Bank Board

Federally chartered savings and loan associations
may make RAMs under wide discretionary au-
thority provided in recently issued Federal Home
Loan Bank Board (FHLBB) real estate lending reg-
ulations. Certain disclosures are required of the
borrower, and any annuity must be purchased from
an insurance company authorized to engage in such
business and supervised by the State in which it is
incorporated.

At present, however, FHLBB real estate lend-
ing regulations do not permit lump-sum disburse-
ments. The regulatory description of reverse an-
nuity mortgages, issued by the FHLBB, specifies
disbursements in monthly payments; it does not
explicitly permit one-time, lump-sum disburse-
ments with payments deferred until maturity, or
lines of credit secured by home equity. Although
associations can invest up to 5 percent of assets in
loans not conforming to regulatory requirements,
they prefer to use this authority for high-yield in-
vestments. Associations also can invest up to 20
percent of assets in consumer loans, which can be
lump-sum loans with payments deferred until matu-
rity, or line-of-credit disbursements. However, for
such loans, interest rates are likely to be higher,
terms shorter, and loan amounts smaller than for
real estate loans. In order for the elderly to obtain
lump-sum disbursements against their home equity,
lump-sum payments or line-of-credit disbursements
should be authorized. Payments in such forms

would facilitate rehabilitation and maintenance by
owners under deferred-payment loan arrange-
ments.

Internal Revenue Service

The Internal Revenue Service should issue regula-
tions authorizing depreciation deductions for
buyers and excludability of capital gains for elderly
sellers for sales with leaseback provisions or, if
necessary, submit appropriate legislation to clarify
this issue and to facilitate sale-leaseback
arrangements.

This alternative should permit the elderly
owner-seller to take the allowed one-time capital
gains tax exemption (up to a $125,000 gain for
persons aged 55 or older), while permitting the
investor-buyer to deduct depreciation on the proper-
ty rented to the elderly owner-seller.

For a sale-leaseback to be a financially viable
transaction for both parties, the buyer must be able
to depreciate the property. But the depreciability of
the property depends on the precise form of the
transaction. Specifically, it depends on what is sold
and what is retained by the seller. At one extreme,
the homeowner could sell the house outright, retain-
ing no legal rights to the property whatsoever. In
this case, the buyer would immediately own the
home fully, as the seller once did. The seller could
rent the house, but would have no secure right to do
so0. In this transaction, the buyer clearly can claim
depreciation on the property.

At the other extreme, the owner could simply
sell the remaining interest in the home. In this case,
the seller would retain title (technically a life estate)
and would be fully responsible for the home
throughout the life of the seller, after which the
buyer would become the owner. In this transaction,
the buyer clearly could not claim depreciation on
the property as long as the seller lived. Neither of
these examples is an acceptable sale-leaseback
transaction for both parties. In the first case, the
buyer obtains depreciation rights but the seller has
no occupancy rights; in the second, the buyer is
unable to claim depreciation. Workable sale-lease-
back arrangements need both.

Present Federal tax law is silent on such ar-
rangements, and the sale-leaseback remains in lim-
bo between the seller’s capital gains deduction and
the buyer’s depreciation deduction. Internal Reve-
nue Service regulations do not clearly describe the
precise conditions that must be present if the buyer
is to depreciate the property. Until this tax question
is clarified, private investors will show little interest
in sale-leasebacks. This uncertainty is the most
serious roadblock to private market use of sale-
leaseback agreements. Legislation may be neces-
sary to clarify the tax status of sale-leasebacks. The
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revenue implications of this clarification cannot be However, it is likely that many homeowners might
estimated because it is not known how many elderly consider this alternative safer than a reverse-annuity
homeowners would avail themselves of this option. mortgage.
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CHAPIER 5

INTRODUCTION: THE
DYNAMICS OF THE
PRIVATE HOUSING

MARKET

The President’s Executive Order charged the Com-
mission to develop housing options that strengthen
the ability of the private sector to maximize oppor-
tunities for homeownership and provide adequate
shelter for all Americans. Most people meet their
housing needs in the private, unsubsidized housing
market, whether renting or owning. Although
homeownership has long been an ideal, and a sub-
stantial majority of the nation’s households now
own their own houses, many continue to choose to
rent or find that they simply cannot afford to buy
their own homes. Both homeownership and rental
housing were concerns of the Commission.

For much of the past four decades, the nation
has made steady and substantial progress toward the
goal of adequate shelter for all Americans. Each
decade has seen a new record volume of housing
production. Today, the American dream of owning
one’s own home is a reality for two of every three
households, compared with fewer than half in 1940.
The quality of American housing has been improv-
ing, and the vast majority of Americans now live in
decent housing — primarily because of the capacity
of the private sector to respond.

In recent years, however, a series of problems
have beset housing, largely due to weakness in the
overall economy. As a result of inflation and high
interest rates, homeownership has become in-
creasingly difficult to achieve for those who are not
already owners. First-time homebuyers face large
downpayments and high monthly cash costs, and
both professional studies and media reports have
focused on the ‘“‘affordability”” problem for these
buyers. The most important task is to correct the

problems of the economy. The primary contribution
government can make to housing is to bring down
the rate of inflation and to reduce mortgage and
other interest rates.

Along with improvements in the economy,
homeownership opportunities can be aided in other
specific ways. Changes in the system of housing
finance are needed, as outlined in Section III. The
problem of saving for a first downpayment also
requires consideration. Costs of housing need to be
kept down by curbing excessive regulation, as de-
scribed in Section IV, and opening up alternative
forms of homeownership, including condominium
and cooperative ownership and access to manufac-
tured housing. In Chapter 6 the Commission exam-
ines a number of ways to encourage the continued
availability of homeownership through the private
market.

The rental housing market also deserves re-
view. During the past 20 years, residential rents
have not kept pace with general prices, consumer
income, or operating and construction costs for
rental units. In essence, rental housing owners are
suffering from the exodus to homeownership of
higher-income renters and from a squeeze on oper-
ating cost margins. While these trends have bene-
fited renters, rent levels have not been high enough
to sustain new construction or adequate mainte-
nance of existing properties in many areas. Rent
controls have complicated the situation in a number
of communities and have further undercut incen-
tives to produce or continue to provide rental hous-
ing. A sufficient supply of adequate, affordable
rental housing depends on investment. If rental
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housing is to be a viable form of investment, rents
must rise to cover increasing operating and financ-
ing costs. Without such market incentives, present
rental housing will not be maintained, new rental
units will not be produced, and significant shortages
of rental housing may occur in some areas. The
Commission’s analysis and recommendations re-
lated to rental housing are found in Chapter 7.

In addressing the concerns of homeowners and
renters, it is essential that the nation take full advan-
tage of its existing resources, especially the coun-
try’s land and existing housing stock. Land has
become an increasingly important component in the
total cost of housing. While this is a nationwide
trend, it is particularly acute in growing Western
States, where housing and community development
are sometimes severely limited by surrounding pub-
licly owned land whose reiease for development can
be ill-timed and poorly managed, thus contributing
to inflation in land costs. Moreover, although new
construction is essential to meet the nation’s hous-
ing requirements, the existing stock of housing in
the country provides a resource that should be better
utilized in meeting both current and future housing
demand. Just as the existing rental housing market
provides the most cost-effective housing for those
who need Federal assistance, most unassisted
households will meet their housing needs through
housing that is already built. Chapter 8 therefore
examines opportunities in the private market to im-
prove utilization of the nation’s public and surplus
lands and existing housing stock.

The remainder of this chapter reviews basic
trends in the market for homeownership and rental
housing. Shifts in the population and the economy
can have profound influences on the housing market
and the choices open to homeowners, renters, and
suppliers of housing. Demographic trends show that
the postwar ““baby-boom’” population will continue
to form households and demand new housing dur-
ing most of the 1980s. Given the low number of
housing starts for the past several years, this demo-
graphic demand should sustain a strong level of
housing production for much of this decade. Other
demographic trends will also influence housing in
the future, and these are examined below. The chap-
ter first reviews recent trends and then discusses the
future housing market.

Recent Trends in the Housing

Market

Shifts in Homeownership and Rental
Housing

The percentage -of households owning their own
home has increased steadily in the past two decades.
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Although the rental stock has expanded signifi-
cantly, the rate of increase in owner-occupied units
has been greater. Today, 66 percent of all house-
holds own their homes; this compares with a 60
percent homeownership rate in 1960 and below 50
percent for most of the first half of this century. The
stock of owner-occupied housing increased from
32.8 million in 1960 to 39.9 million in 1970 (a 22
percent increase) and to 51.8 million in 1980 (a
further increase of 30 percent). The occupied rental
housing stock increased from 20.2 million in 1960
to 23.6 million in 1970 (a 16 percent increase) and to
28.6 million in 1980 (a 21 percent increase).

The difference in the growth rates of owner-
occupied and rental housing reflects several factors,
including rising incomes, inflation, and tax prefer-
ences accorded to owner-occupied housing. During
the 1960s and 1970s, homeownership became an
increasingly attractive investment because of capital
gains and tax savings, and many rental households
became homeowners. This increased homeowner-
ship demand led to conversion of the higher-quality
rental stock to condominiums and cooperatives, as
suppliers adjusted to changing market conditions.
This tenure shift (from renting to owning) also led
to a decline in effective demand for rental housing
that, in tumn, eventually led to reduced levels of
rental housing construction and more rapid decline
and abandonment of the lower-quality stock.

Rental housing production did not begin to
respond to the shift in demand until the 1970s.
Multifamily housing construction peaked during
the 1968-72 period, at least in part because of
Federal subsidy programs, and then fell quite sharp-
ly during the recessionary period from 1974 to 1976
(Figure 5.1). The proportion of total housing starts
that are multifamily has been relatively constant
since that time.

However, the proportion of total multifamily
housing starts that are federally assisted has been
rising since 1973, reflecting a decline in private,
unsubsidized new construction (Figure 5.2). The
decline in the private market share of multifamily
construction reflects both the supplier response to
declining rental housing demand and the substitu-
tion of federally assisted construction for private,
unsubsidized construction. This substitution occurs
primarily when federally assisted projects compete
with unsubsidized projects for conventional sources
of mortgage money. Subsidized single-family starts
represented over a fifth of single-family starts in
1970 but declined during the mid-1970s to less than
10 percent.

Changes in Sources of Housing Supply
New housing production is an important source of
housing, whether it be for renters or owners.



Figure 5.1
Housing Construction Starts, 1960-1980
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Analysis, Office of Policy Development and Research, U.S. Department of
Housing and Urban Development.
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Figure 5.2
Percent of Housing Construction Starts that Are Federally

Subsidized, 1960-1980
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However, growth in housing supply results from a
series of complex interactions between additions to
the stock (through new construction or changes in
the use of existing structures) and losses to the
housing stock. Over the past three decades, almost
2 million units a year have been added to the hous-
ing supply. Although new construction is the pri-
mary source of additional units, other additions
resulting from changes in the use of existing struc-
tures have become increasingly important (Figure
5.3). Use of these additional units includes the
accommodation of new households (the primary
use), replacement of units lost from the supply when
a household’s unit is demolished or otherwise re-
moved from service, and contribution to the stock of
vacant units. In any year, the additional supply from
new and existing sources equals the uses — require-
ments from new households, replacements, and va-
cancy additions. That is, sources of additional units
match uses of these units.

Looking first at sources of additional housing
units, in the 1950s and 1960s new construction
accounted for about 90 percent of the housing units
added to the stock (Figure 5.3). In the early part of
the 1970s (1970-73), the role of new construction
increased dramatically — to almost 98 percent of
units added. In the latter part of the 1970s
(1974-79), new construction dropped to 76 percent
of the units added. The remaining 24 percent
(588,000 units) was provided by other additions to
the stock — primarily restoration of previously un-
inhabitable housing units; conversion of large, ob-
solete units into several smaller, upgraded units;'
and conversion of older nonresidential structures to
residential use. Within the new construction catego-
ry, mobile homes averaged 6 percent of all housing
production in the 1950s and grew to 17 percent of
production in the 1970s.

Uses of additional housing units also vary con-
siderably over the years, although less dramatically,
as shown in Figure 5.3. Household growth is the
most commonly understood factor requiring addi-
tions to the housing stock. Over the past three
decades, household growth has fairly consistently
required about 60 percent of the average annual
additional units supplied.

Replacement of losses from the housing stock
is another important use of additional housing units.
Some losses are permanent, and some are retrieva-
ble. Permanent losses include units demolished by
fire, flood, or planned public or private action.
Losses that are retrievable include units temporarily
combined into larger units; converted to nonresi-
dential uses; or rendered uninhabitable or con-
demned because of damage from natural causes or
from abandonment, vandalism, or misuse. Losses
from the housing stock were relatively high in the
1960s, averaging nearly 700,000 units annually, so

that 36 percent of annual average additions to the
stock were required for replacement. In the 1950s
and 1970s, less than 30 percent of additions were
accounted for by losses.

Despite relatively stable average annual losses
in the 1960s and 1970s, in 1979 and 1980, annual
losses declined to 450,000 a year. This underscores
the role of conservation of the existing stock. The
decline in annual losses from 700,000 to 450,000
represents a shift of a fraction of a percentage point
in the rate of loss from the total housing stock --
from just over 1 percent a year to just under |
percent.

Some units added to the supply remain vacant.
Some level of vacancy is essential to permit mobi-
lity, so a net increase in vacant units is an important
use of additional units (Figure 5.3).

These data clearly show that the increasing
housing needs of the nation can be met in a variety
of ways, and that both new construction (including
manufactured housing) and reinvestment in existing
stock are important sources of housing supply. Fur-
ther, it is clear that in recent years (1974-79), rein-
vestment in the existing stock has played a large and
significantly increased role by providing nearly a
quarter of all additional housing units. The Com-
mission’s recommendations seek to support new
construction and better utilization of the housing
stock and to eliminate unnecessary barriers to de-
velopment and reinvestment in housing. In particu-
lar, new construction should benefit from the Com-
mission’s recommendations on housing finance
(Section III), housing deregulation (Section 1V, es-
pecialy on zoning and building codes), and expens-
ing of construction period interest and taxes for
rental housing (Chapter 7). Use of existing stock is
addressed in the recommendations for accessory
housing (Chapter 4), allowing conversion and sup-
port of homesteading (Chapter 6), rehabilitation tax
credits (Chapter 7), and use of public land and
encouragement of neighborhood and historic pre-
servation (Chapter 8).

The Future Housing Market
Demand from Population Growth and
Demographic Changes

Total demand for housing in the country ultimately
is determined by the size of the population, but it is

' For example, approximately 318,000 apartments in buildings
with two or more units were converted from single-family
dwellings between 1970 and 1978, according to an estimate
provided to the Commission by Ray Struyk and Thomas
Thibodeau of the Urban Institute.
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Figure 5.3
Additions to the Housing Supply: Sources and Uses
(Annual Averages, 1950-1970
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Source: Prepared from data in Duane T. McGough, "Housing Inventory Losses As a Requirement for New

Construction," unpublished report (Washington, D.C.: U.S. Department of Housing and Urban
Development, January 1981) p. 15.



the total number of households to be housed that
more directly influences housing demand. House-
hold formation is affected primarily by the age
distribution in the population, but many factors
influence the extent to which people at any age
establish new households or maintain existing ones.

Household formation is strongly affected by
the number of persons in the prime household-
formation years — ages 20 to 35. Young people in
the “baby-boom” generation reached adulthood in
the 1970s during a time of rapidly expanding eco-
nomic opportunity; the initial baby-boom surge in
the demand for rental housing in the early 1970s was
gradually transformed into strong demands for
homeownership during the latter part of the decade.

Economic conditions and [ifestyle factors also
influence household formation. Economic condi-
tions will, for example, influence the behavior of
young people who are deciding whether to get their
own apartment or to continue living in their parents’
homes. The enormous growth in the number of
persons receiving additional income through Social
Security and welfare benefits has permitted a sub-
stantial number of additional households to live
independently. Lifestyle changes also influence
both the number of households and their structure.
The marked increase in the divorce rate has led to
more and smaller families.

These factors have combined to produce extra-
ordinarily rapid increases in the number of house-
holds in recent years. The average annual increase
in the number of households grew dramatically
from an average of 927,000 households between
1960 and 1965 to a high of 1.6 million households
between 1975 and 1980 (Figure 5.4). From 1960
through 1980, the number of households increased
at an annual rate of 2.1 percent, greatly exceeding
the rate of growth in total population over that same
period, which averaged about 1.2 percent per year.

Although it would be helpful to be able to
predict future housing demand, projections of
household formation rates are risky. Past efforts to
set forth future housing needs have not been notably
accurate, and the exercise is more useful for under-
standing housing markets retrospectively than in
gaining any firm foreknowledge about the course of
housing production.? However, awareness of the age
distribution of the current population as well as
trends in regional distribution and tenure choice can
shed some light on likely household formation. The
Commission requested the Joint Center for Urban
Studies of Harvard and MIT to prepare a back-
ground paper on trends and demographic factors.
It projects net household formations to the year
2000. Their projections, as well as two sets of
projections prepared by the Census Bureau, are
shown in Figure 5.4.

Some fundamental observations can be made
about likely household formation in the remainder
of this century:
® The rate of household formation and resuit-
ing demographic demand through the 1980s
will remain high, primarily because the
population in the critical household-forma-
tion years (under 35) is projected to remain
at the highest level in history over the de-
cade of the 1980s (Figure 5.5). In 1960 there
were 35 million young adults (under 35);
just 20 years later — in 1980 — the number
had risen dramatically to 58 million. This
number is expected to increase to 61 million
in 1985 and to remain high (60 million) in
[990. Annual additions to the housing stock
recently have been far below the average
annual additions of the late 1970s, despite
demographic factors indicating strong po-
tential for household formation. As this po-
tential demand continues to accelerate, one
can expect a strong market for new housing
production and conversions throughout the
coming decade.
® Although net additions of new households
remain strong through most of the 1980s,
the number of young households formed
will decrease by 1990. For years, the hous-
ing market has been sustained by a strong
inflow of new households. Population pro-
jections (both those of the Joint Center and
the Census Bureau) now show that this flow
will drop off. By 1990 to 1995, only about 1
million new households a year are projected
by the Joint Center and Census Series D —a
full half million less than the average during
the 1970s. V

¢ Houschold growth will be extremely uneven
across the nation. Some areas will actually
experience continued population losses
(some North Central and Middle Atlantic
States), while others will have the lion’s
share of the total national growth (the South
and West). In fact, according to estimates by
the Joint Center, three regions of the country
— the Mountain, the West South Central
(around Texas), and the East South Central
(around Mississippi and Alabama) — are
expected to account for more than 60 per-
cent of the growth in population over the
coming decade. The country will therefore
have available housing units in some areas

? Duane T. McGough, “Housing Needs and Housing Supply:
The Effectiveness of Estimates and Responses,”” in The Hous-
ing Delivery System, Symposium Proceedings (Columbus,
Ohio: The Ohio State University, October 1979).
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Figure 5.4
Average Annual Increase in Number of Households (For 5-Year Periods):
Comparison of Joint Center and Bureau of the Census Projections
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Figure 5.5 .
Number of Young Adults (Under 35), 1960-1980 and 1985-2000, Projected
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Figure 5.6

Average Annual Increase in Number of Owner and Rental Households
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with very low demand and high demand in
other areas with a relatively small base of
existing stock. A higher national rate of new
construction may be needed than one would
expect from simply reviewing aggregate na-
tional household growth projections, be-
cause in high-growth areas, new con-
struction will have to play the predominant
role in housing the growing population.
Such regional variations highlight the hazards
of establishing housing policy at the national level.
The market should be allowed to respond to local
supply and demand pressures, and, consistent with
the concept of enlightened federalism, local and
State governments should be encouraged to develop
policies that complement private market actions.

Demand for Owned Homes and Rental
Units

From the standpoint of forming housing policy, a
critical aspect of housing demand is tenure choice
—that is, the household decision whether to own or
to rent. In making projections on tenure choice, the
incidence of homeownership was assumed to rise
only gradually. A substantial portion of the increase
in homeownership during the early 1970s undoubt-
edly was attributable to speculative investment in
housing caused by high inflation rates and the tax
treatment of homeownership. As inflation starts to
abate, speculative investment in housing should
also become a less important factor. In addition,
homeownership’s relative tax advantage has been
reduced by the general decrease in tax rates
provided by the Economic Recovery Tax Act of
1981.° The after-tax costs of owning will no longer
be as favorable, particularly for moderate-income
households.

The Joint Center projection of the likely split
between additional owner and renter households is
presented in Figure 5.6. These projected changes
are caused primarily by impending shifts in the age
structure of the population. They are influenced to a
much less extent by particular assumptions about
consumer choices between owning and renting or
about the nature and timing of household formation.
The demand for rental housing has generally been

driven by the number of young persons under 30, a
group that is expected to decline even more rapidly
and sooner than the 30- to 35-year-old group. As-
suming that age continues to be an important factor
in determining the potential number of renters, the
demographic demand for additional rental units is
expected to decline in the 1980s and to the end of the
century. However, the demand of owners is pro-
jected to fall much more gradually. Both trends
result primarily from the movement of the baby-
boom generation through different stages in the life
cycle.

k %k ok ok ok

New construction and additional investment in
existing units will continue to be necessary for
provision of owner- and renter-occupied units, both
to provide for additional households and to replace
units Jost from the inventory. Demand will be based
on the overall growth of the population and the
propensity of people to form new households in
response to demographic, social, and economic
conditions, which cannot be foreseen now with
great accuracy.

In the past, housing commissions have some-
times made specific projections of housing demand
and treated the estimates as measures of “‘housing
need’’ that the government should try to meet. The
evidence of the past is that the private housing
market adjusts to provide homes in changing num-
bers, size, and tenure as the needs of households
both grow and change. The Commission has con-
fidence that this process will continue and therefore
did not attempt to make any finding of a specific
numerical ‘‘need’’ for future housing units.
However, the Commission believes that its rec-
ommendations will encourage private market ac-
tions to build and rehabilitate, and will eliminate
unnecessary barriers to housing development and
reinvestment.

> Michael Lea, {s There Too Much Capital for Housing? (Wash-
ington, D.C.. U.S. Department of Housing and Urban De-
velopment, 1981).
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CHAPIER 6

HOMEOWNERSHIP

Encouragement of homeownership has traditionally
been a major objective of housing policy at all levels
of government. One of the primary responsibilities
of the Commission was to examine the continued
importance of homeownership in the nation and to
develop options to strengthen the ability of the
private sector to provide this opportunity, especially
for first-time homebuyers.

For many Americans, homeownership is the
most important factor in their overall economic
well-being. As President Reagan has said, “Own-
ing one’s own home means far more than merely
having shelter. 1t is a concept deeply rooted in the
hearts of our people, for it carries with it a whole
constellation of values—family, neighborhood,
community, independence, self-reliance, citizen-
ship, faith in our country and its future.”

Throughout the postwar period, homeowner-
ship has increased, largely as a result of the con-
tinued economic progress of most Americans and
low interest rate mortgages. Figure 6.1 shows that
about two out of three American households own
their own home today, compared with fewer than
half in 1940. The improvement in housing quality is
even more striking. Chapter 1 demonstrates the de-
crease in the number of physically inadequate
homes. The quality of new homes has risen mark-
edly as well. In 1978 new conventional single-fam-
ily homes averaged 1,700 square feet, an increase of
20 percent since 1964. Average size seems to have
leveled off since 1978. Similarly, the percentage of
new conventional (single-family detached) homes
with air conditioning more than doubled during this
period, and the percentage with two or more baths
increased from 46 percent in 1963 to 73 percent in
1980.

The improvement in conventional homes is
only part of the story. The past few decades have
been marked by fundamental changes in the avail-
able forms of homeownership. Condominiums and
cooperatives have provided the opportunity for
homeownership to well over a million American

families. The availability of manufactured housing
(mobile and modular homes) has provided a similar
opportunity to 3 million more households. These
alternatives to the traditional single-family home
will continue to be important avenues to home-
ownership in the future, in many cases providing a
lower-cost alternative.

Although there has been substantial progress
toward the goal of greater homeownership, obsta-
cles remain. Many regulations inhibit—and raise
the cost of—various forms of homeownership.
Moreover, in the past several years, as a result of
high interest rates and inflation, homeownership has
become increasingly difficult to achieve for those
who were not already owners.

Determining the costs and affordability of
housing for owners is more complicated than for
renters, and inflation has compounded this com-
plexity. Renters simply pay the rent and perhaps
utility bills. Homeowners make direct payments for
mortgage principal and interest and taxes, as well as
insurance, maintenance, and utilities. However,
they also benefit from the income tax deductibility
of interest and property taxes, which partly offsets
the direct outlays. Also, homeowners typically sell
their houses at prices higher than the purchase
prices, and may not have to pay tax on the capital
gain; a home often is an investment as well as a
place to live. Failure to consider any of these com-
ponents in determining the net costs of homeowner-
ship can create a misleading picture.

In the 1970s, accelerating inflation, especially
of house prices, made capital gains from home-
ownership a major consideration for the homebuyer,
while simultaneously creating higher monthly
mortgage payments. This situation created a diver
gence between cash outlays for homeownership and
the effective cost of homeownership. Preoccupation
with the current cash payments made by home-
owners caused at least some observers to overlook
much of the motivation for buying a home during
this period. But buyers, considering the effective

71



Figure 6.1
Homeownership in the United States, 1900-1980
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of the United States (Washington, D.C.: U.S. Government Printing Office, 1900-1980).
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cost of homeownership including appreciation,
continued to sustain the housing market despite the
burden of higher monthly payments.

Homeownership has four distinct cost ele-
ments. The first is the ““net effective’” cost of home-
ownership after taking into account the tax savings
and the anticipated value of the appreciation in value
of the home.' The second is the size of the monthly
payment for homeownership. Third is the downpay-
ment, which has become higher in recent years
relative to the income of prospective purchasers.
Finally, there is the underlying price of con-
ventional homes and the costs of alternatives to
traditional forms of homeownership.

This chapter deals with costs of homeowner-
ship and with programs designed to mitigate their
impact. The first section reviews the trends and
current conditions in the costs of homeownership.
The chapter then addresses both the problems of
high monthly costs (the cash flow problem) and
high downpayments together with policies designed
to overcome them. These policies include the tax
treatment of mortgage interest, alternative mort-
gage instruments, the provision of Federal and pri-
vate mortgage insurance, and the possibility of spe-
cial incentives to save for adownpayment. The final
part of the chapter examines other forms of owner-
ship that can provide additional flexibility in the
provision of homeownership opportunities. In-
cluded here are condominium and cooperative
ownership, homesteading, and use of manufactured
housing.

Trends in Homeowner Costs

The trends in both current costs and net costs of
homeownership are depicted in Figure 6.2. Current
cash costs are often used by lenders in qualifying
households for mortgage loans. As current costs
rise, they increase the difficulty of qualifying for a
mortgage loan and create an important barrier to
homeownership. (This problem is discussed in the
next part of the chapter.) However, once a house-
hold does qualify for a mortgage loan, it is the
pattern of net effective cost of homeownership that
is of most concern.

Since the mid-1960s, the current cash costs of
homeownership have risen constantly, while the net
effective costs first declined—reaching a low in
1978—then increased sharply. The net effective
costs are sensitive to the situations of particular
households, and those shown in Figure 6.2 are
estimates for a typical household, in terms of in-
come, household size, tax bracket, and geographic
region. Since the effective cost of homeownership
depends on the household’s expectation about
changes in the value of the house over time, the

costs shown in the figure assume that the home-
owner expects the price patterns of the past eight
years to continue into the future. Since house prices
have been rising, this reduces net effective cost as
the homeowner expects to sell the house for a price
higher than he paid for it. The basic pattern shown
in Figure 6.2 holds for nearly all demographic
groups in each region, and different assumptions
about homeowner expectations will not affect the
trends.

From 1963 to about 1970, both current and net
effective costs of homeownership rose slowly and
were quite similar. This reflected a low rate of house
price inflation, generally low property taxes and
steady interest rates. Between 1970 and 1978, cur-
rent cash costs rose dramatically, while net effective
costs actually fell. The rise in cash costs was gener-
ated by a rapid increase in the rate of inflation that
pushed up house prices and interest rates. At the
same time, this inflation stimulated homeowner ex-
pectations of yet higher house prices, dropping
effective costs of homeownership. Inflation also
pushed more households into the more rapidly ris-
ing range of income tax rates, giving greater value to
the tax advantages of capital gains and the tax sav-
ings from mortgage interest deductions. These fi-
nancial gains were not outweighed by the sharp
increases in real home prices or by the higher real
costs of operation, with a resultant drop in net
effective costs.

The net effective cost of housing for a home-
owner reached what may have been a postwar low
in 1978, when costs fell to almost 30 percent below
those in 1963. The primary reason for this drop can
be documented through some simple calculations.
The average mortgage interest rate in 1978 was 9.6
percent while the price of a constant-quality house
had risen by more than 8 percent every year since
1972. This implies that for any household in at least
the 17 percent tax bracket—which includes nearly
all taxpayers—the net effective cost of borrowing
(for taxpayers itemizing deductions) was negative,
because the cost of mortgage interest net of taxes
was less than the increase in the value of the house.
In this case, the only real cost of owning a home
would be the operating costs.

Net effective homeownership costs show a

' Long-term financial decisions such as buying a house depend
on estimates of future costs and of financial gains. Because
these estimates are the basis for the homebuying decision,
*‘net effective costs’ are based on such estimates. As with all
long-term investments, future increases in value may not ac-
cord with original estimates, and certain costs (such as proper-
ty taxes) also cannot be estimated with precision. Because true
future costs and gains are unknown at the time of the invest-
ment, the investment decision, and the concept of net effective
cost, is based on estimates of these future costs and gains.
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Figure 6.2
Indices of Current Cash Costs and Net Effective Costs of Homeownership
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sharp rise beginning in 1978. To a great extent, this
reflects the catching-up of interest rates to inflation.
The unusually low real interest rates in the 1970s
helped to buffer the sharp rise in the real price of
houses, but when these Jow rates disappeared, the
impact of the 30 percent rise in real house prices
over the decade became the dominant factor in
setting effective costs. Thus at present, interest
rates include a premium for the expected rate of
inflation that greatly offsets the expectations of ap-
preciation in house prices.

Homeowners who made purchases on the basis
of the future sale value of their homes in fact took
the risk of possible deterioration in the residential
real estate market. If home prices do not continue to
rise, the real burdens assumed by homebuyers in the
past few years may prove much heavier than ex-
pected at the time of purchase. In the long run, this
problem can be solved only through the lower inter-
est rates that will follow the reduction of inflation.

The Cash Flow Problem

Throughout the 1970s, monthly payments on new
level-payment, fixed-rate mortgages rose because
interest rates were rising. Continued high inflation
and rising incomes meant that these mortgage pay-
ments were paid in cheaper dollars and were a
smaller portion of income for the homeowner. But
the higher home prices were also pushing up initial
mortgage payments. Coupled with higher interest
rates, these rises strained the immediate ‘‘cash
flow™ of financial resources for the homebuyer. In
fact, many families are not able to afford to buy
homes because their incomes are not high enough to
qualify for financing. Figure 6.3 shows the initial
monthly payment on a typical new house as a per-
cent of median family income for the 1963-1980
period. This ratio passed 25 percent in 1978 and was
verging on 40 percent at recent interest rate levels.
This trend may begin to moderate soon as inflation
is brought down and interest rates follow, leading to
lower initial monthly payments. _

While Figure 6.3 provides evidence of in-
creases in monthly costs for homebuyers, compari-
sons of median new house prices and median in-
come tend to overstate the extent to which
households fail to qualify for financing a home. The
median priced newly built home is seldom pur-
chased by the first-time buyer. Such homebuyers
generally purchase lower-priced ‘“‘starter” homes,
which may or may not be newly constructed. In
addition, all comparisons of income with the costs
of conventional housing ignore the existence of
alternatives to conventional homes such as man-
ufactured homes, cooperatives, and con-
dominiums, which are often much less costly than

median-priced new conventional homes. Still, cash
flow remains a problem for buyers of all types of
housing.

The Commission considered several items that
serve to reduce the burden of monthly payments and
thus reduce the cash flow problem for homeowners.
Among these are the deductibility of interest and
property taxes for Federal income tax purposes and
new forms of mortgage instruments. These factors
and the associated Commission positions are ad-
dressed below.

Deductibility of Interest and Taxes

The Commission reviewed the current tax de-
duction for mortgage interest and property
taxes. It recommends that there be no changes in
the current system at this time. The Commission
also recognizes the broad scope of this issue and
recommends that any further analysis of this
topic be considered only within the context of a
thorough review of the U.S. tax system.

Tax benefits have had a positive impact on
promoting homeownership. These advantages re-
sult from the deductibility of mortgage interest and
property taxes, along with the fact that the imputed
rental value of a home need not be reported as
income. When the net effective costs of home-
ownership are calculated (as in Figure 6.2), it is
apparent that they have reduced the effective
monthly costs of homeownership.

It should be clear that the deductibility of mort-
gage interest and property taxes is not limited to
owner-occupied housing. All interest payments and
most taxes are deductible, whether related to hous-
ing or not. Moreover, owners of rental housing not
only deduct interest and taxes from gross rental
income but also have other tax advantages not ac-
corded homeowners, such as deductibility of de-
preciation. Were it not for these provisions in the
Interal Revenue Code, rents would be higher, and
renters adversely affected. Although renters do not
personally take deductions for property taxes and
mortgage interest, they generally benefit from these
provisions, because market forces translate these
deductions into lower rents. In fact, some renters
benefit from the current system more than if they
were able personally to deduct their share of the
landlord’s deductions (instead of the landlord taking
the deductions). Income tax deductions are useless
to those who find the standard deduction more
favorable, or who pay little or no income tax. Both
renters and homeowners benefit from the tax laws,
reflecting the importance of decent housing as a
national goal.

The total dollar value of the tax incentives for
homeownership is considerable. The Congressional
Budget Office estimated the tax revenue loss for the
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Figure 6.3
In%tial Monthly Mortgage Payment Burden for a Constant-Quality Housing Unit
(New Houses, 1963-1980
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mortgage interest deduction at $19.8 billion in 1981,
and the revenue loss for the the deductibility of
property taxes at $8.9 billion in that year; these tax
losses were projected to more than double by 1986.2

Moreover, most of the tax benefit goes to
middle- and upper-income taxpayers. The Congres-
sional Budget Office estimates, for example, that
the 63 percent of taxpayers with incomes below $20
thousand in 1981 received only 7.6 percent of the tax
savings from mortgage interest tax deductions. It
should also be noted that this characteristic is not
unique to homeownership, but applies to any deduc-
tion from income tax liability.

In addition to the tax advantages of the deduct-
ibility of interest and taxes, homeowners receive
liberal tax treatment of the capital gains generated
by house appreciation. If a home of equivalent or
greater value is purchased within two years of the
sale of the previous residence, no capital gains tax is
incurred. Once a taxpayer reaches 55 years of age,
up to $125,000 of capital gains from the sale of a
home may be excluded from taxable income. The
effect of these various tax provisions has led many
households to become homeowners, and has induc-
ed homeowners to invest more capital in their
homes.

In order to maintain strong and continued sup-
port for homeownership the Commission recom-
mends that the deductibility of mortgage interest be
maintained. The social, economic and political sta-
bility inherent in homeownership is an important
offset to the revenue losses noted earlier. The Com-
mission did consider alternatives to the current
mortgage interest deduction, such as converting the
deduction to a tax credit, limiting the deduction
through some type of cap, or weighting the deduc-
tion to provide greater benefits for first-time home-
buyers. While these alternatives deserve continued
study in the future, any change in this incentive
'should only be considered as a part of a thorough
review of the effects of the tax system on the alloca-
tion of the nation’s capital resources among compet-
ing investment demands.

Alternative Mortgage Instruments

In periods of high and volatile inflation, the standard
long-term, fixed interest rate mortgage instrument
presents a problem for the homebuyer. Since its rate
is fixed for the long run, lenders will attempt to
build into the rate a premium for what they expect to
be the course of inflation. This protects the lender’s
capital. High inflation thus is associated with high
mortgage rates. This means that homebuyers who
use the standard, fixed-payment mortgage have to
allocate a high portion of their income to mortgage
payments in the early years of homeownership, and
the burden of high monthly payments is severe.

However, if the income of the buyer rises over time,
the ratio of the monthly payment to income de-
creases and the cash flow burden declines. The
result is that mortgage payments levy the heaviest
burden when they are least affordable, and present a
serious problem to the borrower in the early years of
a mortgage. Alternative mortgage instruments can
address this problem, “‘tilting”’ the stream of mort-
gage payments by providing lower payments in the
beginning and higher payments later, thus more
closely matching income patterns. One attempt to
provide a better match is the Graduated Payment
Mortgage, which offers smaller payments in the
early years of the mortgage in return for increased
payments later.

Section III of this report discusses alternative
mortgage instruments as they relate to borrowers
and lenders. In particular, the Commission would
like to see the private sector develop new mortgage
instruments that reduce initial payment levels to
borrowers while providing lenders some protection
against inflation. Three instruments are noted as
deserving particular attention: (1) a graduated-pay-
ment, adjustable-rate mortgage; (2) a dual-rate
mortgage (incorporating a lower payment at the
outset and possible negative amortization); and (3) a
growing equity mortgage. These three mortgage
instruments are discussed in detail in Chapter 11.

Another form of mortgage instrument, which
offers the possibility of homeownership to house-
holds that otherwise do not have sufficient cash
flow, is the shared-appreciation mortgage (SAM).
With a SAM the homebuyer agrees to share the
property’s appreciation with the lender in return for
an interest rate somewhat below market. One result
is lower monthly payments. However, this form of
mortgage is not without drawbacks and risks. At the
end of a designated period, such as 7 or 10 years, the
homebuyer must refinance or pay off the portion of
the increased value that has been given up. Thus,
mortgage payments may increase sharply at some
point in the future, and a family may not have
sufficient cash flow to meet these payments, neces-
sitating sale of the home. This hazard is increased if
interest rates are high at the time of refinancing.

% The Tax Treaiment of Homeownership, Congressional Budget
Office, September 1981, p. 7. In addition, owners of homes
and other consumer durables derive benefits (in-kind income)
from the use of these assets, which are not recognized as
income for tax purposes. Owner-occupied housing generates
the largest of these forms of “‘income,’” which may be termed
net imputed rental income—the gross rental value of the home
minus the deductions that could have been taken if it were
rented. Potential gains in Treasury revenue from taxing im-
puted net rents from homes were estimated at $14 to $17 billion
in 1979. See John C. Simonson, ‘“‘Existing Tax Expenditures
for Homeowners,” unpublished paper, U.S. Department of
Housing and Urban Development, July 198I.
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Even so, the family will have gained a portion of the
appreciated value of the home, which may provide a
substantial downpayment on another home. It is
essential that a household enter into this type of
mortgage only if both the advantages and the risks
are fully understood.

A similar idea that deserves attention is shared-
equity financing, in which investors other than the
homeowner pay part of the downpayment and, if
necessary, a portion of the debt service (monthly
payments). In return, the investor gains tax advan-
tages including depreciation, plus a share of the
home equity. (This type of mortgage has increased
in popularity since the 1981 tax law improved the
depreciation benefits for residential as well as com-
mercial property.) Under these arrangements, the
occupant trades partial ownership in the property
for lower monthly payments.

The Downpayment Problem

High house prices are invariably associated with
high downpayments. Even if a household has an
income sufficient to qualify for a high-rate mort-
gage, it must accumulate sufficient capital to
provide the downpayment on a house. The problem
of the downpayment may be mitigated, at least in
part, by mortgage insurance, either private or
Federal. If the mortgage debt is insured, lenders
will allow borrowers to make a lower downpay-
ment, since they need less protection in the form of
buyer equity. Although it usually leads to slightly
higher monthly payments, mortgage insurance,
public or private, can provide significant help in
overcoming the hurdle to homeownership repre-
sented by the downpayment. Another approach is to
encourage would-be homebuyers to accumulate a
downpayment by means of tax or other form of
incentives. Each of these approaches is discussed
below.

Mortgage Insurance

In order to assure the safety of home mortgage
loans, lenders typically require downpayments in
the amount of 20 to 25 percent of purchase price, so
that in the event of default an uninsured loan could
be repaid with the proceeds of the sale of the proper-
ty. This large downpayment can constitute a consid-
erable barrier to first-time homebuyers; mortgage
insurance substitutes for this lender-required *‘equi-
ty shield” and allows for much smaller downpay-
ments. While the default risk for an individual loan
with a smaller downpayment cannot be borne by an
individual lender, the risk can be spread among a
number of such loans by mortgage insurance com-
panies, and loans with downpayments of 10 percent
or less become feasible. Thus mortgage insurance
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provides, and should continue to provide, a signifi-
cant vehicle for lowering the downpayment barrier.

The Federal government has played an impor-
tant role in this area with the mortgage insurance
and guarantee programs of the Federal Housing
Administration (FHA) and the Veterans Administra-
tion (VA). During the Great Depression, private
mortgage insurance disappeared because of falling
housing prices, widespread defaults and fore-
closures, and the overall state of the economy. FHA
revived the notion of mortgage insurance and en-
couraged the use of the fully amortized, long-term
mortgages with moderate down payments—gener-
ally averaging 5 percent down, but sometimes as
low as 3 percent—thus improving the opportunity
of homeownership for many American families.

The lesson of FHA was learned by the private
sector. Since the late 1950s private mortgage insur-
ance (PMI) companies have returned as a significant
force in the housing market and have been an impor-
tant factor in allowing lower downpayments. The
typical form of private mortgage insurance is 90/20:
the loan is restricted to 90 percent of the value of the
property, and the top 20 percent is insured against
default. Thus private mortgage insurance com-
panies allow for downpayments of 10 percent (and
sometimes less, under alternatives to 90/20). By
offering mortgage insurance with less than 100 per-
cent coverage and by charging lower premiums than
FHA, the private mortgage companies have been
able to replace FHA insurance in many cases.

Chapter 12 will discuss the relationship of
FHA to the private mortgage industry and outline
the Commission’s recommendations in this area. In
general, the Commission calls for a continuing role
for FHA, but with FHA complementing rather than
competing with the private market.

Downpayment Assistance for First-Time
Homebuyers

The Commission has reviewed a number of alter-
natives to assist the first-time homebuyer in ac-
cumulating a downpayment. It finds the evi-
dence concerning costs and benefits of these al-
ternatives to be inconclusive. Further evaluation
is appropriate, and the Commission recom-
mends that three options discussed below be for-
warded to the President for full review as to their
cost and incremental impact.

If the downpayment necessary for homeowner-
ship cannot be reduced enough, the potential home-
buyer may need assistance to accumulate the down-
payment more rapidly. The exemption from tax of
savings earmarked for home purchase and the inter-
est earned on those savings, for example, provide
both an inducement to save and greater rewards to



saving than under current arrangements. As part of
its investigation into ways of encouraging home-
ownership, the Commission considered the use of
the tax system.

An incentive for first-time homebuyers to ac-
cumulate a downpayment might take three forms—
a separate system of individual housing accounts
(IHAs) with contributions eligible for an income tax
credit; a separate system of IHAs with Federal
matching of contributions to the account; or the
modification of the existing individual retirement
account (IRA) program so that funds in these ac-
counts could be withdrawn for first-time home pur-
chase. Each option would provide a subsidy for the
first-time homebuyer, and each has advantages and
drawbacks.

Beginning in 1982, the IRA program allows
participation by all wage and salary earners—an
almost universal eligibility. This program has im-
portant implications for the establishment of a sepa-
rate [HA program. For lower-income families,
IHAs would compete with IRAs for savings, while
for higher-income families, they would offer addi-
tional tax incentives. The key question is the extent
to which potential IHA contributors would also be
IRA contributors. With little overlap, opening up
IRAs for downpayment purposes would differ little
from a separate IHA program with deductible con-
tributions and tax-exempt interest on the account.
With substantial overlap, the tax revenue implica-
tions and the effect on homeownership may differ
considerably from a separate IHA.

Option 1. A separate system of individual
housing accounts, with contributions eligible for a
credit against Federal income taxes, and with inter-
est on the account tax exempt.

The general features of this option inciude a tax
credit for the contribution, tax-exempt interest, and
a penalty if the account were used for other pur-
poses. Compared with a deduction for contributions
to the IHA, a tax credit provides greater incentives
to moderate-income households, who are more
likely to need assistance in acquiring a downpay-
ment. A deduction, which necessarily confers
greater benefits on those with higher income, would
not be as well targeted. A typical IHA program
might include provisions such as the following: the
program would allow individuals to contribute up to
$1,500 annually ($3,000 for a couple) to an ac-
count, this contribution forming the basis for a tax
credit of 25 percent of the contribution. Those not
currently owning a home, and who have never had
an [HA in the past, would be eligible to open such
accounts, which would terminate when a home
were purchased (or after 10 years if no home were
purchased). Withdrawals for purposes other than

home purchase would be taxed as ordinary income,
plus a 10 percent penalty.

One advantage of a separate IHA is that it
might appeal to a group different from those saving
for retirement, who are attracted to the IRA pro-
gram. This was the consensus of experts who testi-
fied before the Commission’s Task Force on Home-
ownership. A distinct IHA program is able to use a
tax credit on contributions, compared to the IRA,
which allows contributions to the account to be
deducted from income. The IHA with the tax credit
feature would be less attractive to higher-income
taxpayers than would a deduction, but more attrac-
tive to those of moderate income, as previously
discussed. Also, the percentage that is allowed for
the credit can be adjusted to balance the issues of tax
revenue loss and incentives to homebuyers.

Expert opinion is divided on the economic
effects of [HAs, that is, the extent to which they
permit additional families to become homeowners
as opposed to providing subsidies to those who
would have bought homes anyway. Clearly, some
portion of the tax subsidy would go to those not
needing an inducement to homeownership, par-
ticularly among higher-income households. For
several years, Canada has had a similar program,
known as the Registered Home Ownership Savings
Plan (RHOSP). This program permits the deduction
of up to $1,000 per year from income for deposits
into RHOSPs, which are open to anyone not cur-
rently owning a home. The increase in homeowner-
ship in Canada since the beginning of the RHOSP
program has been roughly equal to the trend in the
United States, which has no such plan.’

Although opinion is divided on the impact of
an IHA program on homeownership, estimates of
revenue loss to the Treasury for current IHA pro-
posals are much more in agreement. These esti-
mates are based on different proposals, but if adjust-
ments are made to account for differing amounts of
contributions allowed, an IHA with deductible con-
tributions of $1,500 per year ($3,000 per couple)
would probably cost between $2.5 billion and $4
billion per year after the program had been in exis-
tence for a few years. Table 6.1 compares these
estimates, of which only Weicher’s takes account of
the “‘universal IRA”’ system now in place. The IRA
system will tend to reduce the revenue cost of the
IHA, because more [HAs would be opened than if
there were no IRA in existence.

All of the above estimates are based on contri-
butions that are deductible from income, and there-
fore may overestimate the revenue impact associ-

? See John C. Weicher, ““The Individual Housing Account: In-
ferences from the Canadian Experience” (Washington, D.C.:
The American Enterprise Institute, February, 1982).
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ated with the tax credit recommended under Option
1. The Urban Institute compared the effects of a 25
percent tax credit to the deductible contributions
evaluated in Table 6.1. As would be expected, there
was a considerable redistribution of benefits toward
those of lower income, but the overall impact was to
reduce revenue losses by about 7 percent per year.

Table 6.1

Tax Revenue Costs of an IHA With
Deductible Contributions of $1,500 Per
Year ($3,000 per Couple)

(in Billions of Dollars)

First
Year Long Run

Impact  Annual Cost

National Association of

Homebuilders' — 2.8
Kenneth Rosen? 0.6 3.0
Division of Housing

Finance, HUD? — 4.5
Urban Institute® 2.0 over 3.0
John Weicher® 2.1-2.8

! Testimony of Frank Napolitano, Homeownership Task Force,
Dec. 3, 1981,

* Paper prepared for the Committee on Housing Programs, 1981.

* Based on estimates by Robert Buckley, prepared in [977.

* From the paper entitled ‘“The Desirability of Individual Hous-
ing Accounts,” by John Tuccillo, July 1981.

* From the paper entitled ““The Individual Housing Account:
Inferences from the Canadian Experience,” by John C.
Weicher, February 1982.

Option 2. A separate system of individual
housing accounts, with contributions made from
income after taxes to be matched directly on a one-
to-four basis using appropriated funds from the
Federal government, and all interest on the account
Sfully taxable.

This option is a version of Option 1, but with
two important differences: interest on the account
would be taxable, reducing the tax expenditure of
this option; and instead of a tax credit, a depositor
would receive a grant from the government paid
directly into the account.

Because Option 2 calls for appropriations, it
could be restricted to some fraction of those who
would respond to an entitlement program, although
with the attendant problem of rationing the match-
ing grants. As aresult, the budgetary cost could be a
fraction of that implied by Option 1. Even if Option
2 were proposed as an entitlement program,
however, the options differ after the initial contribu-
tion, because Option 2 calls for taxable interest as
opposed to the tax-exempt interest of Option 1. This
feature would eliminate any tax revenue losses asso-
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ciated with the IHA and reduce the overall cost
substantially. The total cost to the Federal govern-
ment is estimated at less than half of the amounts in
Table 6.1. At the same time, fewer households
might participate, because the benefits would be
lower. Compared with Option 1, this approach
focuses benefits more closely on those in need of
homebuying assistance, because it is less likely to
appeal to high tax-bracket households.

Option 3. Allow tax-free use of funds from
individual retirement accounts for the purpose of
applying these funds to the downpayment on a first
home.

Under this option, first-time homebuyers
could make tax-free “ withdrawals” from their IRAs
and apply these funds to their downpayment. (This
downpayment might be construed as an allowable
IRA investment subject to repayment at sale.) The
effects of this option on homeownership and tax
revenue losses depend on the extent to which poten-
tial IHA holders would be IRA holders under the
current legislation. Some time will pass before the
extent of IRA participation is known, because the
full effect of the first year will not be recorded until
April 1983.

At one extreme, if potential IJHA participants
are a different group from IRA holders, the eco-
nomic effects and the tax revenue effects would be
approximately the same as a separate JHA with
deductible contributions as shown in Table 6.1. At
the other extreme, if all potential IHA holders
would otherwise participate fully in the IRA pro-
gram, the loss in tax revenue would be negligible.
The withdrawal would reduce the tax basis of the
house, increasing the capital gains subject to taxa-
tion if the house were sold and not replaced with
another home purchase. Under the JRA as it now
stands, withdrawals would be taxed as income,
but at postretirement rates (if withdrawn after age
59%2). Also, this taxation would occur many years in
the future, so that its effect may be similar to the tax
on the capital gains on a dwelling.

The overall effect of this option on inducing
homeownership is harder to estimate than a separate
IHA. Experts differ in their assessments of this
impact, because these assessments are based on
evaluations of the separate IHA, modified by uncer-
tainty about the use of the IRA program for home
purchase.

The main advantage of this option is its relative
simplicity. It would require fewer legislative and
regulatory changes than a new system of IHAs,
although substantial changes would still be re-
quired. The IRA system is already established, and
modifications of this system would be easier than
developing a whole new set of rules and regulations.
The primary disadvantage of Option 3 is that the




incentive (deduction of deposits from income for
tax purposes) is more valuable to higher tax bracket
households and does not target benefits to those of
moderate income.

The estimates in Table 6.1, with the exception
of those made by Weicher, do not account for the
existence of the ‘“‘universal IRA” system now in
place. It is likely that the use of the IRA system for
home purchase would involve lower revenue costs
than those shown in the table. To the extent that an
overlap would occur between IHA and IRA holders,
use of the IRA for home purchase would result in
lower tax revenue losses.

Before turning to possible explicit Federal help
for homeowners in saving for downpayments, it is
important to recognize three factors that have re-
duced the real return to savings and that have exacer-
bated the problem of saving for downpayment.
These factors are (1) nominal returns to passbook
savings in thrift institutions have been held to levels
below what they would have reached as market
interest rates have risen with inflation; (2) marginal
tax rates paid on all kinds of income increased as
taxpayers were pushed into higher tax brackets by
inflation; and (3) even though part of the interest
paid on any savings is partly an adjustment for
inflation, the full amount of the interest is taxed as
though all of it were real income. The first two of
these have been at least partly corrected: Interest
rate ceilings on rates depository institutions may
pay are scheduled for eventual elimination, and the
Economic Recovery Tax Act of 1981 eliminates
future increases in marginal tax rates on ordinary
personal income that might otherwise have occurred
with inflation.

New Forms and Reduced Cost of

Homeownership

The potential for lowering the overall cost of a
home, thereby reducing the cash flow burden and
the downpayment constraint, should not be over-
looked. Many alternatives to traditional home pur-
chase have become quite popular in recent years,
including condominiums, cooperatives, and man-
ufactured homes (also known as mobile or modular
homes)—all of which provide flexibility and possi-
bly lower costs for homeownership.

Housing quality has increased dramatically
over time; home sizes have increased and amenities
have proliferated. However, the rise in current cash
costs of homeownership may indicate the appropri-
ateness of smaller homes or houses built simply and
designed for future expansion or improvement. An-
other alternative to reduce the cost of housing is the
factory-built manufactured house. Certainly the
market for low-cost new housing is dominated by

manufactured housing, and no discussion of the
cost of housing or the availability of homeowner-
ship is complete without a discussion of that form of
home.

Manufactured houses, though, are not the only
means of reducing the costs of homes. Con-
dominiums and cooperatives allow the potential
homebuyer the option of purchasing a smaller, full-
amenity home at relatively modest cost; and home-
steading provides access to relatively large dwell-
ings that have few amenities. One problem with
these forms of homeownership is that legal and
regulatory barriers have restricted their use for
homeownership. Finally, there is the nagging suspi-
cion in the minds of some prospective homebuyers
that small, inexpensive, or partially equipped
houses are shoddy and will not endure. One way of
addressing these doubts is the use of homeowner
warranties—a program widely used by the private
SECtor.

In discussing new forms of homeownership,
this chapter will examine four areas: condominium
and cooperative housing, homesteading, manufac-
tured housing, and warranty insurance on new
homes.

Condominium and Cooperative Housing

The Commission recognizes the property rights
of owners of rental housing and the substantial
benefits to the individual and the community of
the homeownership opportunities created by
conversion to condominium and cooperative
ownership. The Commission has also considered
the concerns of tenants affected by such con-
version, including the needs of low-income el-
derly households. On the basis of this analysis,
the Commission supports conversion to con-
dominium or cooperative ownership and op-
poses undue restrictions thereon.

Conversion of multifamily units to coopera-
tives or condominiums enables many people to be-
come homeowners who otherwise would not have
this opportunity. The Commission believes that
homeownership is beneficial not only for those who
occupy the units, but also to the community as well.
The substantial numbers of units that have been
purchased under this form of ownership provides
evidence of public awareness of the benefits. As the
size and nature of households change, the attraction
to condominiums and cooperatives is expected to
grow.

There are, however, conflicting interests here.
The Commission believes that potential home-
buyers must continue to be served by the conversion
option. Public policy must also protect the rights of
apartment owners to dispose of their property. At
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the same time, the Commission recognizes that
there may be important social consequences for
those low-income tenants, particularly the elderly,
who cannot afford homeownership and therefore
must relocate. The Commission supports govern-
mental policies that permit owners to convert while
protecting tenants against undue disruption. Public
policy should not interfere with free choice in the
marketplace. The recommendations here are in-
tended to allow conversions in response to market
pressure.

Nationwide, 366,000 rental units were con-
verted to condominiums and cooperatives during
the 1970-79 period; 71 percent of these conversions
(260,000) occurred during 1977-79. The number of
condominiums and cooperatives increased annually
through 1979, during which 135,000 units were
converted. Compared to the entire rental stock, the
number of conversions is relatively small (1.3 per-
cent). Although concentrated in larger metropolitan
areas, where conversions are roughly split evenly
between the central cities and the suburbs, some
evidence shows that the conversion phenomenon
may be increasing in smaller metropolitan areas.

The benefits of conversion to the community
as well as to homebuyers are considerable, but
many demands have been made for imposition of
government restrictions on conversions. One reason
is the concern that rental housing is being removed,
with adverse consequences to renters, who tend to
be lower-income people. However, the mere num-
ber of gross conversions overstates the impact on the
rental market. The conversion of rental units to
ownership coincides with a movement of renters to
ownership, which in large part is a voluntary move-
ment. In addition, many units are purchased by
investors and rerented. Therefore, some con-
versions do not represent reductions in the rental
housing supply. In fact, the HUD report on con-
dominium conversions indicated that the net impact
of conversion—the reduction in the stock of rental
housing relative to the number of remaining
renters—is 5 units or less per 100 preconversion
units.*

Although evidence indicates that most people
moving from converted buildings experience little
long-run hardship, the process of conversion can be
stressful—especially for the elderly. Although great
variation exists, tenants of converting buildings typ-
ically are given about 70-days notice to decide
whether to buy. Nearly three-fourths of those who
moved from converting buildings—but only one-
fourth of those who remained—have stated that they
felt pressured by the conversion experience.

In response to these concerns, by 1981 about
one-half of the States had taken at least limited
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action to regulate conversions, and about one in five
localities with conversions had adopted regulatory
ordinances. Such regulations include those de-
signed to protect tenants of converted buildings,
those intended to protect buyer/owners of converted
units, and those developed to preserve the supply of
rental housing and/or housing for low- and moder
ate-income households. The most common regula-
tions are those requiring advance notice to tenants
and granting them the right to purchase before the
units are offered to the public. Also common are
provisions designed to protect tenants from distur-
bance during conversion, to protect buyers against
possible unfair sales practices, and to provide assis-
tance in moving if necessary.

Aside from the various procedural safeguards
that might be afforded tenants during the conversion
process, consideration has been given by some
States—and should be given by all States—to re-
location assistance or in-place financial assistance,
in particular for the low-income elderly. Although
the Commission recognizes that equity considera-
tions may require this form of compensation, State
legislatures should determine the nature and amount
of such assistance, provided that any such require-
ments do not unreasonably constrain the right of the
owner to convert.

The Commission urges States to consider
favorably the adoption of conversion procedures
generally in accordance with those established in
the Uniform Condominium Act, with compara-
ble coverage for cooperatives.

The Commission finds that the model Uniform
Condominium Act (UCA), developed by the Na-
tional Conference of Commissioners on Uniform
State Laws, attempts to balance the rights of owners
to convert with the concerns of tenants about the
hardships brought on by conversion. The develop-
ment of the UCA involved extensive research, con-
sultations with affected parties, and much debate,
thus incorporating many diverse interests. It was
adopted by the National Conference in 1977, ap-
proved by the American Bar Association in 1978,
and transmitted to each State for consideration. To
date four States have adopted the UCA; many others
are considering its adoption.

Because the UCA covers certain aspects of the
condominium form of ownership that are not of
concern to the Commission, all aspects of the act are
not endorsed. However, the Commission agrees

¢ U.S. Department of Housing and Urban Development, Office
of Policy Development and Research, <“The Conversion of
Rental Housing to Condominiums and Cooperatives,” June
1980.



with the principles embodied in the UCA, in par-
ticular the following:

® There should be advance notice of con-

version to tenants, and advance notice of
eviction.
® Tenants should have the right of first refusal
for a reasonable period after conversion.

® Sale to a third party, at more favorable
terms, should be prohibited for a specified
period after notice of conversion.

® Buyer protections should include dis-

closures in a public offering of an engineer’s
report, outstanding building code viola-
tions, budget provisions, and legal docu-
ments.

® Buyer and tenant remedies should include

provisions concerning unconscionable
agreements or terms in contracts, punitive
damages, and class actions.

® Provisions for express and implied warran-

ties should be created.

® The buyer should have the right to cancel

the contract of sale within 15 days of receipt
of public offering or up to the time of sale,
whichever is later.

While the UCA provides these protections to
tenants, it also guarantees the owner the right to
convert, without tenant approval. Furthermore, the
UCA forbids local governments from using land-
use regulations to prohibit condominiums or from
imposing other restrictions that do not apply to
identical, noncondominium developments. Thus
the UCA represents a balancing of the interests of
owners and tenants regarding the conversion pro-
cess.

By using the term ‘‘undue’ restrictions in the
broad recommendations on conversion, the Com-
mission means to signal its opposition to require-
ments that would prevent landlords from undertak-
ing conversion, except for those limited require-
ments contained in the UCA and, where necessary,
reasonable provision for relocation of low-income
elderly tenants. The Commission is firmly opposed
to all other restrictions on conversion such as mor-
atoria and requirements to obtain tenant approval.

No model code comparable to the UCA pres-
ently applies to conversions to cooperative home-
ownership, although the National Conference is in
the process of developing one. The Commission
believes that similar protections for tenants and
rights of owners as found in the UCA are appropri-
ate in the case of cooperative conversions.

The Commission considered taking a position
on the question of insurance-backed warranties for
conversion projects. The concern was with the con-
verter who inadequately renovates or fails to dis-

close problem conditions. The Commission be-
lieves that an insurance-backed warranty system
would impose little burden on the legitimate de-
veloper while protecting buyers (and the reputation
of the industry) from the occasional ‘‘bad actor.”
However, the Commission believes that the con-
cemns of adequate disclosure and liability will be
sufficiently addressed under a law such as the UCA.
As discussed above, the UCA requires an engineer’s
report, certain express or implied warranties, and
other safeguards to the buyer. ’
In the sale or conversion of rental property,
disincentives to the seller should be removed.
The Commission further recommends that in-
centives be provided to facilitate sale of rental
housing to tenants, particularly when a substan-
tial portion are of low or moderate income. Re-
strictions on the types of income allowed cooper-
atives should also be relaxed to allow freer choice
of this form of homeownership.
condominiums and cooperatives may offer the best
opportunity for many renters to become home-
owners, especially if tenants can accomplish the
conversion themselves and cut down on their ac-
quisition costs. However, elements in the Federal
tax code and in Federal regulations discourage
owners from selling their rental units directly as
condominium units. Other tax provisions and reg-
ulations cause impediments to the organization and
operation of condominiums and cooperatives.
The Commission cites two examples of
changes in tax regulations that could facilitate and
encourage tenant conversions: (1) treatment of gain
from direct sales to tenants; and (2) revision of the
recapture provisions of the Internal Revenue Code.
The Code presently discourages owners from
selling condominiums directly by taxing such sales
as ordinary income, rather than at capital gains
rates. In effect, owners are treated as ‘‘dealers”’
rather than investors, and as such do not qualify for
capital gains treatment. The Code should be
changed to permit capital gains treatment for con-
versions by owners, and remove this barrier.
Under current law, when an owner sells a
rental building, the owner pays tax on the difference
between the sale price and original cost less de-
preciation taken. At least part of the accelerated
depreciation taken is taxed as ordinary income (re-
captured), while the rest is subject to the lower
capital gains tax rates. Providing owners with some
reduction in the taxes due upon sale to tenants may
encourage owners to consider tenant purchases of
their buildings as an alternative to outside sale for
developer-sponsored conversion, and selling a
rental building to tenants may stop the cycle of rapid
depreciation and tax loss on the converted building.
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Another incentive for owners to sell to a tenant
group 18 the “‘leasing partnership.” In a leaseback
agreement, owners enter into a partnership arrange-
ment with a tenant group—either a cooperative or a
condominium association—in which the part-
nership actually owns the property, receiving the
depreciation deductions, and then leases the proper-
ty to the tenant group, which acts as a co-managing
or general managing partner. The limited partners
have no management responsibilities, but receive
depreciation deductions. After a certain amount of
time, the property is sold to the tenants at an agreed
price.

A legal barrier exists, however, under current
tax regulations. The Internal Revenue Service (IRS)
considers that if a resale price is pre-set, the agree-
ment is a financing mechanism and the building
owner is functioning as a lender. Tenants would
benefit from an agreed purchase price, without
which they have no guarantee that the building
would not be sold at the end of the lease. An IRS
ruling that such an agreement would not impair the
tax benefits to a partnership could facilitate tenant
conversion and eventual purchase. Legislative au-
thorization might be necessary.

The homeowner deduction section of the tax
code for cooperative members (Section 216) re-
stricts cooperatives by limiting to 20 percent the
gross income that a cooperative corporation may
receive from sources other than its tenant members,
thus constraining the income that can be derived
from renting commercial space to uses such as
groceries, pharmacies, and day care centers. But
such space provides both useful neighborhood serv-
ices as well as potential income to reduce the effec-
tive housing costs for tenant shareholders. In some
cases, tax law has caused cooperatives to rent out
commercial space at below-market rents to avoid
violation of the 20-percent rule. There does not
appear to be a significant potential for tax abuse
should 50 percent be allowed, but to eliminate any
doubt, the IRS should adopt regulations to ensure
that the interest and tax costs are properly allocated
between residential and commercial facilities
owned by the cooperative.

Section 277 of the tax code—which requires
separation of membership and nonmember income
and expenses for social clubs and other membership
organizations, including housing cooperatives—
should be revised to permit interest income earned
on required reserves to be classified as membership
income for tax purposes. In some cases, coopera-
tives have removed reserve funds from interest bear-
ing accounts to avoid the reporting difficulties under
this requirement. This seems an unnecessary bur-
den, particularly for low-income cooperatives.

Various impediments to the financing of co-
operative purchase should be removed, such as
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(1) the lack of a secondary market for member-
ship share loans; (2) the failure to implement
FHA insurance on membership share loans; and
(3) the 30-percent cap on housing loans by the
National Consumer Cooperative Bank.

At present, neither the Federal National Mort-
gage Association (FNMA) nor the Federal Home
Loan Mortgage Corporation (FHLMC) provides a
secondary market for mortgage loans on individual
cooperative shares, which considerably restricts the
availability of such loans. In 1979, the Federal
Home Loan Bank Board changed its regulations to
permit savings and loan associations to issue loans
for cooperative share purchase on the same basis as
other real estate loans. Lenders have been slow to
implement this change, in large part because of a
lack of a secondary market for these loans.

Both FNMA and FHLMC provide secondary
markets for loans on individual condominium units,
but neither have implemented their authority to es-
tablish a secondary market for cooperative share
loans. Within the past several months, FNMA has
been considering the development of a program to
purchase share loans, but current legislation pre-
vents action by FHLMC without Congressional ac-
tion.

Section 203(n) is an FHA insurance program
for cooperative share loans. Although passed by
Congress in 1974, restrictions in the Department of
Housing and Urban Development (HUD) regula-
tions have limited its use. To facilitate acceptance of
cooperative share loans in a secondary market,
HUD should take the steps necessary to ensure full
implementation of Section 203(n). In addition, the
present statutory restriction of Section 203(n)—
limiting coverage to cooperatives where FHA in-
sures the blanket mortgage—should be removed.
The financing of shares in all cooperatives should be
eligible for FHA insurance, which should not be
tied to the remaining term of the underlying mort-
gage, as is the case presently.

When the National Consumer Cooperative
Bank was established by Congress in 1978, a cap of
30 percent (which becomes effective in 1985) was
placed on the amount of the Bank’s portfolio that
could be held in housing loans. On January 1, 1982,
the Bank became a private institution. The cap on its
housing loan activity should be removed so that the
Bank is free to operate in the marketplace like any
other prudent lender, without requirements to limit
its activity in any sector, and to meet the market
demand for cooperative housing loans.

Homesteading

The Commission endorses single- and multi-
family homesteading as a means of providing
homeownership opportunities to low- and mod-
erate-income renters.



HUD should continue to make available its
single-family properties, acquired by FHA default,
for use by local governments in homesteading pro-
grams. The various urban homesteading programs
have demonstrated the utility of providing home-
ownership by offering people the opportunity to
purchase abandoned and foreclosed properties. The
single-family homesteading program offered many
young families, who were renting, the opportunity
to become homeowners sooner, by trading mort-
gage payments for their own work to rehabilitate the
properties.

Multifamily homesteading would provide sim-
ilar opportunities for apartment renters to become
owners of either cooperatives or condominiums.
HUD should implement a wider program of home-
steading of its multifamily inventory for conversion
to cooperatives and condominiums. The use of ex-
isting buildings considerably reduces some of the
costs attendant to the creation of condominiums or
cooperatives, lowering the acquisition costs to the
tenants. Homesteading of multifamily buildings
could make homeownership options available to
lower-income people, including those presently re-
ceiving rental subsidies and those eligible for hous-
ing assistance payments.

The homesteading of multifamily properties,
however, is a more complicated and difficult process
than single-family homesteading and models must
be developed by wider experience and practice.
Among the problems that must be overcome are the
legal complexities in acquiring properties, the ar-
chitectural and engineering problems of rehabilitat-
ing large buildings, and the financing of cooperative
or condominium purchase, particularly for low-
income families. Even given all of these and other
potential difficulties, however, it is appropriate to
consider multifamily homesteading as a viable op-
tion when considering homeownership for low- and
moderate-income families.

The Commission further recommends that
HUD, in cooperation with local governments, take
the initiative to develop a policy of turning appropri-
ate government-held properties over to tenant coop-
eratives and condominiums, other nonprofit groups,
or other purchasers in order to encourage home-
steading. Section 246 of the National Housing Act
already authorizes HUD to develop a systematic
policy of assisting tenants in multifamily properties
to develop cooperatives. In some cities, HUD prop-
erties represent a substantial portion of existing
housing units under control of a single owner, af-
fording a significant opportunity for low-income
ownership. HUD has acquired more than 30,000
units through foreclosure and holds another
270,000 in buildings awaiting foreclosure, some of
which might be appropriate for a homesteading
program. In addition, there are nearly 10,000 HUD-

insured and subsidized multifamily properties
amounting to more than 1 million units. HUD
should require that appropriate properties be evalu-
ated for homeownership opportunities should they
become available.

Manufactured Housing

The nature of the manufactured housing industry
has changed remarkably over the past 40 years. At
one time, the standard unit produced was usually a
“house trailer,”” a small unit that could be towed
behind a medium-sized family automobile. As the
units became larger, they became known as mobile
homes, and innovations in manufacturing led to
larger ‘‘modular’ homes and ‘‘double-wide”’
mobile homes that were joined together at the site.
The “mobile home” designation became less and
less appropriate as such units were increasingly
installed permanently at the home site. As a result,
the term *‘manufactured housing” has come to des-
ignate what were once called mobile or modular
homes, whether or not permanently attached to a
site. More recently, large components of buildings,
such as entire walls, have been manufactured in
factories and shipped to the site for permanent in-
stallation. Such components, or the assembled
buildings, sometimes have been designated man-
ufactured housing. In this report, the term ‘““man-
ufactured housing” applies to dwellings formerly
designated as mobile or modular homes, whether or
not they are permanently attached to a site.

The Commission believes that manufac-
tured homes permanently attached to the land
qualify as real property and recommends that
Federal and State government and quasi-govern-
ment agencies provide the regulatory and legal
framework necessary to permit permanent
mortgage financing of such property on the same
basis as other real property loans.

Manufactured housing is a significant source
of affordable housing for American families, par-
ticularly first-time homebuyers, the elderly, and
low- and moderate-income families. Manufactured
homes accounted for almost 36 percent of all single-
family homes sold in the United States in 1981, and
for the vast majority of those sold for under
$50,000.

Manufactured housing has competed effec-
tively in a national housing market characterized by
a vast array of Federal credit programs, institutional
financing facilities, and regulations that favor con-
ventional housing competitors. However, special
limitations on the financing of manufactured hous-
ing continue to place serious inhibitions on what
could be a valuable and affordable source of hous-
ing for millions of Americans. The Commission
believes that the disincentives that now characterize
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the manufactured housing sector should be removed
in order to make full use of this resource.

Manufactured housing has undergone major
changes since the early 1970s: a new nationwide
construction code (1974), supervised by HUD, has
improved quality, durability, and safety; and
Federal credit insurance and guarantees have been
extended to manufactured housing in both FHA and
VA programs. Many of the remaining impediments
to a free choice of manufactured housing are the
result of Federal policies, while others are the result
of actions at the State and local levels. In Chapter
15, the Commission recommends removing zoning
provisions that discriminate against manufactured
housing.

The Commission’s recommendations are de-
signed to achieve reasonable parity for manufac-
tured housing finance with that made available for
conventionally built housing. Specific actions rec-
ommended by the Commission include:

® Implementation of FHA insurance and VA

guarantee programs for real property loans
for manufactured housing.

® Continued development of FNMA and

FHLMC secondary market programs for
such loans.

® Revisions in State and Federal regulations of

financial institutions to permit the use of
standard fixed-rate and alternative-mort-
gage instruments similar to those available
for conventionally built housing.

® Inclusion by the Department of Labor of

manufactured housing real property loans in
Employee Retirement Income Security Act
(ERISA) regulations that apply to mortgage
investment by private pension plans, and
similar inclusion in State regulations ap-
plicable to public pension plans.

® Review of Federal tax laws and regulations

to assure that manufactured housing real
property transactions are treated equally
with conventionally built housing transac-
tions—for both homeownership and rental
income investments.

With regard to manufactured homes that
are not attached to the land, more broadly based
access to the credit markets should be developed
for the financing of manufactured housing held
as personal property.

Special problems exist for the financing of
manufactured housing held and titled as personal
property separate from the land holding. This still
represents the dominant form of holding, largely
because discriminatory zoning often confines man-
ufactured housing to mobile home parks. (Of
course, mobile home parks also represent a free
choice for some.)
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Many Federal, State, and local policies and
programs favorable to housing—in areas such as
financial structure, regulation, direct and indirect
subsidies, and tax preferences—have conceived of
housing as existing only in the form of *‘real proper-
ty,” i.e., as structures permanently attached to land
under a single title. Thus, the public policy priority
for housing sometimes inadvertently fails to
provide even-handed access to financing, tax prefer-
ence, and location choices in cases where housing is
held and titled as personal property.

Specific actions recommended by the Com-
mission include:

® FHA and VA programs for manufactured

housing should be continued until private
sector insurance or guarantee programs are
developed.

® A secondary market for manufactured home

loans should be continued. Until private
sector alternatives are developed, GNMA
mortgage-backed securities program for
FHA or VA manufactured home loans
should be used.

® Private sector alternative personal property

financing mechanisms should be developed
similar to those evolving in the mortgage
finance area. When necessary, State and
Federal Jaws should be enacted or regula-
tions promulgated to permit use of these
new instruments.

® Manufactured housing personal property

loans should be eligible for investor bad
debt reserves (or mortgage interest tax cred-
it if enacted).

® Private mortgage insurers should develop

credit insurance for loans secured by liens
on manufactured housing titled as personal

property.

Warranty Insurance on New Homes
Congress should amend the law to require that
the present mandatory warranty protection on
newly constructed homes insured or guaranteed
by FHA, Farmers Home Administration, and
VA be administered through private sector pro-
grams, where adequate private programs exist,
provided they do not discriminate on the basis of
the homebuyer, neighborhood location of the
home, or other criteria irrelevant to construction
quality. The homebuyer should have the option
to decline warranty coverage on such newly con-
structed homes.

All home builders should consider offering
insurance-backed warranties as an option with
the sale of new homes.

Since 1954, the Federal government has re-
quired builders of federally assisted or insured



housing to provide buyers with a one-year written
warranty stating that the house conforms to the
builder’s plans and specifications. Ten years later,
HUD was authorized to compensate homebuyers
for major structural defects if a claim is filed within
four years of construction. VA received a similar
authority in 1968, and Farmers Home Administra-
tion (FmHA) received similar authority for claims
filed within 18 months of purchase. Since the
Federal warranty programs were established, the
private sector has developed insurance-backed war-
ranties that serve a large part of the new home
market.’

The largest of these programs is the Home-
owners Warranty (HOW), a mutual company owned
by its approximately 16,000 participating builders.
To date more than 923,000 new homes have been
covered by HOW, and more than 13,000 claims
filed, totalling $41 million—a frequency of 14.7
claims per thousand policies and an average loss per
claim of $4,000.

Under the HOW program, participating
builders purchase 10-year warranty/insurance on
newly constructed single-family homes, town-
houses, and condominiums. The builder warrants
the building to be free of defects of materials and
workmanship during the first year, and to be free of
other major defects for the first two years. If the
builder fails to perform its warranty obligations
during these first two years, HOW assumes the
responsibility. During years 3 through 10, HOW
insures the home against major defects.

In addition to HOW, other private and public-
insured warranty programs are in operation. The
Family Protection Plan, Inc., has been offered in
New Jersey and Pennsylvania since 1974. This pro-
gram accepts only large-scale builders with excel-
lent reputations. As of May 1980, the program had
approved only five builders, with coverage of about
800 homes.

New Jersey established a State-insured war-
ranty program in 1979. The State has authority to
collect insurance premiums and to raise premiums
as necessary to replenish the insurance fund. All
builders must register with the State and either

belong to the State program or to an approved
private plan, such as HOW. To obtain a building
permit, builders must show a registration card; there
are penalties for selling a home without a warranty.

The New Jersey model is directly applicable to
the present Federal warranty requirement for FHA-,
FmHA-, and VA-insured homes. Rather than itself
undertaking the necessary inspections, insurance
function, and other activities, the Federal govern-
ment could merely certify private warranty pro-
grams to undertake these tasks. However, to give
the homebuyer a free choice and possibly to reduce
the cost of the purchase of a new home, the Com-
mission recommends that under all types of warran-
ties, the purchaser be notified of the cost thereof
prior to purchase and have the option of accepting or
declining such insurance coverage. This provision
for voluntary coverage would replace the mandato-
ry requirements now contained in the various
Federal programs described above.

The Commission recommends that all home-
builders consider offering insurance-backed war-
ranties as an option with the sale of new homes.
Virtually all States have imposed (either judicially
or legislatively) an implied warranty of habitability
on builders and sellers of new homes. The insur-
ance-backed warranty is one way to make explicit
the terms of implied warranties. Coupled with a
dispute settlement system, this can save both
builder and buyer the costs of a protracted legal
dispute.

Given the strong demand for such warranties
by homebuyers, the Commission finds that the in-
surance-backed warranty may offer a marketplace
solution to a consumer problem that in the past has
led to calls for government action. The Commission
therefore urges builders to consider offering insur
ance-backed warranties as an option to their
customers.

5 For a full discussion of new home warranties, see Thomas H.
Stanton, ‘*Consumer Protection and National Housing Policy:
The Problem of New Home Defects,” Case Western Reserve
Law Review, Vol. 29, No. 3 (Spring 1979), pp. 527-549.
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CHAPIER 7

RENTAL HOUSING

Rental housing is an important source of shelter for
many Americans. Both the number and quality of
rental units have increased in recent decades. But
the rental housing market is suffering from high
interest rates and declining real rents. Given the
conditions that exist in this market and the projec-
tions of future trends in the market, the Commission
has formulated proposals that address the primary
problems confronting the rental housing market
while allowing local flexibility to deal with the
problems.

The Commission feels that primary emphasis
should be given to private market solutions to the
problems of the rental housing market. Rents have
been depressed in recent years, lagging the general
increase in prices as well as the specific costs of
construction and operation of rental units. If rental
housing is to be a viable form of investment, rents
will have to rise to cover increasing operating and
financing costs. But as higher income renters opt for
homeownership, those who continue to rent are
more likely to have difficulty paying higher rents.
Recognizing that rent increases may be particularly
burdensome to lower income households, the Com-
mission has recommended the adoption of a Hous-
ing Payments Program (Chapter 2) that is designed
to enhance the purchasing power of low-income
households and allow such households to function
more effectively in the private rental housing mar-
ket. Complementing the Housing Payments Pro-
gram is the proposed Housing Component of the
Community Development Block Grant program
(Chapter 2), which is designed to replace existing
categorical programs, and which gives the option to
local communities of augmenting rental supply by
upgrading existing units or through new con-
struction. A combination of income assistance,
Federal insurance, tax incentives, and block grant
funds creates support for private market provision
of rental housing.

This chapter provides a review of the current
status and outlook for unsubsidized rental housing.

In order to improve the functioning of the rental
housing market, several recommendations are of-
fered.
® In view of the market distortions caused by
rent control, the Commission recommends
eliminating or minimizing the extent of rent
control. States are urged to act to remove
local rent control and the Federal govern-
ment is urged to use its preemptive powers
to remove from rent control rental housing
financed by a lending institution whose de-
posits are insured by a Federal agency, and
rental housing financed by the Federal gov-
ernment or which has a mortgage insured or
guaranteed by the Federal government or its
agencies.
® Tax incentives for construction and re-
habilitation are proposed to provide for
more equitable treatment of rental housing
in the tax code.
® Related Commission analyses and rec-
ommendations regarding the rental housing
market are also discussed, including financ-
ing and mortgage insurance for multifamily
housing and regulations in such areas as
zoning, building codes, and condominium
conversions.

The Current Status of Rental

Housing

Rental housing plays a major role in the U.S. hous-
ing market, sheltering over one-third of all house-
holds. The vast majority of rental housing, over 88
percent, is not subsidized but provided by the pri-
vate market.' Private rental markets are dominated

' Michael Lea, Department of Housing and Urban Development,
Office of Policy Development and Research,Rental Housing:
Condition and Outlook(Washington, D.C.: U.S. Government
Printing Office, 1981). This paper is the basic source of the
empirical work in this chapter. Anthony Downs also contrib-
uted useful insight.
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by small-scale operators, with about 60 percent of
all rental units in structures with less than five units;
31 percent of rental units are single-family homes.

During the last decade many middle- and up-
per-income households have switched to home-
ownership; these households have higher incomes
than the typical renter. The remaining renter popu-
lation has been increasingly composed of younger
households, single individuals, and female-headed
households—all of whom tend to have relatively
lower incomes than the renter populations in pre-
vious years. The result is that, as a whole, the
current renter population has a relatively lower rent-
paying ability than in the past.

. Contrary to the perceptions of many, residen-
tial rents have not increased as fast as general prices,
consumer income, or operating and construction
costs for rental units during the past 20 years. It has
been estimated that real rent levels, on average,
have fallen about 8.8 percent in the past 20 years.?

While falling real rents have benefited housing
consumers, rent levels have not been high enough to
sustain new construction or maintenance of existing
properties in many areas. Lagging rents, coupled
with rising interest rates and operating costs, have
made refinancing of rental properties more difficult
and contributed to profitability problems in existing
rental housing. Rent control, while not the sole
cause of lagging rents, has contributed to the decline
in profitability of rental housing. This will be dis-
cussed in detail later in the chapter.

The lack of favorable financing available to
rental owners in the past has exacerbated the prob-
lems of rental housing development and operation.
In the late 1960s and early 1970s lenders offered
long-term fixed-rate mortgages at rates of interest
which failed to anticipate rising inflation. There-
fore, borrowers with such mortgages benefited from
after-tax interest rates which were near or below the
rate of inflation—real interest rates near or below
zero percent. Investors anticipated price apprecia-
tion due to the possibilities of converting rental
units to condominiums and through the growth in
demand for units in desirable areas. This, in turn,
persuaded investors to pay higher prices for rental
units than could be justified by their current eamn-
ings from rents alone. However, towards the end of
the decade, interest rates rose to reflect anticipated
inflation, which contributed to decreasing rates of
construction of rental units.

Tax benefits, principally accelerated deprecia-
tion, helped offset low net operating incomes be-
cause losses allowable for tax purposes benefit high-
bracket investors who shelter other income. Tax
benefits also are typically amplified through bor-
rowing most of the cost of each investment so that a
small amount of equity supports, or leverages, a
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large investment. Positive tax benefits of deprecia-
tion allowances and increases in property values are
multiplied because investors receive tax benefits
and capital gains on total value, including both
borrowed and equity funds.

The tax advantages to rental investment were
significantly improved by the Economic Recovery
Tax Act of 1981. The reduction in depreciable life
from an average of 30 to 35 years to 15 years will
increase the present value of depreciation benefits
by 50 percent for new rental housing and 35 percent
for existing rental housing. However, the tax Jaw
changes were even more beneficial to nonresidential
investment. The combination of increased nonresi-
dential investment demand and tight monetary pol-
icy may keep interest rates high and offset the
increased tax advantages for rental investment.

The tax benefits for low-income rental housing
may be significantly larger than those for con-
ventional rental housing. Low-income housing en-
joys a small advantage with a higher depreciation
rate and a potentially large advantage with the ex-
pensing of construction period interest and taxes (as
opposed to 10-year amortization for conventional
properties). The magnitude of this difference de-
pends on interest rates. The higher the construction
period interest rates are, the greater the advantage of
expensing. However, these tax advantages alone
have not been sufficient to overcome current high
interest rates and have not attracted capital to new
construction for low-income rental housing.

Outlook for Rental Housing

Rents may rise in the near future for several reasons.
Although the renter population became increasingly
concentrated in the lower end of the income dis-
tribution during the 1970s, this trend may be altered
to some degree in the 1980s if middle-income
households increasingly choose renting over home-
ownership. Unsubsidized construction is typically
targeted at middle-income groups; their increased
presence in the rental market would facilitate more
new construction. Further, renter demand should be
sustained during the next few years due to pressures
from new household formation. However, because
rents have increased more slowly than construction
and operating costs, rents will have to rise signifi-
cantly in order to generate new construction. Rising
rents also will generate increased supply from the
existing stock through division of larger properties
into smaller units, conversion to residential from

*See Ira S. Lowry, Rental Housing in the 1970: Searching for the
Crisis (Santa Monica, Calif: The Rand Corporation, 1982),
Appendix Table A.



nonresidential uses, and the rehabilitation and up-
grading of existing properties.

Both rental consumers and suppliers would
respond to rising rents. With rising housing costs,
household formation would be slowed, primarily
reflecting decisions by young people and the elderly
not to live as independent households. In addition,
there would be pressure to economize on space
generally, resulting in more splitting up of large
units and more construction of smaller units. Con-
version of nonresidential space into housing, re-
trieval of units temporarily removed from use, and
division of large units into a greater number of
smaller ones were very significant sources of rental
units in the late 1970s, as indicated in Chapter 5.

The factors that prompted a more intensive use
of the existing housing stock in the 1970s were the
rising real construction cost of new housing units
(including acquisition of land); the declining aver-
age household size (which triggered conversions
from single housing unit structures to multiunit
structures); and the greater returns on structures in
housing rather than industrial use (which induced
conversions from commercial to residential proper-
ties).

Other factors may influence the supply of new
rental housing in the next few years. Investors will
no longer benefit from low real interest rates caused
by unanticipated inflation. Lenders have adopted
new instruments that pass the interest rate risk to
borrowers, such as variable-rate loans and re-
negotiable loans. Lenders may also participate in
joint ventures, sharing the leverage benefits with the
other investors.

Production of new rental units depends cru-
cially on both rents and interest rates. Production of
new rental housing units may continue to be very
low in the near future because of high interest rates
and the continuing lag of rents far below levels
needed to support new building. The timing of new
construction depends upon how fast rents rise in
relation to construction costs and interest rates.

The desire of rental suppliers to produce or
upgrade units relies on their ability to charge higher
rents. For lower income households, ability to pay
will depend on the degree of assistance available to
meet rent payments. In this light, the Commission’s
proposal for assistance to low-income households
through a Housing Payments Program takes on spe-
cial significance. Without such assistance, local
pressure for rent control will intensify and landlords
will be reluctant or unable to pass on higher operat-
ing and financing costs in the form of higher rents.
Market shortages may appear in many areas, and, if
such conditions persist, the quality of the rental
stock undoubtedly will be diminished.

Several other potential obstacles interfere with

the private market’s ability to meet the demand for
rental housing. These obstacles are imbalances in
tax treatment of rental property which may act as a
disincentive for rental housing investment, the cost
and availability of financing and insurance for rental
investment, and regulations by local governments
(in addition to rent control) that inhibit new supply
or increase the costs of supplying rental units. The
Commission has addressed each of these obstacles
to the functioning of the private market.

Recommendations

In keeping with the discussion above, the Commis-
sion’s recommendations for rental housing will be
grouped into four areas: rent control, tax incentives,
financing and insurance, and regulation.

Rent Control

The Commission finds that rent control causes a
reduction in the quality of the existing rental
housing stock and discourages investment in new
rental property. Therefore, the Commission op-
poses, in principle, rent control at Federal, State,
and local Jevels.

The most evident interference in the ability of
the private market to supply rental housing is rent
control, which is now in use in over 200 cities and
affects a substantial percentage of the nation’s mul-
tifamily rental housing stock.’ Rent control is not
simply an attempt to protect lower income persons.
More generally it has been a device for redistribut-
ing inflation-induced capital gains from landlords to
tenants, regardless of tenant incomes. As rents rise,
pressure for the local regulation of rents will in-
crease from tenants of all income levels.

Rent control acts as a severe disincentive to
investment and mortgage lending and therefore in-
hibits the provision of rental housing in the private
market, a point forcefully made at the Commission
public hearings in Los Angeles, Washington, D.C.,
and New York. Frequently, it is not just the enact-
ment of rent control that deters rental investment;
even the discussion of potential enactment can
create a disincentive. Rental housing is a long-lived
commitment. Investors make decisions about new
construction or the rehabilitation of rental housing
based on their expectations. If investors anticipate
the future enactment of rent control, even in a rela-
tively nonbinding form, it will affect their predic-

* Thomas Thibodeau, “‘Rent Regulation and the Market for
Rental Housing Services’” (Washington, D.C.: Urban In-
stitute, November 1981), p.9; background paper prepared for
the Commission.
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tions about future income flows and expenses as
well as their decision to invest.

After rent control is enacted, landlords tend to
disinvest from their real estate ventures. This disin-
vestment either takes the form of conversion to
cooperative or condominium forms of ownership,
deferred maintenance, or, in extreme cases, aban-
donment. The Commission finds that rent control
causes a reduction in the quality of existing rental
housing stock and discourages the investment of
capital in new rental property.

Moreover, rent control essentially yields an
income redistribution from landlords to tenants by
implicitly taxing landlords for the benefit of tenants.
In general such a tax is inefficient and inequitable.
Rental property owners are often small-scale inves-
tors who do not have large financial resources. More
importantly, such a tax ignores the fact that individ-
uals can move to another area to avoid or take
advantage of local redistribution programs. Over
time, a tax on landlords in the form of rent control
will cause landlords and investors to leave areas
with rent control. The result will be a lack of new
construction and a deteriorating stock of existing
rental housing. In the long run, tenants lose. Ten-
ants may also move to try to take advantage of rent-
controlled units; this may create an excess demand
for controlled units and perhaps a black market
method of allocation. For example, a new tenant
may be required to buy furniture from the previous
tenant at a highly inflated price.

The Commission does recognize that there are
special circumstances in which rent control is war-
ranted. For example, in 1974 the Alaskan cities of
Fairbanks, Anchorage, and Valdez enacted rent
control to protect residents from dramatic rent in-
creases occurring as a result of the influx of workers
for the Alaska pipeline. The controls were termi-
nated when the pipeline was completed in 1977. By
contrast, New York City imposed rent controls un-
der “emergency” legislation passed in 1943. The
Commission finds such long term allegations of
“emergency’’ to be a serious abuse of the term. We
doubt that the original wartime conditions giving
rise to the legislative finding of an “‘emergency”
have persisted. The nature of an emergency which
gives rise to rent control should be periodically
reviewed. Only if this is done can rent control be
Justified as an explicitly short-term measure to pre-
vent excess profits from accruing to existing land-
lords. In most cases, the adoption and continuation
of rent control does not coincide with emergency
conditions and has deleterious effects on the hous-
ing market.

In order to discourage rent control, the Com-
mission recommends both State and Federal ac-
tions.
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State Actions.  The adverse effects of rent control
spread far beyond the boundaries of munici-
palities. Therefore, the Commission urges that
states pass legislation removing the power of
counties, cities, and all other local jurisdictions
to adopt ordinances controlling rents.

Rent control affects the operation of the private
housing market. If the private market is to provide
rental housing, it must be allowed to function in a
relatively unfettered environment. It is contradicto-
ry to rely on the private market to provide housing
and allow local regulations that unduly inhibit its
operation. In metropolitan areas, the housing mar-
ket frequently extends beyond the borders of the
locality adopting the rent control ordinances.
Therefore, rent regulation by one locality will have
spillover effects on the housing markets in neigh-
boring jurisdictions. The Commission opposes rent
control except when true emergencies exist as de-
fined by State legislatures.

The Commission considered a range of options
to deal with the rent control issue. The preferred
option is for the States and localities themselves to
resolve the problem without Federal involvement.
While some form of partial decontrol may succeed
at the local level, it is politically unlikely that many
localities with rent controls will deregulate. State
governments appear to be in a far better position to
undertake meaningful reform. Such reform has oc-
curred in a few States, principally Arizona, Colo-
rado, and Florida where they either deny localities
the power to enact and enforce rent control laws
(Arizona and Colorado) or limit the exercise of rent
control powers to apartments in the lower rent
ranges (Florida). New York State has enacted a
vacancy decontrol requirement for multifamily
housing that allows owners to raise the rents of
vacant units to so-called stabilized rent levels (an-
other form of control), although not necessarily to
market levels.

Wherever rent controls are allowed to con-
tinue, States should also be urged not to waste
Federal funds for housing in such communities.
Over the years the Federal government has made
substantial direct investments in grants and sub-
sidies for urban housing running well into the bil-
lions of dollars. During this same period the govern-
ment has witnessed the devaluing of some of these
investments and loans because of disinvestment by
owners and abandonment in areas with rent control.
For example, if Community Development Block -
Grant (CDBG) funds are used to rehabilitate rental
structures which later fail and go into default or are
abandoned as a result of rent control, the purposes
of the Federal investment are no longer met. These
funds could have been used more efficiently for
some other eligible activity, or by some other lo-



cality without rent control. A similar argument ap-
plies to use of other housing funds in places with
rent control. Problems of undermaintenance and
abandonment can be precipitated or exacerbated by
rent control, and the Commission considers it coun-
terproductive and inefficient to use limited Federal
funds to attempt to offset the effects of rent control
by subsidizing the rescue of abandoned buildings,
such as those held by municipalities after tax fore-
closure, or otherwise to put at risk these funds in
areas with rent control. States are therefore urged—
but not mandated—to allocate Federal resources to
purposes and in places where they are not exposed
to the effects of rent control.

Federal Actions. The Commission recommends
that the Federal government should preempt the
application of any State or local government rent
controls on rental housing financed by a lending
institution in which deposits are insured by a
Federal agency, and on rental housing financed
by the Federal government or which has a mort-
gage insured or guaranteed by the Federal gov-
ernment or its agencies.

Although the rights of States (and within the
power of States, localities) to control internal affairs
is essential to the American political arrangement,
those rights do not entitle States or localities to do
irreparable harm to Federal financial interests with-
in their boundaries.

A basic Federal interest involves its contingent
liabilities. In the case of FHA insurance, the Federal
government is prepared to step in and make good a
mortgage in foreclosure, either through use of the
insurance funds or, where necessary, Federal appro-
priations. The Federal government has therefore
acted to protect HUD insured projects, subsidized
and unsubsidized, by asserting preemption over the
application of local rent control ordinances to all
subsidized projects and on a case-by-case basis for
unsubsidized projects. The rationale is that rent
control should not interfere with the mortgagor’s
need to achieve a level of residential income neces-
sary to maintain and adequately operate the project,
which includes sufficient funds to meet the financial
obligations under the mortgages.* This assertion
has been upheld in the courts, and this right of
preemption should be exercised for all FHA-insured
loans as well as direct loans under the Section 312
rehabilitation loan program and the Section 202
elderly housing program.

A parallel form of Federal financial interest is a
loan made by a lending institution whose deposits
are insured by the Federal government. In this case
the Federal interest is in the continued viability of
the lending institution and the contingent liability of
the insurance funds of the Federal Deposit Insur-

ance Corporation (FDIC), the Federal Savings and
Loan Insurance Corporation (FSLIC), and the Na-
tional Credit Union Administration. Erosion of the
financial strength of federally insured institutions
because of bad mortgages would constitute an in-
creased risk of loss to the insurance funds. The use
of preemption to protect HUD-insured projects has
been established; the Commission recommends that
the preemption principle be extended to include
property on which loans are made from federally
insured institutions.

During public hearings, the Commission was
encouraged to terminate all Federal funding and
insurance and guarantees to those communities
with rent control laws. The Commission rejects the
use of such sweeping actions. The Commission
believes that only those Federal financial interests
which are placed at risk because of rent control laws
should be affected.

The proposed method of ameliorating the
effects of rent control would simply follow the
approach currently used by HUD to preempt the
application of such controls to subsidized, insured
projects. The Commission does not consider such
actions as inimical to the concept of federalism;
rather these actions are necessary to protect the
taxpayers’ interest in the responsible and efficient
use of Federal funds and to protect the financial
security of the loans made by federally insured
institutions. The Commission’s recommendation
would preserve the right of local communities to
continue rent contro] policies, but would exclude
from rent control all property on which loans are
issued by federally insured lenders or which has a
mortgage insured or guaranteed by the Federal gov-
emnment or its agencies. The benefit of this approach
would be to allow use of these mortgage-funding
sources and of Federal mortgage insurance and
guarantees for rental housing in rent control com-
munities without the lender and investor fearing that
their investment will be jeopardized by rent control
measures, without exposing lending institutions to
needless financial risk, and without the Federal
government incurring a higher risk of loss due to its
contingent liability position for insured funds and
mortgages.

Although the justification for this proposal
rests primarily on protecting the Federal govern-
ment’s contingent liability for insured deposits and
mortgages, the actual implementation of the recom-
mendation may require actions on the part of the
Federal regulators and insurers of financial institu-
tions, including the Federal Deposit [nsurance Cor-
poration, Federal Home |.oan Bank Board, Federal

¢ 24 CFR 403.
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Savings and Loan Insurance Corporation, Federal
Reserve Board, Comptroller of the Currency, and
the National Credit Union Administration. Regula-
tory agencies may already have the statutory au-
thority to implement such regulations. Should addi-
tional authority be needed the President should seek
such authority from Congress.

This recommendation would apply to new
mortgages created after the effective date of the
preemption regulations, and to existing mortgages.
However, for property covered by existing mort-
gages, a phase-in period of up to five years should
be provided to ameliorate potential problems of
sudden rent increases and tenant displacement. The
Commission recognizes that individuals in rent-
controlled apartments in some cities might face
hardship if rent controls were precipitously termi-
nated. A transition period, including immediate
vacancy decontrol when a unit is vacated, is appro-
priate. The nature of the transition must be tailored
to the form of rent control in place in each locality.
While a reasonable period of time would be needed
for transition, the Commission believes that no
more than five years should be allowed before full
decontrol is reached on all properties having mort-
gage loans issued through federally insured lending
institutions.

The Commission adopted this proposal in its
entirety, although two Commissioners expressed
reservations. One reservation was that Federal fi-
nancial interests in protecting regulated institutions
or the Federal liability for insured deposits are not
sufficiently direct to warrant the use of preemption.
Another was that the preemption should not apply to
existing loans, but only to loans issued after the
effective date of the preemption provision. If the
preemption applied only to such loans, which in-
clude many newly constructed buildings, the provi-
sion would be easier to implement and administer,
because many communities already exempt new
construction from rent control.

Tax Incentives
Expensing of Construction Period Interest and Taxes.
All rental housing should be eligible for expens-
ing of interest costs and taxes incurred during
construction. Section 189 of the tax code, which
requires 10-year amortization of these rental
housing expenses except for low-income housing,
should be suspended through 1984 to create an
incentive for all rental housing production.
Tax treatment of multifamily new construction
has important implications for the owner/de-
veloper’s equity position. Typically, new rental
housing projects are financed through a combina-
tion of mortgage financing and equity investment.
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The equity investment is frequently raised through
the sale of shares of a project by the developer to
outside or passive investors (limited partners). The
equity contributions of the passive investors are an
important part of the development incentive in that
the amounts invested (contributed to the part-
nership) may provide an immediate profit to the
developer. This happens when the amounts invested
exceed the cash needed for the project beyond the
mortgage loan. When a passive investor purchases a
share of a rental housing project, he or she pur-
chases a share of the tax benefits, net operating
income, and expected capital gains associated with
the project. The tax benefits for rental housing in-
vestment, primarily through accelerated deprecia-
tion, allow investors to shelter other income and are
a primary incentive for such investment. These
benefits are typically larger during the early life of
the project and act to somewhat offset the low cash
return during the construction period and early
“rent-up” period.

Prior to 1976, investors could expense (deduct
from current income) construction period interest
and taxes. The deduction of these expenses creates
an additional source of tax savings for individual
investors during the construction period. The 1976
Tax Reform Act eliminated this expensing of con-
struction period interest and taxes for rental housing
but not for corporate property. Section 189 of the
Internal Revenue Code now requires that, except for
low-income housing, these costs be amortized over
a 10-year period, rather than deducted in the year
incurred. The 10-year spread of deductions has less
value to investors than when the expenses can be
claimed immediately as a deduction.’ This change
in the tax law may have contributed, along with
rising interest rates and decreasing effective de-
mand, to the decline in rental production during the
latter part of the 1970s. Restoration of the pre-1976
tax treatment of construction expenses would in-
crease the after-tax return on new rental housing
investment, provide comparable treatment for cor-
porate and residential development and therefore
provide an incentive at the margin for the produc-
tion of rental housing.

Expensing of interest costs will be more valu-
able in periods of high interest rates (since interest
costs are higher then) and offset part of the adverse
impact of the high financing costs. The Commission
believes that this aid is necessary to relieve the
current burden of high interest rates from rental

* An immediate tax savings of $1,000 can earn interest, and is
more valuable than a $1,000 tax savings occurring in the
future. That is, the present value of current year expensing
exceeds the discounted value of the same dollar deductions
stretched out over 10 years.



production. The Commission recommends that
through 1984 all rental housing should be eligible
for expensing of interest costs and taxes incurred
during construction. The need for this incentive
should be reexamined at that time.

The cost to the Treasury of this incentive likely
will be small, and will be offset by the benefits of
the incentive. Estimates based on rental housing
production and interest rate assumptions as of
mid-1981 by the Joint Committee on Taxation indi-
cate that the net revenue loss (difference in dis-
counted present value) will be modest. The Com-
mittee estimated that if a general exemption had
been made effective as of January 1, 1982 with no
sunset provision, revenue losses (in present value
terms) would be $113 million in fiscal year 1982 and
range between $225 million and $260 million
through 1986. These estimates will vary with as-
sumptions made about the interest rate, production,
and length of construction period.

Changes in the tax treatment of construction
period interest and taxes will primarily affect new
production. Another element of the tax code, the
granting of tax credits for rehabilitation of real es-
tate, affects existing housing, and if left unchanged,
may act as a disincentive to the rehabilitation of
rental, as opposed to commercial, structures.

Rehabilitation Tax Credit. Owners of residential
rental structures should enjoy the same invest-
ment tax credit for rehabilitation expenses as
that for owners of nonresidential real estate.

Changes in the tax law in the Economic Recov-
ery Tax Act of 1981 provided for special investment
tax credits for the rehabilitation of commercial
structures. Specifically, the tax code allows for 15
percent credit for structures at least 30 years old, 20
percent for structures at least 40 years old and 25
percent for certified “‘historic’’ structures. Other
than historic structures, existing residential struc-
tures do not qualify for this credit. The unequal
treatment of residential and commercial structures
may be detrimental to the preservation of existing
rental housing.

An extension of the nonresidential rehabilita-
tion tax credit to ordinary rental housing would
provide an appropriate, broadly available incentive
for investment in rental housing. This incentive
would further encourage rehabilitation to be under-
taken with funds from the Housing Component of
the Community Development Block Grant pro-
gram. In addition, it would provide a more gener-
ally available incentive to upgrade residential prop-
erty than the accelerated depreciation allowed under
Section 167 (k), which is limited to structures oc-
cupied by low-income tenants.

An additional rationale for Federal support of
existing rental housing exists with respect to the
benefits associated with preservation of the rental
stock. The problems of abandonment are well
known and documented. Not only does abandon-
ment affect residents within a building but it also
affects the safety and well-being of neighboring
residents and the financial investments of neighbor-
ing property owners. Abandonment also frequently
endangers Federal investments in low-income areas
and may lead to increased municipal expenditures
to maintain or demolish abandoned structures. A
rehabilitation tax credit, by providing an incentive
for upgrading existing units, may reduce some of
the problems associated with residential decay and
abandonment.

The Department of the Treasury has calculated
the increase in project value provided by an exten-
sion of the nonresidential rehabilitation tax credit to
rental housing. The increase in value resulting from
the rehabilitation tax credit, like that for all tax
credits, is largely insensitive to the tax bracket of the
investor, so long as the investor’s tax liability ex-
ceeds the credit, but is sensitive to the amount of
rehabilitation undertaken. For a project in which
rehabilitation costs equal the value of the original
structure (the smallest qualifying rehabilitation ex-
penditures under the commercial portion of the 1981
act) the 20 percent credit raises project value 6 to 7
percent. For a more substantial upgrading, where
rehabilitation costs are three times the original
structure value, the 20 percent credit raises project
value 9 to 12 percent. Incentives of these magni-
tudes should be large enough to encourage the up-
grading of deteriorating rental housing.

Because the gain in project value arises from
reduced tax liability, the loss of Federal tax revenue
approximately equals the gain in the project value.
Thus, in the above case where rehabilitation costs
equal the value of the original structure, revenue
losses to the Treasury would amount to about 6 or 7
percent of total project value. (Revenue losses and
value increases cannot be calculated simply as the
amount of the tax credit, because other tax advan-
tages, such as accelerated depreciation, are reduced
by use of the credit.) Most, but not all, of the
revenue loss occurs in the year the rehabilitation
takes place. Total revenue losses to the Treasury
depend on how many qualifying rehabilitation pro-
jects are undertaken as well as the revenue loss per
project.

Preservation of the existing housing stock cre-
ates housing opportunities for citizens of all income
levels. In recent years, there has been a great re-
surgence in the upgrading and preservation of the
existing stock, particularly historic buildings.
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Historic Investment Tax Credit. The Commission
recommends that, as part of the certification
process for the 25 percent historic investment tax
credit, the Secretary of the Interior be author-
ized to exempt certified historic preservation
projects from the substantial rehabilitation test
and from the requirement that the building re-
tain at least 75 percent of the existing external
walls.

Recent changes in Federal tax law increase the
economic attractiveness of private rehabilitation
efforts in connection with historic structures. The
Economic Recovery Tax Act of 1981 provides sub-
stantial new incentives for rehabilitation of older
buildings. As of January 1, 1982, expenditures for
qualified housing rehabilitation efforts are eligible
for a 25 percent investment tax credit against the
owner’s tax liability when they take place in an
historic structure (of any type, including commer-
cial and residential property) certified by the Secre-
tary of the Interior.

The rehabilitation tax provisions include a test
for “‘substantial rehabilitation’” and a requirement
for retention of 75 percent of existing exterior walls.
In application, it has been discovered that both of
these tests have some unintended and undesirable
results, which disqualify some historic rehabilita-
tions or unnecessarily increase rehabilitation costs.
These problems have been recognized by Con-
gressional tax committees, and several solutions are
being considered. The recommendation contains
the solution recommended by the National Trust for
Historic Preservation as the one most appropriate
for preservation needs. For qualifying structures,
the proposed treatment would provide a more ad-
vantageous alternative than the rehabilitation tax
credit in the previous recommendation. It should be
recognized that the use of tax credits for rehabilita-
tion of historic structures depends on having a work-
able system for identifying candidate properties,
qualifying entries for the National Register of His-
toric Places (maintained by the Department of the
Interior), and providing technical services to
owners of historic structures that are listed in the
Register. Further consideration of the role of the
National Trust for Historic Preservation and of the
role of the existing housing stock is developed in
Chapter 8.

Financing and Insurance

An important factor in the ability of the private
market to supply rental housing will be the cost and
terms of financial capital available for rental hous-
ing investment. If the returns to rental housing
investment are sufficiently high, funds can be ex-
pected to flow from traditional sources, such as life
insurance companies and lenders. Proposed modi-
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fications in ERISA (see Chapter 11) should make
more pension fund resources available for rental
investment.

Rental housing benefited from the issuance of
fixed-rate, long-term mortgages in the 1960s and
early 1970s. Because lenders did not correctly antic-
ipate inflation, most rental projects benefited from
the low or even negative real interest payments.
Therefore, decreasing real operating returns were
offset in part by decreased real interest costs. For
the foreseeable future, lenders can be expected to
pass the risk of rising interest rates on to investors
through fixed-rate mortgages at rates incorporating
expectations about inflation or through variable-rate
and renegotiable-rate mortgages. This increase in
financing costs and interest rate risk may be some-
what offset through shared appreciation mortgages
or joint ventures if lenders attempt to share in the
returns from rental housing investment. Some im-
provement in the match, over time, of rental income
with mortgage payment expenses might also be
realized with graduated payment mortgages, but
private lenders have been reluctant to experiment
with them.

Insurance is also an important element in the
production of multifamily housing. In Chapter 12
the Commission recommends that the FHA should
continue to insure unsubsidized multifamily mort-
gages and should perform a demonstration role with
respect to innovative forms of multifamily mortgage
instruments. This would include experimental au-
thority for FHA to issue insurance for graduated
payment multifamily loans. The Commission also
recommends that interest rate ceilings on multi-
family mortgages be eliminated and that regulation
of developers of FHA projects be minimized.

Regulation

Building Codes. Local land use and building code
ordinances inhibit the provision of rental housing
and can increase the cost of providing units of rental
housing. In Chapter 15 the Commission urges state
and local governments with existing building codes
to limit building codes to basic health and safety
issues and to adopt one of the three nationally rec-
ognized model building codes with little or no
amendment. This change will reduce the present
significant variation among local codes. Standard-
ization of local building codes will allow builders
and suppliers to take advantage of economies of
scale to serve a larger potential market.

Chapter 16 also recommends that the Depart-
ment of Housing and Urban Development and the
Farmers Home Administration should, in their mul-
tifamily condominium and cooperative ownership
housing programs and multifamily housing pro-
grams, phase out their use of multifamily Minimum



Property Standards and depend entirely upon lo-
cally enforced building codes that are consistent
with one of the three nationally recognized model
building codes. In the case of federally subsidized
projects, standards beyond those found in the model
codes should be added only if HUD can demon-
strate that such standards are necessary to protect
the Federal interest from unreasonable risk.

Zoning. Local zoning and land use controls inhib-
it rental investment by reducing the supply of land
available for multifamily development. Frequently,
they prohibit development in many desirable loca-
tions and increase costs in other areas through mini-
mum lot size or development controls. Zoning is a
complex matter as evidenced by the recommend-
ations and discussion on regulation in Section [V.
There are certainly valid reasons to control land use
in order to protect local residents from conflicting
land uses and to reduce congestion. However, local
zoning ordinances are frequently used to enhance
the fiscal condition of local communities at the
expense of neighboring jurisdictions, and at times to
exclude certain households (such as those with
lower incomes than households currently residing
in the community). Frequently, this exclusion is
aimed at multifamily rental development. More
flexible and innovative types of zoning, particularly
those which involve mixed-use development, can
serve to diminish the negative impact of zoning on

rental development. Also, the zoning process can
be streamlined in order to reduce costly delays in
obtaining permission to commence development.
Zoning laws and housing codes also can be modi-
fied to encourage division of large, older multi-
family homes into multiple dwellings, where rea-
sonable standards of health and safety are main-
tained.

Conversion Controls.  Another form of regulation
of rental housing markets by local governments is in
the form of restrictions on the conversion of rental
units to condominiums and cooperatives. The op-
tion to convert rental property to condominium and
cooperative housing is important to developers who
are planning to build multifamily housing. Local,
State, or Federal laws which restrict the potential for
conversion increase the risk of rental housing in-
vestment and reduce the expected return, thereby
leading to reduced investment (as compared to lev-
els expected if conversions are allowed). Moratoria
on condominium Or cooperative conversion can
therefore lead to a reduced rental housing supply
over time. Chapter 6, which discusses con-
dominium conversion in detail, recommends that
local communities generally follow the Uniform
Condominium Act, that communities not place con-
version moratoria on rental housing, and that the
Federal government remove from the tax code cer-
tain disincentives for conversion by owners.
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CHAPIER 8

OTHER OPPORTUNITIES

Several additional Federal programs that present
opportunities for the development and preservation
of housing are discussed in this chapter. They in-
clude use of federally owned land—an important
resource for housing development, particularly in
the Western States—and preservation of housing
resources in older existing neighborhoods through
public/private cooperation.

PUBLIC LANDS AND FEDERAL
SURPLUS PROPERTIES FOR
HOUSING NEEDS

Land currently owned by the Federal government
could be important in meeting the community ex-
pansion and housing needs of many communities.
In developing areas, the land most suitable for the
development of housing, either due to proximity,
terrain, or other factors, is often owned and man-
aged by the Federal government. In areas already
developed, some parcels of Federal property are in
excellent locations for housing and may contain
housing or other buildings no longer needed by the
Federal government. Consistent with its interest in
increasing housing opportunities, the Commission
examined the policies and procedures governing the
availability of Federal property for housing and
community expansion.

Federal ownership of land is of two types:
public domain land, held as a national resource and
generally acquired by treaty, purchase from another
nation or conquest; and property acquired to carry
out the mission of Federal agencies, usually de-
veloped with buildings and infrastructure. The
laws, regulations and procedures for disposal of the
two types of Federal property differ greatly.

Federal public land comprises about one-third
of the land area in the 50 States. However, more than
90 percent of this land is located in the 11 Western
States and Alaska, where the Federal government
controls an average of 52 percent of each State

(Figure 8.1). Most is administered by two agencies:
the Bureau of Land Management (BLM), Depart-
ment of the Interior (about 340 million acres); and
the U.S. Forest Service (USFS), Department of
Agriculture (about 188 million acres). Table 8.1
details holdings by the Bureau of Land Management
in the 10 Western States. Local and State govern-
ments as well as private persons desiring to own
Federal public land may apply to the appropriate
agency, which will then weigh the current and fu-
ture benefits of continued Federal ownership against
the proposed alternative ownership and use.

In addition, the Federal government owns or
controls large amounts of real property, land, and
buildings used by Federal agencies for purposes

Table 8.1

Lands Under Exclusive Jurisdiction of
the Bureau of Land Management in 10
Western States, 1979*

State Acres

Arizona 12,588,901
California 16,598,125
Colorado 7,993,935
1daho 11,945,888
Montana 8,141,620
Nevada 48,844,645
New Mexico 12,839,781
Oregon 15,741,018
Utah 22,052,564
Wyoming 17,793,098

* The State of Washington is not included in the table because of
token public land acreage under BLM jurisdiction—ap-
proximately 300,000 acres. Public lands in Alaska have
been the subject of recent legislation and will, in part, be
transferred out of Federal ownership.

Source: Public Land Statistics, Bureau of Land Management,
1979.
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Figure 8.1
Percentage of State Land Owned by the Federal Government
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Note on Alaska: After statutorily mandated transfers to Alaska natives and the State, approximately 60% of
land will remain in Federal ownership.

Source: Comptroller General of the United States, The Federal Drive to Acquire Private Lands Should be
Reassessed, CED 80-14, December 14, 1979, p. 2.
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ranging from military bases and public health com-
plexes to individual office buildings and scraps of
vacant land remaining from Federal highway ac-
quisitions. From time to time, this property is de-
clared to be surplus and is sold by the General
Services Administration (GSA).

This part of the chapter discusses the Commis-
sion’s recommendations to make public lands and
surplus Federal property more readily available for
community expansion and housing use. The Com-
mission strongly endorses the sale of public lands
and Federal surplus properties to State and local
government and private parties for development of
housing, including low- and moderate-income
housing, and applauds the recent creation of a White
House-level Property Review Board to facilitate
sale of Federal land and properties.

The Commission considered the larger ques-
tion of the extent to which Federal public lands
should be held or disposed of beyond its housing-
oriented charge. Similarly, the Commission has not
tried to assess the relative merits of availability of
public land and surplus property for housing and
nonhousing purposes.

However, the Commission was concerned with
the disposition of public lands needed for housing
by communities and private individuals. For this
reason, the recommendations call for procedural
and policy changes in the sale and leasing of public
land by the Bureau of Land Management and the
U.S. Forest Service, for increased use of Federal
surplus properties for housing, and for considera-
tion for housing use of land owned by States and
localities.

Sale and Leasing of Federal
Public Land

Over I billion acres of land passed out of Federal
ownership during this country’s first 200 years of
existence. Under the various Homestead Acts, a
family could acquire title to 160 acres or more of
public land by making improvements, cultivating it,
and living on it for five years. About 287 million
acres of land were transferred to individual private
ownership in this way.

By 1900, Congressional attitudes began to shift
toward a recognition of the need to conserve and
retain some of these lands in Federal ownership, and
National Parks and Forests were created. Although
Federal laws and policies favoring disposal over
retention of public lands continued well into the
1960s, the trend of legislation and policy shifted
toward conservation and permanent retention of
public domain lands for use by the nation as a
whole, rather than private use. The Public Land
Law Review Commission was created by Congress

to make a comprehensive and systematic review of
Federal land laws and policies.

In 1970, the Public Land Law Review Commis-
sion’s final report recommended that in the future,
disposal of Federal lands should be restricted to
those lands “‘that will achieve maximum benefit for
the general public in non-Federal ownership, while
retaining in Federal ownership those (lands) whose
values must be preserved so that they may be used
and enjoyed by all Americans.” This philosophy
was enacted by Congress in the Federal Land Policy
and Management Act of 1976 (FLPMA). The Act
formally established a Federal policy that the re-
maining unreserved public lands are to be managed
in perpetuity as natural resources, and required a
comprehensive inventory and land use planning
system. FLPMA made acquisition of public lands
by States, localities, or private individuals con-
tingent on a decision by the Bureau of Land Man-
agement or the U.S. Forest Service to sell or ex-
change land under their management.

Delays in implementing the procedures re-
quired under the Act have made it difficult for
States, localities, and private individuals to acquire
land needed for community expansion and housing.
At the same time, population and development
pressures are mounting in the Western States, and
many communities anticipate additional population
growth from the development of large coal, gas, and
oil resources. In February 1981, the Secretary of the
Interior announced his intention to eliminate such
delays, announcing a ““Good Neighbor” policy to
facilitate BLM transfer and disposal of public lands
for community expansion needs and other public
purposes. The Secretary invited Governors of the
Western States to identify the parcels of federally
owned land which were needed by localities. In
response, the States submitted requests for about
950,000 acres, with more than half of these requests
related to community expansion.

Some procedural and policy changes dis-
cussed below can help promote the implementation
of the ““Good Neighbor™ policy within the larger
property management initiatives of the President.
The two primary recommendations emphasize the
need for the expeditious completion of the land
inventory and classification of public lands and the
need for close cooperation and coordination be-
tween the Federal government and State and local
governments in the orderly disposition of land. In
addition, four recommendations address specific
issues relating to sales by the Forest Service, land
exchange, leasing, and appraisal.

Inventory and Land Use Classification
To facilitate purchase and exchange of land, the
Bureau of Land Management should accelerate
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completion of land inventory and classification
and complete all necessary land use plans, giving
consideration to the expansion needs of commu-
nities adjacent to public lands and identifying
land available for disposal to meet those needs.
In addition, these land use plans should provide
for cooperative management, consolidation and
exchange of checkerboard public lands with
State and private land holdings.

The Bureau of Land Management has not com-
pleted the inventory, classification, and land use
plans for all of the lands under its management as
required by Section 201 of the 1976 Act. Under
present schedules, BLM land use plans will not be
completed in this decade. The Commission recom-
mends that these inventories and land use plans be
completed within five years to the extent possible
within available staffing resources. Priority should
be given to identification of lands needed by com-
munities adjacent to public lands for community
expansion and housing. The States, and through
them local governments and private individuals,
should be provided this planning and inventory data
on aregular basis. This will facilitate State and local
land use planning, provide needed information for
applications for acquisition of Federal public lands,
and assist in ownership consolidation of Federal and
State lands. In the absence of an inventory classi-
fication and land use plan for a specific tract, BLM
by law cannot approve the purchase or exchange of
that tract. When such a tract is applied for, BLM
must execute individual ad hoc plans and analyses.
This delays acquisition of land by communities and
individuals, frequently resulting in increased costs.
Therefore, completion of the inventory and land use
plans will speed the processing of requests from
communities and private purchasers.

The checkerboard lands in the Western States
are a particular disposal problem; many of the pub-
lic lands do not lie in discrete, large tracts, but are
intermingled with State and private lands. Grants to
the States took the form of township sections, two to
four sections per township, surrounded by Federal
land. Grants to the railroads were in the form of
alternate sections on each side of the right-of-way.
As a result, the pattern of Federal land ownership
looks like a giant checkerboard in many places,
with some stretches as much as 60 miles wide and
hundreds of miles long. These checkerboard blocks
should be consolidated through exchange or sale in
order to ease conflicts in access to both private and
public lands which resulted from such intermingled
ownership and increase administrative and manage-
ment efficiency on public lands. A tentative pro-
gram to consolidate State and Federal public lands
into discrete parcels, through exchange, has begun
in Utah—titled Project Bold. Also, the recently
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approved California Desert plan provides for such
consolidation. Similar programs need to be de-
veloped in other States to facilitate exchanges and
sales of lands needed for community development.

Cooperation and Coordination with

State and Local Government

In disposing of Federal land for housing and
community development, the Federal govern-
ment should be responsive to requests for land
from States and localities and should provide for
local and State land use plans.

In cooperation with the States, the Bureau of
Land Management should develop procedures
which will speed up the processing of requests for
land from localities and the private sector. The Bu-
reau of Land Management is developing procedures
with individual States, e.g., Nevada and Idaho, for
processing of land transfers that designate the re-
sponsibilities of BLM, and State and local entities,
as a step to developing better coordination and
cooperation.

A further step in selling land would take cog-
nizance of limited staff resources at BLM and varia-
tions in the usefulness of specific parcels for de-
velopment purposes. BLM would invite requests
for land within a designated area known to be of
interest to public or private parties. After all re-
quests were received, land planning and analysis
would occur for the affected area as a basis for
decision on the availability of individual parcels.
This approach would focus resources on areas of
particular interest, and reduce the need for planning
and analysis of large areas in order to respond to
individual land requests.

In regard to large blocks of land, planning at
the State and local levels prior to the sale or ex-
change of the land is essential. BLM should con-
tinue to work with local and State governments so
that the future use of the land as governed by State
and local law and regulation can be known at the
time of land disposal. Such a process can help to
assure orderly and responsible land use. At the local
level, communities should consider the potential
availability of public lands in their community de-
velopment planning and the expenditure of Com-
munity Development Block Grant funds for ac-
quisition and improvement of public lands.

The Commission recommends that BLM sell
public lands classified for community expansion
use to qualified State and local government entities
at appraised fair market value, without a competi-
tive bid procedure. The Secretary of the Interior is
authorized to waive the requirement for sale by
competitive bid and permit direct sale by noncom-
petitive procedures where this will better achieve
equitable distribution or implement equitable con-



siderations of public policy. Direct purchase is one
way for State and local entities to acquire the public
land needed for community expansion. Because
local and State governments must appropriate
funds, sell bonds or otherwise raise money for land
purchase in full public view, it is difficult for them to
bid successfully in open competitive situations
against purchasers who can take advantage of this
public information. In addition to increasing the
access of State and local governments to public
lands, direct sales can serve several important pub-
lic purposes. For example, direct sales to govern-
ments would facilitate transfer of very large parcels
and permit coherent infrastructure development,
national land use, and better use for housing. All
direct sale arrangements should include safeguards
to ensure that the Federal government receives full
market price for the property.

Any change in public land sales policy to bene-
fit housing should consider the desirability of per-
mitting public entities to delay payment for the land
until it can be sold to private owners for develop-
ment in conformance with local plans. At present,
the Federal government must receive full cash pay-
ment within 30 days on all sales. It would facilitate
sales if BLM were permitted to execute contracts of
sale which allow the purchasing government entity
to delay payment to the Federal government for a
reasonable time until the land is transferred by sale
or lease to private ownership.

In addition, BLM, HUD, and FmHA should
cooperate to facilitate large-scale public land trans-
fers for ““townsteading’ (the development of new
communities to meet special growth and housing
needs). The use of public lands for this purpose is
provided for in Section 723 of the New Commu-
nities Act of 1970. The major problem in townstead-
ing is the developer’s cost of acquiring and holding a
sufficient quantity of land. For this reason, where
suitable public lands are available, they represent a
significant resource of large tracts of land under
consolidated ownership. The Commission’s pro-
posals dealing with land use planning and sales also
would be of significant help in townsteading efforts
on public lands. Since large amounts of land are
necessary, the Federal government should require
the entity purchasing the land to produce a rational
plan for community development.

Forest Service Sales
The Secretary of Agriculture should encourage
land conveyance for housing use under the
Townsite Act and endorse the passage of legisla-
tion to permit the Forest Service to sell or ex-
change small tracts of land.

The Forest Service allows the National Forest
Townsite Act of 1958, as amended by Section 213 of

FLPMA, to be used to convey land for parks, water
or sewage treatment plants, or similar “‘public”
purposes. While regulations make provision for
conveyances for housing purposes, only in rare
instances has this been allowed. To meet energy
expansion and community development needs in
many Western communities, the Secretary of Agri-
culture should encourage land conveyance.

The Forest Service also needs specific au-
thority to transfer small tracts of land, because
FLPMA repealed the Small Tracts Act of 1938,
which authorized the lease and sale of tracts of
public land up to five acres for residential, recrea-
tional, and business development. Congress is con-
sidering several pieces of legislation to provide such
authority.

Land Exchange
Where the land is being acquired by a public
entity for public purposes, including community
expansion and housing, the Secretary of the Inte-
rior and the Secretary of Agriculture should be
authorized to permit payments in excess of the
statutory 25 percent of appraised value to equal-
ize the difference in valuation between a parcel of
public land and a parcel of private land of dif-
ferent size and value offered in exchange.
Exchange historically has been a major means
by which the Bureau of Land Management and the
Forest Service have transferred land. Under the land
exchange system, anyone wanting to acquire public
land must own a parcel of land desired by the
government in trade. This policy makes public land
available for private use without diminishing the
size of public holdings. Park and forest land often is
acquired in this fashion. However, would-be pur-
chasers may not own land appropriate for BLM or
Forest Service purposes which is exactly equal in
value to a Federal parcel available for exchange, and
may have difficulty acquiring such Jland. To ease this
problem, Section 206 of the Federal Land Policy
and Management Act of 1976 permits parties ac-
quiring public lands to pay up to 25 percent of the
total value of the lands to be transferred out of
Federal ownership, to equalize the difference in
value of the lands exchanged. Where land is being
exchanged to meet community expansion needs,
the value of the government land located near the
community frequently is significantly greater than
the more remote parcel] desired by the government
in exchange. To make up for the difference in value,
much more private land must be provided in ex-
change for the public parcel in order not to exceed
the 25 percent limitation in FLPMA. It would,
however, make sense to permit the cash difference
to exceed the present limit of 25 percent of value,
where this would facilitate a community expansion
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transfer. Further, given the awkwardness of ex-
change as a method of land disposition, greater
efficiency can be achieved by both BLM and the
Forest Service by using sales rather than exchanges
wherever appropriate.

Leasing

The Secretary of the Interior should direct the
Bureau of Land Management to develop a pro-
gram for the leasing of land for a definite time
period for housing use to State or local govern-
ment entities or non-profit groups which have
proposals meeting the requirements of the Recre-
ation and Public Purposes Act.

Leasing may be a more practical alternative to
the outright sale of public lands in areas where
natural resource development is expected to be of
the *‘boom and bust” variety. Leasing may be the
most appropriate way to provide public land for
temporary housing in some areas with rapid popula-
tion growth and housing pressures. The conditions
of land use can be specified in alease, and provision
made for removal of the housing at the end of the
lease.

In many Western communities, energy de-
velopment has an immediate local impact on hous-
ing, both for construction workers and the new
residents and their families. Vacant housing is
quickly occupied in communities surrounding the
energy development, and incoming workers turn to
motel units, tents, or other alternatives. Good hous-
ing becomes very costly, and even less-than-ade-
quate housing is crowded and expensive. An imme-
diate solution to these housing pressures would be
buildings or mobile homes sited on leased public
land. This would provide adequate shelter for the
large number of workers at such sites, while making
only a temporary intrusion on the public land and
avoiding the expense of permanent infrastructure
which burdens surrounding, permanent commu-
nities.

BLM has the authority to lease or convey pub-
lic domain land to States or their political subdivi-
sions and to nonprofit corporations or associations
for recreational or public purposes. However, BLM
has interpreted public purposes to include only such
things as parks and sewage treatment plants and to
exclude any form of residential housing. The Com-
mission suggests that housing be included as a pub-
lic purpose for leasing.

Appraisal
The Bureau of Land Management and U.S. For-

est Service should consider methods to mitigate
prices where Federal leasing or land policies
have contributed to escalating fand costs.
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Actions of the Federal government contribute
to inflation in land values in several ways: Federal
leasing of mineral and other development rights in
the area stimulates demand for land for develop-
ment; failure to sell or otherwise make available
Federal land where it comprises a significant por-
tion of the developable land near a community
restricts supply; and slowness in processing re-
quests for land allows land costs to increase signifi-
cantly during the processing period. The most ap-
propriate way to address price increases resulting
from failure to sell or slowness in processing re-
quests is the implementation of responsive Federal
disposal policies and procedures as discussed in this
chapter.

However, where the Federal government has
contributed to rapid escalation of land costs, the
BLM and Forest Service should consider price miti-
gation through changes in the appraisal process. For
example, appraisal could be made as of the date of
application and held constant until sale or transfer,
not to exceed one year. Some mechanism would
then need to be developed to assure that the first
purchaser did not achieve a windfall profit when the
land was transferred again.

Federal Surplus Properties

The White House Property Review Board should
ensure the prompt disposal of Federal surplus
property, thus making more property available
for housing use.

The General Services Administration is re-
sponsible for the disposal of virtually all Federal
properties which are reported as excess and de-
clared surplus by departments and agencies of the
Federal government. After a property is declared
surplus by an agency, the General Services Admin-
istration must first offer it to other Federal agencies.
If no other Federal agency wants the property, State
and local governments and institutions are notified
that the property is surplus. If no public agencies are
interested in the property, it is offered for sale to the
general public on a competitive bid basis. In the
past, surplus properties have been transferred to
public entities at discount prices and, for certain
uses, without any charge. However, the Administra-
tion proposes to eliminate virtually all conveyances
at less than fair market value to State and local
governments, except for use as correctional facili-
ties.

As of June 30, 1981, the General Services
Administration’s Office of Real Property reported
that it had 131 excess properties, worth
$2,138,534,000, and 415 surplus properties worth
$1,215,830,000. By far the majority are military
facilities which include existing housing or build-



ings. Many surplus properties—military bases,
public health hospitals and other Federal installa-
tions—are in locations where they are usable and
needed by communities for housing. Such proper-
ties often have existing buildings and infrastructure,
which are immediately habitable or need only minor
repairs and could be made available for housing at
reasonable cost. Under present disposal pro-
cedures, these properties frequently sit vacant and
deteriorating for many months or even years before
they are sold. The White House Property Review
Board should speed up the disposal of these Federal
surplus properties, making more properties avail-
able for local development of housing.

State and Local Lands

States and localities are encouraged to review
their policies with regard to sale and transfer of
land and to identify parcels of their own public
land which might appropriately be sold for hous-
ing use in both urban and rural locations.

In many States and cities, there are parcels of
public land which lie vacant and could be used for
housing construction. States and localities could
consider donation of this land for public use, or sale
at reduced prices, which would reduce the cost of
construction of low- and moderate-income housing
and could benefit first purchasers through price
limits on land conveyed for this purpose.

Some States have undertaken comprehensive
inventories and plans for the improved management
and disposal of public lands to private control. For
example, Arizona convened a State Urban Lands
Task Force to study the impact of State lands on
community development needs of Phoenix and Tuc-
son and recommended lands to be assessed for
disposal to meet these needs.

NEIGHBORHOODS AND
EXISTING HOUSING STOCK

Chapter 5 examined the important role of reinvest-
ment in the existing stock in adding to and sustain-
ing the total supply of housing. In addition to new
construction, additions to the housing supply occur
through conversions of nonresidential structures to
residential use; subdivision of existing large units
into more, smaller units; and restoration of unin-
habitable units. Because new construction provides
less than 3 percent of the housing stock in any year,
preservation of existing stock is crucial to meeting
the housing needs of the nation. Continued mainte-
nance and upgrading of housing quality are also
important to the supply of housing because they
help prevent losses from the inventory. Reinvest-
ment activity which creates more units or which

extends the life of existing units enhances the neigh-
borhoods in which the units are located, creating
value and providing a further economic rationale for
neighborhood housing preservation.

The Commission has made many recommend-
ations which will continue to support the excep-
tionally high level of private reinvestment in the
housing stock that has been typical in recent years.
These recommendations would assist elderly home-
owners, homesteaders, owners of rental housing,
and those who would seek to rehabilitate both his-
toric and nonhistoric property.

Several special types of activity merit addi-
tional attention because of their potential contribu-
tion to neighborhood and housing revitalization. A
commendable role has been played and should con-
tinue to be played by nonprofit organizations, by the
Neighborhood Housing Services, and by the Na-
tional Trust for Historic Preservation. Their efforts
underscore the importance of including housing in
the planning of enterprise zones.

Neighborhood Preservation

Private foundations, religious groups, and other
private institutions are encouraged to continue
their sponsorship and financing of innovative
programs in housing construction and re-
habilitation and access to homeownership.
Neighborhood preservation activities should
continue to be used to preserve and upgrade
housing in older areas with every effort made to
benefit low-income people and to avoid displac-
ing them.

Consistent with the President’s support of vol-
untary efforts to deal with major human needs, the
Commission wishes to encourage continued in-
volvement of churches, foundations, neighborhood
development organizations, and others in efforts to
meet housing and community development needs.
Although such groups had mixed success in the
subsidized housing programs of the late 1960s and
early 1970s, their contributions to low-income
housing in recent years have been substantial. They
have been particularly successful when they have
worked with private entrepreneurs by forming joint
ventures to capture a portion of the money which
high tax bracket investors are willing to contribute
in exchange for the project’s tax shelter benefits
(because of the depreciation tax losses available on
the buildings). These funds, called syndication pro-
ceeds, are then used for the benefit of the residents
of the facility.

Because of their commitment to the quality of
life of low-income households in rural and urban
areas, nonprofit groups are often particularly suited
to play an important role in housing and neighbor-
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hood improvement efforts. The Commission rec-
ognizes that its proposals would curtail some direct
development activity that these groups have spon-
sored under Federal programs such as deep-subsidy
new construction programs. However, limited
Federal resources now make voluntary efforts in-
creasingly important. There are a number of roles
that private institutions can continue to play in con-
cert with Federal, State, and local housing pro-
grams. In particular, the availability of a Housing
Component within the Community Development
Block Grant program will broaden the range of
activities in which local groups and local govern-
ments can work together on neighborhood improve-
ments and housing efforts. Many groups will want
to continue their joint developments with for-profit
sponsors of both rental housing and cooperatives
and utilize subsidies available through the CDBG
program to do so. Local revolving loan programs
and other supportive service programs may con-
tinue to be available because they have alternative
sources of funds. Other groups that have suc-
cessfully managed to rehabilitate properties will
find that they can continue to do so and also obtain
housing payments to assist the low-income tenants
in the buildings.

One example of successful public/private/
neighborhood partnership is the Neighborhood
Housing Service (NHS) program. The partners—
private lenders, residents, and local businesses—
work with NHS offices to revitalize neighborhoods.
NHS makes below-market interest rate loans to
neighborhood residents who cannot afford or obtain
private financing, and also provides supportive
services such as financial counseling, property in-
spections, and construction monitoring. Where
NHS programs have operated in neighborhoods,
they have been a stabilizing factor, stimulating re-
habilitation and preventing displacement of lower-
income homeowners in the neighborhood.

In over 120 cities, the Neighborhood Reinvest-
ment Corporation, a Congressionally chartered
public corporation, has brought together the NHS
partnerships, provided assistance to the local volun-
teers in marshaling private and public resources,
and continued to offer training and technical assis-
tance so that NHSs remain effective local revitaliza-
tion mechanisms. One of the newer strategies de-
veloped by Neighborhood Reinvestment is the
NHS/Apartment Improvement Program, which has
utilized over $27 million in conventional financing
to rehabilitate rental properties without displacing
low- and moderate-income families. Neighborhood
Reinvestment has also been instrumental in estab-
lishing a secondary market to purchase local NHS
loans, which includes participation by private insur-
ance companies.
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The Commission encourages States and lo-
calities to develop financing programs, public/pri-
vate partnerships, and other mechanisms to help
preserve older neighborhoods, but every effort
should be made to avoid displacement of low-in-
come people in this process. Many older residential
structures have not been kept in good condition,
although these buildings could provide a source of
standard housing for lower-income households if
appropriate resources were available for their reno-
vation.

Historic Preservation

The Commission endorses the efforts of the Na-
tional Trust for Historic Preservation to further
the goal of local and private sector historic pre-
servation and further endorses its efforts to pre-
serve the valuable resources represented by our
nation’s buildings and districts.

The National Trust for Historic Preservation
has been an important resource for preservation
activities since it was chartered in 1979. The Na-
tional Trust is a private, nonprofit organization that
is supported by over 135,000 members and contri-
butions from corporations and foundations. The
National Trust has aided the search for ways of
preserving our architectural and historical heritage
through education and demonstration programs.

The National Trust has addressed specific
problems that have hindered private-sector housing
preservation. In cooperation with the Department of
Housing and Urban Development and the National
Bureau of Standards, the National Trust has de-
veloped guidelines for local communities to make
their building codes more accommodating to hous-
ing rehabilitation. When unnecessary restrictions
are reduced or eliminated, it becomes more eco-
nomically feasible to rehabilitate older housing.

National Trust programs have aided housing
preservation efforts. For example, the Trust’s Na-
tional Preservation Revolving Fund has provided
more than $1.5 million in housing related loans to
organizations in 38 communities. When this loan
money is repaid, it is recycled into other preserva-
tion projects. In addition, the Inner-City Ventures
Fund provides assistance to not-for-profit neighbor-
hood development corporations that are undertak-
ing housing rehabilitation projects primarily bene-
fiting minority and low-income families.

Enterprise Zones

The Commission endorses the concept of enter-
prise zones as a method of encouraging com-
munity revitalization and new business invest-
ment in declining urban neighborhoods and
rural communities. Any enterprise zone pro-
gram should include incentives, similar to those
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provided for business, for investments in re-
habilitation and new construction of housing in
order to complement economic development in
the zone, minimize displacement of existing resi-
dents, and provide housing for new workers at-
tracted by zone businesses.

Enterprise zones seek to stimulate economic
activity by removing barriers to business and de-
velopment activity and by creating a system of
economic incentives which will encourage creation
of new business and utilization of dormant produc-
tion capacity. In enterprise zones the approach is to
relax governmental controls, reduce taxes, modify
regulations, and remove other inhibitions on busi-
ness investment. Although enterprise zones have
not yet been fully tested, supporters argue that re-
duction of taxes and government interference will
attract private investment and stimulate business
activity as well as employment in declining areas.

Proponents of enterprise zones have concen-
trated on ways to encourage formation of new busi-
nesses, particularly the creation and preservation of
small companies, in urban areas. However, little
attention has been focused on the existing in-
frastructure and services needed to support business
expansion and development. Without adequate
housing, services, crime protection, and a generally
supportive neighborhood. it is likely that businesses
in enterprise zones will have a difficult time getting
started.

Adequate housing for zone residents and in
surrounding areas may be important to the success
of an enterprise zone. In recognition of the impor-
tance of housing to revitalization, housing should be

treatec ¢+ a critical zone element and receive essen-
tially the same type of regulatory relief and tax
incentives that apply to the commercial and indus-
trial sectors. For example, the complexity of local
regulations, such as zoning, building codes, and
occupational licensing serves to increase the cost of
housing both directly and by the cost of delays. The
simplification of these laws and regulations in enter-
prise zones will encourage housing rehabilitation as
well as new construction, particularly when these
housing activities are supported with other re-
sources such as CDBG and UDAG funds.

Relaxation of Federal Jaws and regulations in
enterprise zones will also have a positive effect on
housing. Modification of Davis-Bacon would, for
example, reduce housing rehabilitation costs for
many projects. Changes in the law would also per-
mit use of local labor at whatever salaries and super-
visory levels are dictated by the local situation.
Similarly, elimination of capital gains tax on zone
investments, including housing, will stimulate de-
velopment.

While the Commission applauds the utilization
of enterprise zones to encourage economic and
neighborhood revitalization, it is also concerned
about the possible displacement of zone residents.
Such displacement might occur because of an influx
of new residents attracted by the economic activity
or as a result of business activity that converts
housing to industrial or commercial uses. Any zone
plans should therefore take into account possible
displacement of residents by assuring that adequate
and affordable housing is available with minimum
disruption.
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CHAPIER Y

INTRODUCTION: THE
CHANGING SYSTEM OF
HOUSING FINANCE

In recent years, dramatic changes have taken place
in the nation’s financial system. Indeed, the system
of housing finance, driven by economic and finan-
cial market pressures, is already in transition, and
further change is inevitable. Within this shifting
environment, a more broadly based and revitalized
system of housing finance is essential if the nation is
to meet the housing demands of the 1980s and
beyond.

Recognizing this situation, the Executive
Order that established the Commission called for an
assessment of the nation’s current housing finance
system and the development of options that
strengthen the ability of the private sector to maxi-
mize homeownership opportunities and provide ad-
equate shelter for all Americans. This section of the
report responds to that mandate, focusing on actions
designed to foster a more reliable supply of residen-
tial mortgage credit over the long term. The Com-
mission believes that the recommended steps are
important ingredients of a well-rounded national
housing policy. These recommendations will be
fully effective, however, only if the Federal govern-
ment can achieve both fiscal responsibility and
monetary stability.

The Commission’s recommendations con-
cerning housing finance are designed to influence
the ongoing process of change. Implementation
should lead to a strong and resilient system provid-
ing a more stable and growing supply of mortgage
credit, at competitive market interest rates, with
minimal Federal involvement. Because the finan-
cial system is an integrated and interdependent
mechanism, individual recommendations should be
considered as elements of a complete package. Past
experience has amply demonstrated that piecemeal

adjustments to the housing finance system can be
counterproductive. _

This chapter develops the background and
framework for the Commission’s recommendations
on the housing finance system that are provided in
Chapters 10 through 12. The discussion describes
the structure and operation of the current housing
finance system, identifies the major problem areas
as well as the sources of the problems, and presents
the Commission’s perspective on the need for
change.

Market Processes and Participants

The current housing finance system in the United
States includes myriad private and public institu-
tions and several levels of market activity. In simple
terms, the process involves the provision of housing
credit to borrowers by investors who hold housing
loans in their portfolios. However, a number of
institutions may take part in the process between
borrowers and ultimate investors, and the charac-
teristics of the mortgage instrument may be trans-
formed along the way as insurance and guarantees
are attached and as financial securities replace the
original mortgage loans.

The Process

Mortgage loans are made, or originated, in “‘pri-
mary’’ markets where lenders and borrowers trans-
act business. In these markets, short-term con-
struction loans are made to builders, and long-term,
or “‘permanent,”’ mortgage credit is extended to
owners and buyers of homes or rental properties.
Repayment of loans made in primary markets may
be insured or guaranteed by a government agency or
by private insurance companies. The need for such
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coverage depends on the financial status of the bor-
rower, the size of the loan relative to the value of the
property, and the expected appreciation rate of the
property serving as collateral.

Institutions operating in primary mortgage
markets may hold the mortgages they originate,
adding them to their asset portfolios. In many cases,
however, originators sell their loans on secondary
markets, thereby replenishing their supplies of
loanable funds. Institutions that originate and sell
mortgages as a matter of course perform a ‘‘mort-
gage banking” function and derive their income
from loan origination fees paid by borrowers and
from loan servicing fees paid by investors who buy
the loans.

Secondary market transactions may involve
the sale of loans from originators to investors, with
or without another institution serving as intermedi-
ary or broker; the standardization of mortgage in-
struments provided by government or private mort-
gage insurance and guarantees helps to make these
loans acceptable to secondary market investors.
Mortgage originators may also sell their loans
through the securities markets. One of the most
common methods is to pool homogeneous groups of
loans and sell shares in these pools by issuing pass-
through securities that entitle holders to a portion of
the flow of principal and interest payments on the
underlying mortgages in the pools. The payments to
securities holders may be guaranteed by govern-
ment or private institutions, even when the mort-
gages in the pools backing the securities carry insur-
ance or guarantees against default loss.

Agencies at all levels of government are in-
volved in the residential mortgage process, operat-
ing programs intended to bolster the growth of
housing credit, to reduce the cyclicality of mort-
gage credit, and to provide mortgage loans to bor-
rowers at below-market interest rates. Various
Federal programs underwrite credit risks on pri-
mary mortgages, guarantee payment on mortgage
pass-through securities, operate secondary markets
in mortgages, and channel funds from bond to
mortgage markets via direct intervention in these
markets. State and local governments operate vari-
ous programs that channel funds from tax-exempt
securities markets into residential mortgage loan
markets.

Primary Markets

The purchase of residential property traditionally
has been financed by long-term, fixed-rate mort-
gage loans with level payments that fully pay off
(amortize) the principal over the term of the loan.
Two types of this standard mortgage form have
evolved—those that are insured or guaranteed by
the Federal government, and those with no govern-
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ment coverage (so-called “‘conventional” loans).
Depending on the requirements of the lender or
investor, conventional mortgage loans may be insur-
ed by a private mortgage insurance company. In
many cases, conventional loans contain clauses that
give lenders the option to require full payment of the
loan when the property is sold (due-on-sale claus-
es), as well as provisions that permit lenders to
assess a cash penalty for early repayment of the loan
(prepayment penalties).

New forms of both conventional and govern-
ment-underwritten mortgage loans recently have
emerged to serve the needs of both borrowers and
lenders in an environment of inflation and interest
rate instability. These alternative mortgage instru-
ments modify, in one way or another, the basic
characteristics of the standard long-term, fixed-rate,
level-payment mortgage.

Borrowers obtain mortgage loans in primary
markets mainly from depository institutions or
mortgage banking companies, that maintain lend-
ing offices in communities throughout the country.
The savings and loan industry typically has been the
major originator of residential mortgages, followed
by mortgage banking companies, commercial
banks, and mutual savings banks. Depository in-
stitutions ordinarily hold most of the loans they
originate, while mortgage banking companies orig-
inate for resale, financing their mortgage invento-
ries with short-term bank loans and commercial
paper.

Except for certain subsidized lending pro-
grams, the Federal government does not lend di-
rectly to mortgage borrowers. However, the govern-
ment does insure or guarantee Joans made by private
primary market lenders, mainly under the insurance
programs of the Federal Housing Administration
(FHA) and the guarantee programs of the Veterans
Administration (VA). In recent years, FHA/VA
loans have accounted for roughly one-fifth of the
total dollar volume of home mortgages originated.

Since the early 1970s, private mortgage insur-
ance has become an important factor. Indeed, pri-
vate companies recently have insured about the
same amount of home mortgage credit as FHA and
VA combined. However, noninsured conventional
mortgages—ordinarily contracts with loan-to-value
ratios below 80 percent—still account for about 60
percent of all home mortgage credit originated in
this country.

Secondary Markets

Secondary markets in mortgage loans (whole loans
or loan participations) are maintained by mortgage
banking companies, private mortgage brokers, sub-
sidiaries of private mortgage insurance companies,
securities dealers, and federally related credit agen-



cies. Markets in mortgage pass-through securities
are maintained by securities dealers who stand
ready to buy both new and outstanding issues.

The major development in secondary mort-
gage markets during the past decade has been the
introduction and growth of federally related pass-
through securities issued against pools of govern-
ment-underwritten and conventional residential
mortgage loans; as shown in Table 9.1, these types
of instruments accounted for an eighth of all resi-
dential mortgage debt outstanding at the end of
1981. The predominant pass-through securities are
those guaranteed by the Government National
Mortgage Association (GNMA). These securities,

~ which represent shares in pools of federally under-
written mortgages (primarily FHA-insured and VA-
guaranteed), are issued by private mortgage orig-
inators (generally mortgage banking companies),
and are held by depository institutions and a variety
of capital market investors. Major securities dealers
make markets in these securities. Moreover, futures
markets in GNMAs have been organized on major
exchanges, and exchange-traded GNMA options
are on the horizon.

Pass-through securities issued and guaranteed
by the Farmers Home Administration (FmHA) also
have opened a channel between mortgage markets
and the broader capital markets, even though these

securities are not held by private investors. The
securities are issued against pools of residential
mortgages acquired by FmHA through its rural
home loan programs. In recent years, the securities
have been sold exclusively to the Federal Financing
Bank, with the proceeds replenishing a revolving
fund used by FmHA to acquire additional mort-
gages. This program thus has been channeling sub-
stantial amounts of funds raised by the Treasury into
FmHA’s subsidized and unsubsidized loan pro-
grams operated by FmHA.

The Federal Home Loan Mortgage Corpora-
tion (FHLMC) issues and guarantees pass-through
securities backed by pools of unsubsidized con-
ventional residential mortgages. The mortgage
pools consist of loans acquired by FHLMC through
various purchase programs, primarily from savings
and loan associations. Most of the securities are
marketed to private investors through a syndicate of
securities dealers. Although savings and loans were
the primary investors in FHLMC-guaranteed pass-
throughs in the early days of the program, a variety
of capital market participants—including retire-
ment and pension funds—now purchase substantial
amounts of these instruments.

In 1981, the Federal National Mortgage Asso-
ciation (FNMA) began to issue and guarantee con-
ventional mortgage-backed securities. The mort-

Table 9.1

Federally Underwritten Mortgage Pass-Through Securities
(Amounts Outstanding in Billions of Dollars)

Guaranteed by

Total as Percent
of All
Residential

Mortgage Debt

End of Period GNMA* FHLMC® FmHA® Total Outstanding
1970 $04 $0.0 $23 $2.7 0.7%
1971 3.1 0.1 3.7 6.9 1.7
1972 5.5 0.4 5.2 11.1 2.4
1973 7.9 0.8 5.6 14.3 2.8
1974 11.8 0.8 6.9 19.5 3.6
1975 18.3 1.6 9.5 29.4 5.0
1976 30.6 2.7 10.8 44.1 6.7
1977 44.9 6.6 12.2 63.7 8.3
1978 54.4 11.9 14.5 80.8 9.1
1979 76.4 15.2 17.1 108.7 10.8
1980 93.9 16.9 19.3 130.1 11.8
1981 105.8 19.8 21.8 147.4 12.7

* Government National Mortgage Association.
® Federal Home Loan Mortgage Corporation.
¢ Farmers Home Administration.

Sources: Data compiled by staff from information supplied by the Government National Mortgage Association, Federal Home Loan
Mortgage Corporation, Farmers Home Administration, and Board of Governors of the Federal Reserve System.
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gage pools consist of conventional home loans
purchased by FNMA from lenders, and the se-
curities have been marketed either by these lenders
or through securities dealers. By the end of March
1982, FNMA had issued $2.8 billion of the se-
curities, and most were sold to nontraditional mort-
gage investors such as pension funds.

To date, the volume of mortgage pass-through
securities issued by fully private financial institu-
tions and backed by pools of conventional residen-
tial mortgages has been quite limited, despite the
immense size of the conventional mortgage market
and efforts of major financial intermediaries and the
securities industry to develop this pass-through
market. Only about 50 institutions have issued pri-
vate pass-through securities since the first offering
was floated by the Bank of Americain 1977, and the
total volume of offerings has reached only about $3
billion.

Mortgage Investors

Changes in the composition of mortgage holdings,
by type of institution, are traced in Table 9.2. As is
customary, the mortgage pools associated with
federally guaranteed pass-through securities are
shown separately, because these securities are not
reported as mortgage assets by their holders. The

table clearly indicates that the dominant private
mortgage investors have been depository institu-
tions. On average, savings and loan associations
have held nearly 40 percent of total residential mort-
gage debt outstanding during the past 20 years; this
number rose close to 45 percent in the mid-1970s
but has declined to around 40 percent in the past
several years.

Mutual savings banks have also held an impor-
tant position in the mortgage market, although their
activity has decreased during the past two de-
cades—from nearly 15 percent to just above 7 per-
cent. Commercial banks, on the other hand, have
played an increasingly important role in the mort-
gage market. The bank share of mortgage debt
outstanding rose from 12 percent in the mid-1960s
to more than 16 percent by the end of 1981, making
them the second largest holders of mortgage debt.
Together, thrift institutions (savings and loan asso-
ciations and mutual savings banks) and commercial
banks hold nearly two-thirds of total residential
mortgage debt outstanding.

The dominance of thrift institutions as mort-
gage asset holders is even more evident when
federally related pass-through securities are in-
cluded. On this basis, the thrift share of total resi-
dential mortgage assets has averaged around 55

Table 9.2

Percent of Total Residential Mortgage Debt Outstanding, by Type of Institution

Depository Institutions

Savings Federal

and Loan Mutual Commer- Life and
End of Associa- Savings cial Insurance Related Mortgage All
Period tions Banks Banks  Companies Agencies Pools® Others®
1950 24.14% 12.76% 18.87% 20.06% 2.73% 0.00% 21.45%
1955 29.85 15.18 15.49 20.68 3.31 0.00 15.48
1960 35.47 14.98 12.55 17.71 5.03 0.00 14.26
1965 39.72 15.56 12.57 14.90 2.90 0.02 14.33
1970 38.75 13.94 12.74 11.92 7.03 0.72 14.90
1975 42.19 10.79 14.03 6.29 8.49 4.96 13.25
1976 43.76 10.18 14.27 5.34 7.24 6.66 12.57
1977 44.70 9.51 14.89 4.37 6.27 8.29 11.97
1978 44.22 8.93 15.72 3.77 6.40 9.11 11.85
1979 42.83 8.20 15.93 3.52 6.60 10.77 12.15
1980 41.69 7.61 15.77 341 6.95 11.84 12.73
1981 40.53 7.23 16.11 3.17 7.02 12.67 13.27

* Mortgages in pools backing pass-through securities issued and/or guaranteed by the Government National Mortgage Association,
Federal Home Loan Mortgage Corporation, and Farmers Home Administration.

® Includes mortgage banking companies, real estate investment trusts, private pension and retirement funds, State and local government
credit agencies and retirement funds, credit unions, and individuals.

Source: Data compiled by staff from information supplied by the Board of Governors of the Federal Reserve System.
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Figure 9.1

Residential Mortgages at Thrift Institutions as a Percent
of Total Mortgages Outstanding
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percent since the mid-1960s (Figure 9.1). In recent
years, however, the thrift share of mortgage assets
has been declining.

Net funds supplied to residential mortgage
markets by major groups of institutions—either di-
rectly through acquisitions of mortgages or indi-
rectly through acquisitions of pass-through se-
curities—are shown in Figure 9.2. As indicated, the
flow of mortgage credit supplied by thrift institu-
tions has fluctuated over a wide range since the late
1960s. The thrift share declined from nearly three-
fourths in 1975 to less than one-third in 1981 as
interest rates soared and the financial position of
most thrift institutions deteriorated.

The share of residential mortgages held by
Federal and federally related credit agencies has
more than doubled during the past three decades,
although their share of total mortgage credit has
remained relatively constant, on balance, since the
late 1960s (Table 9.2). In the current downswing,
Federal agencies have provided a lesser share of
funds for mortgage and housing activity than in
other recent declines—such as 1969-70 and
1973-74 (Figure 9.2). The relative weakness in
Federal support primarily reflects limited mortgage
acquisitions by FNMA and a lack of Federal pro-
grams to provide below-market rate financing to
homebuyers.

Residential mortgage credit has been provided
at below-market interest rates by State and local
governments and agencies, which raise funds in
tax-exempt securities markets by issuing general
obligation and revenue bonds. As shown in Figure
9.2, mortgage acquisitions by State and local agen-
cies picked up substantially in 1979 and 1980, as
market interest rates climbed substantially. Changes
in Federal law and regulation have limited the vol-
ume of tax-exempt housing revenue bonds since late
1980.

Major Problem Areas

Since the mid-1960s, the ability of the housing
finance system to meet the needs of borrowers has
deteriorated markedly on several occasions, and
this system currently is in a serious state of dis-
repair. The volume of residential mortgage lending
naturally reflects changes in financial market condi-
tions because the sensitivity of demand for mort-
gage credit to changes in interest rates is high rela-
tive to interest rate sensitivity in other major sectors
of the economy. However, the increasingly wide
swings in residential mortgage and housing con-
struction activity also are traceable to structural
shortcomings in the housing finance system.

As inflation accelerated and interest rates un-
derwent unprecedented change, two major problem
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areas emerged in the housing finance system. First,
the traditional process of mortgage lending and
investment through primary and secondary market
mechanisms began to deteriorate. Mortgage orig-
inators became less willing to write the types of loan
agreements ordinarily offered to borrowers, and
secondary market investors became reluctant to en-
ter into traditional mortgage purchase contracts
with originators. In addition, increasing propor-
tions of real estate transactions were financed out-
side normal institutional lending channels, to the
detriment of the health of traditional mortgage fi-
nance institutions.

As the established market process of the hous-
ing finance system began to crumble, another prob-
lem surfaced: a weakening in the base of private
investors in mortgage assets. This situation stem-
med from an inability of the specialized mortgage
finance institutions to perform their historically im-
portant role, from legal and regulatory impediments
to the flow of funds into housing from diversified
private institutions, and from growing reluctance by
many types of investors to acquire traditional forms
of long-term mortgage instruments.

Market Mechanisms

Increasing interest rate volatility has prompted
mortgage originators to adjust their lending pol-
icies, largely to the detriment of borrowers. Mort-
gage originators typically have written commit-
ments to provide long-term credit to borrowers well
before the funds are scheduled for disbursement.
These commitment contracts traditionally have
specified a rate of interest, and use of the commit-
ment has been at the option of the borrower. This
type of commitment can expose originators to large
losses when interest rates rise rapidly unless they
can protect themselves with similar types of com-
mitments written by mortgage purchasers in the
secondary markets.

During recent years, many mortgage origina-
tors have become less willing to issue standard
fixed-rate, optional-delivery commitments to pro-
spective borrowers. Adjustments by originators
generally have involved: (a) imposition of larger
nonrefundable commitment fees to discourage can-
cellations when market interest rates fall, (b) short-
ening of periods over which a stated interest rate on
commitments will be offered, or (c) use of interest
rates tied to market indicators. These adjustments
have been made partly because of reduced avail-
ability of purchase commitments in the secondary
market. Greater volatility in interest rates has re-
sulted in the disappearance of some of these types of
commitments or imposition of larger commitment
fees by secondary market purchasers such as



Figure 9.2
Net Change in Residential Mortgages by Type of Holder
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FNMA and dealers in GNMA-guaranteed pass-
through securities.

Record levels of market interest rates and
changes in the mortgage origination process have
prompted circumvention of the normal financing
channels in the primary market and have stimulated
growth of “‘creative’ financing techniques that
often involve participation in the financing process
by sellers of existing homes. The most common of
these techniques involves the transfer of outstand-
ing low-rate mortgages from home sellers to home-
buyers (loan assumptions), often in combination
with second mortgages written by sellers. Another
technique uses a *‘wraparound’” mortgage—a sin-
gle instrument that encompasses the outstanding
first mortgage and the amount of additional financ-
ing needed by the buyer. The increased incidence of
loan assumptions and wraparounds in the primary
home mortgage market has had significant adverse
implications for institutional mortgage investors:
the turnover rate of outstanding home mortgages
has slowed, supplies of loanable funds have been
reduced, and the earnings of these institutions have
been held down.

The Investor Base

As discussed above, the U.S. system of housing
finance has been heavily dependent on specialized
mortgage investors (thrift institutions), despite
striking innovations in the secondary mortgage mar-
kets. The basis for this supply structure can be
traced largely to public policy concerning the thrift
institutions. Federal regulations and tax incentives
have led savings and loan associations and mutual
savings banks to allocate large proportions of their
assets to long-term residential mortgages and mort-
gage pass-through securities. At the same time, the
liabilities of thrifts have been limited by regulations
primarily to short- and intermediate-term deposits.
The thrift institution practice of borrowing short and
lending long, in conjunction with large and unan-
ticipated movements in interest rates, recently has
led to widespread earnings problems at these in-
stitutions. As a result, the viability of the industry
and its ability to serve the nation’s mortgage credit
needs have been drastically reduced.

The limited participation in mortgage finance
by private investors with diversified portfolios can
also be traced largely to public policy concerning
the thrifts. Because of the tax code, the after-tax rate
of return on mortgage assets has been greater for
thrift institutions than for all other types of inves-
tors. Other important factors also come into play:
legal and regulatory constraints on the investment
policies of some types of institutions, and artificial
impediments to the development of secondary mar-
kets for mortgages and mortgage pass-through se-
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curities that do not carry Federal insurance or guar-
antees. These factors have hindered diversified in-
stitutions from moving smoothly into mortgage
investments during periods when specialized hous-
ing finance institutions have been unable to main-
tain their mortgage investment activity.

In an environment of heightened interest rate
uncertainty, many private investors also have been
reluctant to acquire the long-term, fixed-rate mort-
gage loans that households prefer and regulators
traditionally have favored. Investors with a prepon-
derance of short-term liabilities naturally have be-
come wary of the interest-rate risk associated with
the acquisition of long-term assets. In addition,
many investors have objected to the yield and cash-
flow uncertainties associated with assumable and
prepayable mortgage loans. Borrowers traditionally
have had the right to prepay (or refinance) their
mortgages when interest rates fall, and those using
FHA/VA loans have been able to permit the as-
sumption of their loans by homebuyers when inter-
est rates rise. And recently, many State courts and
legislatures have ruled that conventional loans are
assumable, even when the mortgage contracts con-
tain due-on-sale clauses. Such rulings have created
widespread uncertainties in secondary markets and
have made it difficult for mortgage sellers and
buyers to determine proper prices for conventional
loans.

Causes of the Problems

Outdated laws and regulations have been largely
responsible for the deterioration of the housing fi-
nance system described above. The statutory frame-
work for much of this system was enacted in the
early 1930s in response to the Depression and has
not changed substantially since. The Home
Owners’ Loan Act of 1933 authorized the creation of
Federal savings and loan associations, and the
Federal Savings and Loan Insurance Corporation
was established to insure the deposits at savings and
loans. The Federal Home Loan Banks and the
Federal Home Loan Bank Board were set up to
serve as an external source of liquidity for home
mortgage lenders and to provide a regulatory mech-
anism. The Federal Housing Administration also
was formed to help increase the flow of funds
through mortgage markets. FHA patterned its long-
term, direct-reduction loan after the model estab-
lished by the Home Owners’ Loan Corporation,
which required such contracts under its purchase
programs. This step led to widespread acceptance
of the fully amortized, fixed-rate, level-payment
mortgage that has become the dominant mortgage
instrument. .
The measures adopted during the 1930s to
strengthen the housing finance system established



the highly regulated system of specialized private
mortgage finance institutions—savings and loan as-
sociations and mutual savings banks. Since that
time, regulatory constraints and tax laws have led
savings and loan associations to hold long-term,
fixed-rate residential mortgages as their principal
assets and to rely on household deposits as their
major source of funds. Mutual savings banks have a
similar structure, although they are less committed
to mortgages in their asset portfolios.

This system of housing finance—heavily de-
pendent on financial institutions that concentrate
their investments in long-term, fixed-rate residen-
tial mortgages—was highly successful until the
1960s. Since then, these mortgage lending special-
ists have suffered frequent and increasingly severe
financial shocks, and there have been serious lapses
in the ability of the thrift institutions to serve the
housing credit needs of the country.

The inadequacies of the legal and regulatory
structure have been pointed out by numerous com-
missions and studies, beginning with the report of
the Commission on Money and Credit in 1961.
During the past two decades, the topic has received
increasing public and private attention because of
pressure created by market developments. In 1970,
the President appointed a Commission on Financial
Structure and Regulation (Hunt Commission),
largely in response to difficulties faced by the hous-
ing and mortgage finance industries during the 1966
and 1969 episodes of financial instability. The Hunt
Commission recommended the substantial restruc-
turing of financial institutions, especially savings
and loan associations and mutual savings banks, but
the recommendations were largely ignored in the
highly expansionary economic environment that
developed at the end of 1971.

The issue reappeared in the wake of the finan-
cially violent recession of 1974-75. At that time,
the Senate passed the Financial Institutions Act of
1975, and the House Committee on Banking, Cur-
rency and Housing developed and held hearings on
a set of discussion principles entitled ‘““Financial
Institutions and the Nation’s Economy.” Both
efforts envisioned a substantial restructuring of
thrift institutions, primarily through the authoriza-
tion of new asset and liability powers. As before,
however, the urgency of the moment diminished as
the economy recovered by late 1975, and Congress
abandoned the effort for extensive legislative
change.

The comprehensive financial reform proposals
developed during the first half of the 1970s failed to
become law largely because they were opposed by
various segments of industry and society. On each
occasion, the primary questions debated were es-
sentially the same: Would the elimination of ceil-

ings on deposit rates create financial chaos for in-
stitutions and result in higher costs for mortgage
credit? Would broader asset powers for thrift in-
stitutions result in diversion of funds from the hous-
ing market and put upward pressure on mortgage
rates? Would mortgage contracts that enable lenders
to reduce their interest rate risk—e.g., through ad-
justable-rate features—put borrowers in an overly
vulnerable position? These were matters of great
contention, and lack of agreement prevented de-
velopment of the consensus necessary for passage.

Although the movement toward comprehen-
sive legislative reform developed slowly during the
1970s, a number of important changes occurred in
the marketplace as well as through specific regulato-
ry and legal actions. Most of these changes affected
the liability side of the balance sheets of depository
institutions as deposit rate ceilings came under
growing attack for reasons of equity and efficiency.
First, the adverse effects of rate ceilings on deposi-
tors with modest amounts of savings were widely
denounced. Second, it became increasingly ob-
vious that deposit rate ceilings, by denying funds to
thrift institutions, tended to constrain the volume of
mortgage lending during periods of rising interest
rates, perhaps increasing—rather than lowering—
the cost of mortgage funds. This phenomenon be-
came more pronounced as the ingenuity of the pri-
vate sector spawned market instruments designed to
appeal to rate-sensitive depositors.

In response to these pressures, regulatory and
legislative changes were made to reduce the effect
of deposit rate ceilings. During the late 1970s, finan-
cial regulators authorized a number of savings in-
struments with variable rate ceilings. In 1980, Con-
gress enacted the Depository Institutions Deregula-
tion and Monetary Control (DIDMC) Act, which
established the Depository Institutions Deregula-
tion Committee (DIDC) to manage a phased re-
moval of all deposit rate ceilings by 1986.

Variable-ceiling deposit certificates have been
attractive to savers. As aresult of the success of such
certificates, however, the maturity structure of thrift
liabilities has shortened considerably, and the cost
of funds for these institutions has become much
more sensitive to movements in market interest
rates. Despite this significant restructuring of lia-
bilities, the assets of thrifts remained under strict
regulatory control until quite recently.

The asset powers of thrift institutions tradi-
tionally have been limited by law and regulation.
Indeed, the authority of federally chartered savings
and loan associations to acquire adjustable-rate
mortgages was removed by regulation after 1966,
when home financing institutions began to look
away from total reliance on long-term, fixed-rate
assets. Recently, this prohibition has been largely
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repealed by regulatory adjustments, and the DI-
DMC Act of 1980 granted federally chartered thrift
institutions broader authority to acquire non-
mortgage assets. The recent adjustments to asset
powers, however, have come at a late date and have
fallen far short of both the substantial deregulation
that has taken place on the liability side of thrift
balance sheets and the further deregulation man-
dated by legislation already enacted. The net result
is that thrift institutions’ current liability structure
must sustain the pressure of open market forces,
while they must continue to vie for funds with
limited asset and earnings flexibility against highly
diversified competitors.

The piecemeal and delayed responses of the
statutory and regulatory structure to sweeping mar-
ket developments not only have altered the competi-
tive balance among regulated depository institu-
tions, but also have placed these institutions, as a
group, at a serious disadvantage vis-a-vis other par-
ticipants in the financial system. Investment bank-
ing firms, consumer finance companies, insurance
companies, commercial and industrial firms, and
participants in international markets have increased
their shares of the financial transactions that take
place in this country because of the heavy burden of
regulation and the lack of flexibility imposed on the
depository institutions.

Laws and regulations not only have severely
reduced the ability of specialized housing finance
institutions to function, but also have interfered
with the free flow of funds to housing markets from
other types of private institutions. Some laws and
regulations have prevented specific types of inves-
tors—such as pension funds—from acquiring mort-
gage assets, while others have disadvantaged sec-
ondary mortgage instruments relative to other types
of investments available in capital markets. Regula-
tory restrictions on the types of mortgage contracts
that can be offered to borrowers also have been a
problem, as diversified investors with relatively
short-term liability structures have become more
reluctant to acquire standard fixed-rate, level-pay-
ment loans.

Finally, State legislative or judicial actions to
restrict the enforcement of due-on-sale clauses in
outstanding mortgage contracts have seriously
damaged mortgage holders and have interfered with
the operation of the national secondary markets for
conventional loans and conventional pass-through
securities. A vital mortgage finance system must be
based on enforceable contracts upon which both
lenders and borrowers can rely.

Commission Perspective on the
Need for Change

Clearly, the nation can no longer rely so completely
on a system of highly regulated and specialized
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mortgage investors and a single type of mortgage
instrument if the strong underlying demand for
housing credit is to be met. A new legal and regula-
tory structure should be developed, and a broader-
based, more resilient system of housing finance is
essential. In the future, resources to finance housing
should be provided by unrestricted access of all
mortgage lenders and borrowers to the money and
capital markets, and mortgage market participants
should have reliable methods to manage interest rate
risks. Sweeping policy measures to change the
structure of the housing finance system are essen-
tial.

Broader operating powers clearly are essential
to the long-term health of the thrift industry. Despite
expanded operating powers, the thrift industry un-
doubtedly will remain a significant participant in
the nation’s future housing finance system. These
institutions have a strong community orientation,
have built up a considerable competitive advantage
in the origination and servicing of mortgage loans,
and would not be likely to give up these profitable
activities. Thrift institutions also could continue to
hold mortgages that they originate while absorbing
or shifting interest rate risk in various ways. New,
flexible mortgage instruments would allow institu-
tions to share interest rate risk with borrowers.
Portfolio risk also could be hedged in the rapidly
developing financial futures markets where spec-
ulators seek to profit by bearing risk. Or the thrifts
could continue to accept interest rate risk associated
with investment in long-term, fixed-rate mortgages,
bolstering their capacity to handle this risk by build-
ing larger capital buffers.

Management of interest rate risk through such
methods is not a cost-free process, however, and
many thrift institutions probably would choose to
reduce the asymmetry in the maturity structure of
assets and liabilities partly by moving into assets
that are, by their nature, shorter in term than resi-
dential mortgages—such as consumer loans, com-
mercial paper, or commercial loans to housing-
related businesses like developers or suppliers ol
building materials. Thus, it is likely that the thrift
industry increasingly would seek to perform a mort-
gage banking function—originating and servicing
residential mortgages that meet the needs of bor-
rowers, while packaging and reselling these loans
on secondary markets to institutions that would hold
them as investments.

Reductions in the level of mortgage investment
at thrift institutions would not affect the overall
supply of residential mortgage credit as long as
funds could flow freely through financial markets to
meet the underlying demands for capital in the
economy. In properly functioning markets, a reduc-
tion in mortgage supply at thrift institutions would
place upward pressure on mortgage yields, and



investors who operate in both mortgage and other
capital markets would move more funds into mort-
gages. After the adjustments, the structure of mort-
gage supply would be different, but the overall level
and cost of mortgage credit should be essentially
unchanged.

The efficiency of the secondary mortgage mar-
kets has improved in recent years because of wide-
spread use of standardized mortgage documents,
growth of private mortgage insurance, development
of mortgage pass-through securities, and efforts by
securities dealers to develop primary and secondary
markets for these instruments. But the greatest im-
provements have been in the markets for federally
underwritten mortgages and pass-through se-
curities, which have been principally the domain of
mortgage banking companies rather than thrift in-
stitutions. Secondary markets for the trading of
conventional residential mortgages—in which
thrift institutions specialize—remain relatively un-
derdeveloped compared with other capital markets.

Given the current state of market development,
prudence dictates that the provision of expanded
operating powers for thrift institutions be accom-
panied by measures designed to facilitate an orderly
transition to a more broadly based and flexible pri-
vate housing finance system. Public policy should
facilitate such an evolution by providing economic
incentives for mortgage investment and by remov-
ing legal and regulatory impediments to the de-
velopment of private markets for mortgages and
mortgage securities.

The balance of this section of the report de-
velops the specific recommendations needed to
strengthen the private housing finance system and to
establish the proper role of government credit pro-
grams in a revitalized system. Chapter 10 discusses
specialized mortgage finance institutions (thrift in-
stitutions), and outlines changes that should be
made in the legal and regulatory framework govern-
ing their operations and activities.

Chapter 11 examines ways to expand private
sources of mortgage credit. The discussion consid-
ers broad-based tax incentives for mortgage invest-
ment; adjustments to laws and regulations limiting
the investment choices of specific types of institu-
tions such as pension funds; removal of tax, legal,
and regulatory impediments to the development of
conventional mortgage-backed securities markets;
strengthening of traditional mortgage contracts and
development of new types of mortgage forms and

instruments that meet the diverse needs of bor-
rowers and lenders; and development of organized
options and futures markets that enable mortgage
originators and investors to hedge their interest rate
risks without shifting these risks to mortgage bor-
rowers.

Chapter 12 deals with government credit pro-
grams presently in the housing finance system.
With respect to Federal programs, the discussion
stresses that greater reliance should be placed on the
private sector whenever private institutions can
provide needed services at reasonable cost. Con-
cerning State and local governments, the chapter
calls for reexamination of the role of tax-exempt
revenue bonds for housing, along with all other
private sector uses of tax-exempt funds, and urges
that existing programs be made operable within the
limits of current law.

Adoption of the Commission’s package of rec-
ommendations should help move the nation in an
orderly fashion toward a housing finance system
that enables mortgage lenders and borrowers to
compete more effectively for funds in the money
and capital markets. Within that system, channels
would be available to move funds efficiently from
capital market investors, through mortgage origina-
tors, to ultimate mortgage borrowers. Thrift institu-
tions, commercial banks, and mortgage banking
companies would probably continue to originate the
majority of mortgage loans, but the investor base
would be much broader than in the past. Moreover,
a wider variety of mortgage forms would be present
in the market, tailored to the needs of borrowers
who are at different stages of the life cycle and who
have different abilities and inclinations to absorb
interest rate risk. This range of mortgages, in turn,
would be held by a variety of investors—directly or
indirectly through mortgage-backed securities—
with suitable liability structures and capacities to
handle differing risk.

Development of a more broadly based and
resilient private housing finance system, in an en-
vironment marked by fiscal responsibility and mon-
etary stability, would reduce the need for govern-
ment programs that involve intervention in the
nation’s credit markets. Scaling down the govern-
ment presence in credit markets—in housing as well
as other sectors—would relieve pressure on market
interest rates in general, with attendant benefits for
housing.
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R 10

TRADITIONAL SOURCES
OF MORTGAGE CREDIT

Savings and loan associations and mutual savings
banks—commonly referred to as thrift institu-
tions—have served the housing market for many
years by originating, servicing, and holding resi-
dential mortgage loans. The activities of these in-
stitutions traditionally have been circumscribed by
government regulation and heavily influenced by
Federal tax policies. Such constraints on the scope
of thrift operations, combined with recent dramatic
changes in the nation’s economic and financial mar-
ket environment, have reduced the ability of these
institutions to supply mortgage credit. The Com-
mission believes that the thrift industry can and will
continue to be an important part of the housing
finance system, but the developments of the past
few years clearly indicate that new policy ap-
proaches and a process of adaptation are needed.

To be an effective competitor for funds and a
viable force in the housing finance system of the
1980s and beyond, the thrift industry must undergo
certain structural changes. The thrifts must also
navigate a difficult transition period. Public policy
toward thrifts should recognize both the immediate
problems faced by this industry and the ongoing
changes in the financial environment that have made
past policies obsolete.

The structure and performance of thrift institu-
tions and their roles in housing finance are de-
scribed in this chapter. Recommendations are pre-
sented in three major areas. Two deal with basic
structural changes needed to increase the strength
and resiliency of the thrift industry over the long
term: the balance sheet composition of individual
firms; and the structure of the industry regarding
types of charters, forms of ownership, and numbers
and sizes of firms. Recommendations are also pre-
sented to help the thrift industry successfully tra-
verse the current transition period to a stronger,
more flexible structure.

Balance Sheet Composition

The balance sheets of thrift institutions are com-
posed of liabilities and assets. The liabilities consist
primarily of “‘borrowings” in the form of deposits of
individuals, and the assets are composed primarily
of mortgage loans made to individuals with the
funds received from depositors. In taking deposits
and making mortgage loans, thrift institutions tradi-
tionally have performed the function of ‘‘maturity
intermediation,” because the maturity of deposits
preferred by most savers has been much shorter
than the maturity of the mortgage loans needed by
most borrowers.

A balance sheet composed of short-term lia-
bilities and long-term, fixed-rate assets need not
cause problems for a thrift institution, if a number of
conditions are fulfilled. As long as yields on long-
term assets exceed the average of short-term interest
rates prevailing during the lives of these assets, the
institution will generate profits, on average. Under
this condition, proper management of reserve ac-
counts can enable the institution to compete effec-
tively for funds at all stages of the interest rate cycle,
assuming that rate ceilings do not prevent the pay-
ment of competitive rates on liabilities. For this
strategy to work, however, another condition must
hold: long-term interest rates prevailing in the mar-
ket at any given time must embody expectations of
future levels of short-term rates that are reasonably
accurate. Also, prepayment penalties must be suffi-
cient to compensate mortgage holders for the loss of
income associated with refinancing by borrowers in
periods of relatively low interest rates, and mort-
gage holders must be able to enforce due-on-sale
clauses (where they exist) in periods of relatively
high market rates.

The risks of borrowing short and lending long
have increased greatly in recent years because pre-
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dicting the course of market interest rates has be-
come more difficult. Moreover, State efforts to pre-
vent the enforcement of due-on-sale clauses in
outstanding mortgage contracts have exacerbated
the situation. These factors alone might have been
tolerable if they had not coincided with the demand
by savers for short-term, market-rate deposits. The
convergence of events has led to a sharp deteriora-
tion in net earnings at thrifts, threatening the
viability of the industry and its continued ability to
serve the mortgage credit needs of the country.
During the second half of 1981, for example, the
average rate of return on assets held by savings and
loan associations was 10.02 percent, while the aver-
age cost of funds was 11.53 percent.

The following discussion reviews the evolu-
tion of the liability side of thrift balance sheets and
makes recommendations to help these institutions
compete more effectively for deposit funds. The
structure of thrift assets then is reviewed, and
sweeping recommendations for change are made.
The recommendations on asset powers are designed

partly to permit thrift institutions to achieve a closer
matching of asset and liability maturities, if they so
desire, in order to reduce their exposure to interest
rate risk.

Liability Structure and Powers

The liability powers of savings and loan associa-
tions and mutual savings banks should be ex-
panded to permit these institutions to compete
more vigorously for individuals’ savings and to
serve the demand deposit needs of all sectors of
the economy.

Until recently, regulatory authorities were able
to lengthen the average maturity of thrift liabilities
during periods of rising market interest rates and to
limit increases in the cost of funds to these institu-
tions. In the past few years, however, the maturity
structure of thrift liabilities has shortened consider-
ably, and a major share of liabilities now bears
competitive market yields. With the recent large
increases in market interest rates, the cost of funds
to thrift institutions has greatly increased.

Table 10.1

Percent Distribution of Interest-Bearing Liabilities at Savings and Loan

Associations, 1966-81

Dec. Dec. Dec. Dec. Dec. Dec. Dec.
1966 1969 1973 1974 1978 1980 1981

NOW Accounts — — — — 0.1% 0.2% 1.4%
Passbook Savings 83.1% 64.1% 43.5% 40.1% 29.3 18.4 15.2
Fixed-Ceiling Time 10.9 29.7 48.7 49 4 50.6 20.8 11.1

Total Subject to Fixed

Ceilings 94.0 93.8 92.2 89.5 80.0 39.4 27.7
Money Market Certificates — — — — 8.4 32.6 30.5
Small Savers Certificates — — — — — 9.6 16.0
All Savers Certificates — — — — — — 3.3

Total Subject to Market-

Determined Ceilings — — — — 8.4 42.2 49.8
Large-Denomination Time
Deposits — — 1.2 1.7 3.1 7.1 7.9
Other Borrowings (Except
FHLB® Advances) 0.4 0.3 0.8 1.2 2.2 3.0 3.1
FHLB Advances 5.6 5.9 5.8 7.6 6.3 8.3 10.4
Retail Repurchase
Agreements — — — — — — 1.1

Total Not Subject to

Rate Ceilings 6.0 6.2 7.8 10.5 11.6 18.4 22.5

*Federal Home Loan Bank.

Source: Data compiled by staff from information supplied by the Federal Home Loan Bank Board.
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Changes in the structure of thrift liabilities
since the mid-1960s have been heavily influenced
by the management of deposit rate ceilings by reg-
ulatory authorities. To enhance the competitive
position of deposits vis-a-vis market instruments,
adjustments to the structure of rate ceilings have
been made during each cyclical upswing in market
interest rates since 1966. In the mid-1970s, regula-
tors authorized certificates with higher ceiling rates
but longer maturities, allowing thrift institutions to
retain some rate-sensitive deposits without raising
rates paid to those depositors who left funds in
existing savings accounts. The introduction of high-
er-rate certificate accounts thus accomplished a sig-
nificant lengthening of the average maturity of thrift
liabilities, and stiff early withdrawal penalties fur-
ther helped to protect the thrifts against instability in
the volume and cost of deposits.

The ability of the regulators to pursue this
policy successfully was fully dissipated in the clos-
ing years of the 1970s. Money market mutual funds
(MMMFs) and other market instruments became

major competitors with deposit accounts for house-
hold savings. In response to this competition, in
June 1978 the regulators authorized the six-month
money market certificate with a rate ceiling tied to
six-month Treasury bill rates and a minimum de-
nomination of $10,000. In January 1980, the *‘small
savers” certificate, with a minimum maturity of 30
months and a variable ceiling rate related to yields
on comparable maturity Treasury securities, was
introduced partly to help counteract the shortening
of deposit liabilities that resulted from the popu-
larity of the money market certificate.’

The effect of the changing deposit rate struc-
ture on the composition of thrift liabilities has been
striking (Tables 10.1 and 10.2). At the end of 1966,
94 percent of the total interest-bearing liabilities of

! The small savers certificate was first introduced in June 1979 as
a four-year certificate with no minimum denomination but
with a ceiling rate set considerably below comparable maturity
Treasury yields.

Table 10.2
Percent Distribution of Interest-Bearing Liabilities at Mutual Savings Banks,
196681
Dec. Dec. Dec. Dec. Dec. Dec. Dec.
1966 1969 1973 1974 1978 1980 1981

NOW Accounts — — 0.1% 0.2% 0.7% 1.1% 1.3%
Passbook Savings 94.5% 91.7% 67.6 64.9 50.2 33.6 29.4
Fixed-Ceiling Time 4.9 7.7 31.3 33.4 38.5 20.4 10.9

Total Subject to Fixed

Ceilings 99.4 99.4 99.0 98.5 89.4 55.1 41.6
Money Market Certificates — — — — 8.3 31.7 33.4
Small Savers Certificates — — — — — 7.6 13.5
All Savers Certificates — — — — — — 3.1

Total Subject to Market-

Determined Ceilings — — — — 8.3 39.3 50.0
Large-Denomination Time
Deposits — — 0.5 0.8 1.2 29 3.4
Other Borrowings 0.6 0.6 0.5 0.7 1.1 2.9 4.2
Retail Repurchase
Agreements — — — — — — 0.9

Total Not Subject to

Rate Ceilings 0.6 0.6 1.0 1.5 2.3 5.8 8.5

Source: Data compiled by staff from information supplied by the National Association of Mutual Savings Banks and the Board of

Governors of the Federal Reserve System.
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savings and loan associations were subject to fixed
ceilings, and the bulk of these funds was in pass-
book accounts. The introduction of longer-term
time deposits with higher rate ceilings resulted in a
marked shift from passbook savings to small time
deposits until mid-1978, when money market cer-
tificates were introduced and market yields rose
above rates payable on all fixed-ceiling accounts.
By December 1981, only 28 percent of savings and
loan liabilities were in deposits with fixed-rate ceil-
ings, while 50 percent of liabilities were in accounts
with ceilings tied to Treasury securities rates.? In
addition, 22 percent of savings and loan liabilities
were in forms not subject to any type of rate ceiling.

The growth of money market certificates,
small savers certificates, large-denomination time
deposits, and market borrowings has largely freed
thrift institutions from the constraints of deposit rate
ceilings, and has resulted in a sharp rise in the
average cost of funds to these institutions. The one-
year, tax-exempt ‘‘all savers” certificates, autho-
rized on a temporary basis by the Economic Recov-
ery Tax Act of 1981, also have market-determined
ceilings, but the thrifts have to pay only 70 percent
of the one-year Treasury bill yield for these funds.
Experience with the all savers certificates, however,
indicates that significant portions of the funds flow-
ing into these accounts have represented transfers
from fixed-ceiling accounts with lower interest
rates.

Title II of the Depository Institutions De-
regulation and Monetary Control (DIDMC) Act of
1980 mandated the phased removal of all deposit
rate ceilings. To implement Title II, the Depository
Institutions Deregulation Committee (DIDC) was
established. The DIDC'’s voting members are the
Secretary of the Treasury, the Chairman of the
Board of Governors of the Federal Reserve System,
the Chairman of the Board of Directors of the
Federal Deposit Insurance Corporation, the Chair-
man of the Federal Home Loan Bank Board, and the
Chairman of the National Credit Union Administra-
tion, with the Comptroller of the Currency serving
as a nonvoting member.

The Deregulation Committee has been di-
rected by Congress to increase to market rates, as
soon as feasible, all limitations on the maximum
rates of interest and dividends that may be paid on
deposits. As of March 31, 1986, the authority of
Federal financial regulatory agencies to impose in-
terest rate ceilings on deposits will be revoked; all
authority previously transferred to the DIDC will
become ineffective; and the committee shall cease
to exist.

Congress gave the DIDC little guidance as to
how to proceed with deregulation. In fact, the basic
thrust of Title II has been subject to different inter-
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pretations. Some have viewed the legislation as a
clear mandate to eliminate rate ceilings while others
have considered the act as a six-year extension of
Regulation Q (which governs rate ceilings on de-
posits) and the rate differential in favor of thrifts.
The DIDC has attempted major forms of deregula-
tion of deposit rates on two occasions, but the
committee was challenged in the courts in both
cases. If the shift in deposit mix toward rate-sensi-
tive instruments continues, of course, fixed ceilings
may apply to only a small proportion of thrift lia-
bilities by 1986.°

Competitive Savings Deposits. Depository institu-
tions must be permitted to compete more effectively
with less-regulated financial entities—particularly
money market mutual funds—for the savings de-
posits of households. Several methods have been
proposed to accomplish this objective: apply depos-
it rate ceilings to money market mutual funds; treat
the funds as transactions accounts subject to reserve
requirements; compel the funds to invest a portion
of their assets in Treasury securities; direct some
investments of MMMFs into mortgage-lending in-
stitutions; and make accounts at depository institu-
tions more attractive to rate-sensitive investors.

It is preferable to improve the competitiveness
of deposit accounts of banks and thrifts, rather than
to impose new regulations on MMMFs or other
institutions, unless such regulations are required to
maintain the safety and soundness of the financial
system. Depository institutions should be permitted
to offer a federally insured, daily-access, market-
rate account that would appeal to individuals hold-
ing MMMF accounts. This account would be avail-
able at depository institutions nationwide, and the
security provided by Federal deposit insurance
would permit the new account to carry an interest
rate below yields on money funds and still compete
effectively for savings.

The new account should be designed with care
to prevent an unmanageable increase in the cost of
funds to depository institutions. The rate ceiling
should be set somewhat below that on the money
market certificates, changing weekly to reflect
Treasury bill auction results. The account should
have a relatively high minimum denomination
(e.g., $3,000) to minimize shifts from passbook

2 As shown in Table 10.2, half of the interest-bearing liabilities of
mutual savings banks also were in accounts with market-
determined ceilings at the end of 1981.

* At the March 1982 meeting of the DIDC, a schedule for removal
of all deposit rate ceilings was approved. The schedule
provides for deregulation beginning with long-term certifi-
cates of deposit. By 1986, ceilings are to be removed from all
types of accounts.



accounts. No minimum term should be stipulated,
but interest should revert to the passbook rate if the
balance falls below the minimum denomination.
Third-party payment and automatic transfer system
capabilities should be restricted to prevent use of the
account as a transaction device.*

Demand Deposits. As a result of the DIDMC Act
of 1980, federally chartered savings and loan asso-
ciations may now accept transactions accounts (ne-
gotiable orders of withdrawal) from individuals and
certain nonprofit entities, and Federal mutual sav-
ings banks may offer demand deposits to business
loan customers. Savings and loan associations and
mutual savings banks should have authority to ac-
cept demand deposits from all types of customers.
Because of the thrifts’ historical link to housing, the
corporate demand deposit authority would allow
thrift institutions to better serve and attract housing-
related businesses such as contractors, developers,
and suppliers of building materials. Addition of this
authority would help to make thrifts full-service
financial institutions for the housing industry.

Asset Structure and Powers

Savings and loan associations and mutual sav-
ings banks should be granted new and expanded
asset powers sufficient to serve the credit needs of
all sectors of the economy and to maintain their
viability as financial institutions in a deregulated
environment.

The earnings problems encountered by thrifts,
coupled with the fact that short-term market yields
have been close to or above long-term yields, have
encouraged the institutions to move unusually large
amounts of funds into short-term nonmortgage as-
sets during the past two years to maximize short-run
returns and to minimize interest rate risk. However,
mortgage assets (including mortgage pass-through
securities) still account for about three-fourths of
the total assets of savings and loan associations and
55 percent of the assets of mutual savings banks
(Figure 10.1).°

Thrift mortgage assets remain largely concen-
trated in long-term, fixed-rate forms, many of
which were acquired when interest rates were much
lower. At the end of 1980, in fact, long-term mort-
gages bearing interest rates below 10 percent ac-
counted for two-thirds of all mortgages held by
savings and loan associations; the proportion was
even larger for mutual savings banks. The con-
centration of low-rate mortgages is greatest in areas
where housing stock turnover has been relatively
slow or where State ceilings on mortgage interest
rates had been relatively low. The problem is most
severe in the northeastern part of the country, par-
ticularly New York (Tables 10.3 and 10.4).

Prepayment of mortgage principal at par has
slackened because of declining sales of existing
homes and widespread assumptions of outstanding
low-rate loans. These factors have driven the mort-
gage turnover rate at savings and loan associations
to a historically low level. Moreover, associations
have not been able to dispose economically of the
seasoned low-rate mortgages held in their portfolios
because sales during periods of high market rates
traditionally have required the booking of capital
losses, in the year of the sale, against current operat-
ing income and net worth.® Largely because of this
factor, net sales (sales less purchases) of mortgage
assets (including pass-through securities) by the
savings and loan industry have been small or nega-
tive in recent years.

The asset powers of federally chartered thrift
institutions have been expanded significantly during
the past two years. The DIDMC Act of 1980 author-
ized federally chartered savings and loans to invest
up to 20 percent of assets in a combination of
consumer loans, commercial paper, and corporate
debt securities; to offer credit card services; and to
exercise trust and fiduciary powers. Federal asso-
ciations also were authorized to make second mort-
gage loans, to originate residential mortgage loans
without geographic restrictions, and to invest in
open-end investment companies where portfolios
are restricted to eligible investments. Federal mutu-
al savings banks, in addition, were permitted to
invest 5 percent of their assets in commercial, cor-
porate, and business loans made within their States
or within a 75-mile radius of their home offices.

* The Commission recommended establishment of such an ac-
count prior to approval by the DIDC on March 22, 1982 of a
new certificate of deposit. This certificate has a minimum
denomination of $7,500, a yield tied to three-month Treasury
bills, a 0.25 percent rate differential in favor of thrift institu-
tions, and a minimum term of three months. While this ac-
count improves the ability of insured depository institutions to
compete with money market mutual funds, the minimum
denomination and term are above those recommended by the
Commission and may limit the ability of the certificate to
compete with MMMFs.

* The decline in the importance of residential morigages in the
portfolios of mutual savings banks since the mid-1960s re-
flects, in part, relatively weak demands for mortgage credit in
the local markets served by these institutions. Moreover, until
1980, State-imposed mortgage rate ceilings were relatively
low in the primary mortgage markets served by many mutual
savings banks, and State restrictions often limited their pur-
chases of mortgages originated in other areas.

¢ The Federal Home Loan Bank Board recently changed its
regulatory accounting procedures to permit savings and loans
to amortize the loss on sales of mortgages over the expected
lives of the mortgages. Under current generally accepted ac-
counting principles, however, this procedure may not be avail-
able to stockholder-owned institutions.
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Figure 10.1

Residential Mortgages as a Percent of Total Assets at Thrift Institutions
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A series of regulatory changes, made largely in
response to the marked shortening of thrift lia-
bilities, has permitted Federal thrift institutions to
offer a variety of adjustable-rate home mortgages

(ARMs), and the Federal preemption of State mort-
gage rate ceilings—authorized by the DIDMC Act
of 1980—removed an important practical impedi-
ment to ARM expansion. In April 1981, revised

Table 10.3
Low-Rate Residential Mortgages as Percent of All Residential Mortgages Held by
Savings and Loan Associations, by Federal Home Loan Bank District, 1980

Less Less Less Less Less
Federal Home Loan Bank than than than than than
District 6% 7% 8% 9% 10%
Boston 4.7% 9.0% 19.5% 47.4% 71.8%
New York 4.2 10.0 27.5 64.2 86.2
Pittsburgh 1.5 5.1 16.5 45.9 75.5
Atlanta 1.0 38 13.9 439 71.4
Cincinnati 1.0 4.7 13.9 41.2 68.2
Indianapolis 1.6 4.7 14.0 394 67.0
Chicago 1.3 4.8 13.7 34.8 61.5
Des Moines 1.8 5.4 15.8 41.4 74.9
Topeka 1.2 4.0 11.8 30.9 62.3
Little Rock 1.2 3.7 11.9 33.1 79.3
San Francisco 0.3 3.8 11.7 23.1 52.7
Seattle 0.6 3.1 10.0 24 .4 56.2
All Savings and Loan Associations 1.3% 4.6% 14.1% 37.0% 66.7%

Source: Data compiled by staff from information supplied by the U.S. League of Savings Associations.

Table 10.4
Low-Rate Residential Mortgages as Percent of All Residential Mortgages Held by
Mutual Savings Banks, by State, 1979*

Less Less Less
State than 7% than 8% than 9%
New York 23.2% 44.7% 79.7%
City 26.1 49.0 78.9
Upstate 15.3 33.0 81.9
Massachusetts 12.1 27.5 62.2
Boston 22.3 39.4 72.0
Other 9.9 24.9 60.0
Connecticut 7.7 21.2 58.3
Pennsylvania 21.0 38.8 67.3
New Jersey 8.1 22.2 62.8
Washington 7.6 20.9 35.5
New Hampshire 8.1 18.4 44.2
Maine 6.8 18.2 47.5
Rhode Island 10.4 24 .3 60.3
Maryland 14.2 31.7 59.5
Vermont 6.1 22.4 52.0
All Savings Banks 17.4% 35.5% 69.2%

At the end of 1981, residential mortgages with interest rates of less than 9 percent accounted for 55.9 percent, and mortgages with rates

below 10 percent accounted for 77.2 percent, of all residential m