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INTRODUCTION
Thank you for the opportunity to speak to you regarding the preservation of existing subsidized housing.  The California Housing Partnership Corporation (CHPC) is a nonprofit housing technical assistance and training organization formed by the California legislature in 1987.  CHPC’s mission is to preserve and increase the supply of affordable housing and to expand the capacity of public, nonprofit and resident-controlled entities to develop, own and manage affordable housing.  As such, we serve as a clearinghouse for information on federally assisted housing in California.  We also help nonprofit housing development corporations, resident associations and local governments buy and rehabilitate these developments, using public and private financing to keep rents affordable.
THE PRESERVATION PROBLEM
The federally assisted stock presents a major challenge as we confront the ever-growing housing crisis that is affecting our nation.  The issue of existing subsidized housing at-risk of conversion to market rate is especially severe in California.  Since our state often tends to experience trends prior to the rest of the country, I would like to review some of the housing issues that we face.

More than four out of ten of all California households are renters.  According to the California Budget Project, nearly 25% of renter households in the state’s metropolitan areas spend more than half of their income on rent.  Worse yet, 67% of California’s low-income renters pay more than half of their income for rent.  Low- income renters outnumber affordable rental units by more than 2-to-1.  With the lack of affordable units, 13% of California’s renter households live in overcrowded conditions, and 12% live in substandard conditions.

This crisis makes the supply of existing subsidized housing even more precious.  California has 148,540 federally assisted units, including those with Section 236 and 221(d)(3) mortgages, Section 515 mortgages, and Section 8 project-based assistance.  We have already lost 19,740 units – more than 13% - as owners have opted out of Section 8 or prepaid their assisted mortgages.  As of April 2001, 4,872 units have terminated their Section 8 contracts and 15, 542 units have prepaid their mortgages (including some that have done both).  While these lost units are concentrated in the major metropolitan areas of the state (with the exception of San Francisco), many rural areas have been affected as well.  In fact, when a rural project terminates it subsidy, it may represent as much as 10-12% of the housing supply in its area.

To put the loss of these affordable units in perspective, you should know that the Low Income Housing Tax Credit produces approximately 7,000 units per year in California.  It would take nearly three years’ worth of 9% credit allocations to make up for the units that have already been lost.  And housing developed with 9% tax credits does not serve households with incomes as low as the project-based Section 8 program.

WHAT IS AT RISK?

CHPC has determined that in California 49,834 units are at risk of conversion, representing more than one-third of the federally assisted stock.  At lower risk are the 48,457 units of non-profit owned housing (although we are finding a few non-profits who are terminating subsidies) and the 15,909 units of Section 8 whose contracts do not expire for another five years.  California has also seen 3,070 units acquired in what we term “preservation acquisitions” – units that have prepaid or opted out but have been restructured with new rental restrictions.  The new restrictions, however, are generally not as deeply targeted as the previous restrictions. 

California also has 15,909 units that were restructured under the ELIHPA (Title II) and LIHPRHA  (Title VI) programs.  Although LIHPRHA required 50 years of ongoing restrictions, ELIHPA required only 20 years.  We are now seeing many of these Title II projects—with eight or nine years of restrictions remaining—attempting to restructure yet again, even though we thought they were already preserved.  Again, these new restructurings typically do not result in rents as deeply affordable as the previous restrictions.

As part of our analysis, we try to determine the factors that lead owners to choose to convert to market.  Clearly, the ability to achieve market rents has been important, although the Congressional response in setting up the Mark Up to Market program has substantially addressed this issue.  However, there are many other less tangible influences on owner decisions, such as frustration in dealing with a difficult federal bureaucracy (HUD), the owners’ tax situation, and the simple desire to divest themselves of their properties after owning them for more than 20 years.  Because of these and other factors, we continue to see conversions in unexpected situations.

There is also a new expiring use problem looming on the horizon: the expiration of the compliance period for the first Low Income Housing Tax Credit units.  The problem will be especially critical for those units built during 1987-1989, when the compliance period was only 15 years.  In California, this means 14,588 units in 341 developments are potentially at-risk of converting to market beginning in 2002.   We will be using the same tools and techniques to acquire and restructure expiring tax credit units as we use for expiring HUD-assisted developments.  However, unlike the HUD and FHA stock, there currently is no protection available for tenants of these developments (in the form of enhanced vouchers) if they should convert to market.  

FINANCING TOOLS – AND PROBLEMS

How should be the federal government respond to the problem of units converting to market rate?  As an incentive for owners to stay in the Section 8 program, Congress took a major step in enacting the Mark Up to Market program.  This has been the primary tool to encourage owners to renew their Section 8 contracts. But when owners choose not to remain in the program, we need other tools to assist in preserving affordability.  In California, we currently use Private Activity bonds with 4% tax credits, IRP Decoupling, and, to a lesser extent, 501(c)(3) bonds.  These are supplemented substantially by state and local funding resources, including a new state Multifamily Housing Program funded with $188 million in 2000.  In addition, there are point preferences for at-risk housing in the competitive allocation procedures for both 9% tax credits and private activity bonds.  

However, there are some substantial obstacles to financing preservation efforts.  They include the following:

1. Lack of sufficient subsidy resources.  In high cost areas, which include much of California, the increased market value of properties requires additional subsidy to preserve the units at rents that the existing tenants can afford.  Even when using Private Activity bonds and 4% credits, there is often a substantial financing gap that requires additional gap financing resources.  

2. Inability to leverage annual Section 8 renewals.  Although projects can Mark Up to Market, lenders are unwilling to underwrite a long term (15-, 20-, or 30-year) loan based on annual renewals of Section 8.  As a result, loans are underwritten at rents substantially below the Section 8 contract levels (generally at 50% and 60% of median income).  What we call the “Section 8 increment” – the difference between the underwriting rents and the full Section 8 rent – cannot be leveraged to increase the financial feasibility of the project.  This increment then ends up as cash flow to the owner or tax-credit investor and does little to enhance the feasibility of the development or assist the tenants.  (The same problem exists for the recently revised project-based voucher program.)

POLICY RECOMMENDATIONS

With this view of the overall preservation issue, I would like to take the opportunity to make the following recommendations to the Commission:

1. Continue Section 8 renewals.  As the primary incentive for owners to remain in the Section 8 program, continued renewals are absolutely critical.

2. Find a way to leverage Section 8 renewals.  If a new form of guarantee were established to insure the renewal of project-based Section 8, the contracts could then be leveraged to finance additional debt and increase project feasibility.  Without some form of guarantee, the higher Section 8 rents only serve to provide additional cash flow to the owner or investor and do nothing to augment the development’s financing.

3. Provide additional subsidy through Preservation Matching Grants.  The federal government does not have the resources to shoulder the entire burden of preserving the assisted housing stock.  At the same time, the states also are not able to provide sufficient funds by themselves.  Many state policy makers, including the Governor of California, have expressed the opinion that states should not bear the entire burden of fixing a federal problem.  H.R. 425 would provide matching grants to states that are willing to provide financial assistance.   This additional subsidy would provide critical assistance toward making preservation purchases feasible.

4. Fund rehabilitation for existing nonprofit owned projects.  These developments have been overlooked because they are not generally considered to be “at risk.”  Nonprofit owners typically do not have the incentive to opt out of Section 8 or prepay their mortgages, since their public purpose mandates that they provide affordable housing.  However, some of these developments are in need of rehab beyond the level that their replacement reserves can support.  The nonprofit sponsors typically do not want to use tax credits because it means giving up their ownership to a limited partnership.  These projects need to be rehabilitated to be viable on an ongoing basis.

5. Fund enhanced vouchers for expiring tax credit developments.   There is currently no assistance available to tenants in these developments should they convert to market.  The problem is most acute for projects built during the first three years of the tax credit program, when fifteen years of compliance was all that was required.  Tenants in these developments deserve protection from conversion just as do those who live in projects with assisted mortgages or project-based Section 8.

6. Do not create any new programs without long term restrictions.  Fifteen to twenty years of income and rent restrictions are not enough to require of owners in exchange for the substantial financial assistance that they receive:  it is not  a sufficient return on the investment of public dollars.  Shortsighted policies have led us into a cycle of new preservation crises every fifteen years.  Given the lessons we have learned and in the interest of good public policy, we cannot continue to perpetuate this situation.  And longer-term restrictions will not be a disincentive to ownership. Experience in California indicates that developers – for-profit and nonprofit alike - are more than willing to agree to 55 years of affordability in exchange for obtaining tax credits. Let us learn our lesson from the past.

Thank you for your interest in preserving our nation’s supply of existing affordable housing problems.  I look forward to your report and the creative solutions I am sure you will develop.
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