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Ms. Molinari, Mr. Ravitch, Members of the Commission, Invited Guests:  Good Afternoon.

Introduction

My name is Henry Lanier.  I am a Managing Director at the investment banking firm of Lehman Brothers and I am the co-head of Lehman’s Housing Finance Group, which underwrites housing bonds for state and local housing authorities across the country.  I am also the President of Lehman Housing Capital, which, until recently, syndicated the Federal Low Income Housing Tax Credit (“the LIHTC”).  I have been an investment banker in the housing finance field for 23 years.  Before that, I was the founding Executive Director of Los Sures, a non-profit, community-based housing development corporation in the Williamsburg section of Brooklyn.  I also served for two years as Assistant Commissioner of what is now the New York City Department of Housing Preservation and Development where I administered several community-oriented housing rehabilitation programs.  In all, I have about thirty years experience in developing and financing affordable housing.  I live in Manhattan.  I appear here today to testify on the subject of housing finance.

Initially I want to address:

1) The importance of this commission and your charge;

2) The key role the capital markets play in the development of affordable housing;

3) The importance of the Community Reinvestment Act and other less formalized “mission-oriented” (i.e., extra-market driven) forms of investment;

4) The critical role that state housing finance agencies play in the delivery of affordable housing to the citizens of this country; and

5) The growing and interesting role that public housing authorities are beginning to play in the financing of affordable housing.

Next, I have some thoughts on the phenomenon of tax credits as a financing vehicle for public capital projects

Next, I have a laundry list of suggested modifications to the LIHTC and to the statutes and regulations governing single and multi-family housing bonds.

Last, I suggest some overall approaches to new housing programs.

The Commission

I don’t know if you realize and appreciate the stir you have created in the affordable housing world.  Everywhere I go across the country I hear talk about you and your Congressional charge.  This is the first time we have had a national, government-mandated, comprehensive analysis of our affordable housing needs and programs.  Affordable housing professionals are accustomed to being treated as policy’s stepchildren.  We are the good guys whose bills might get tacked onto a bill focused on the big guys.  We are always a bit surprised (but pleased) when a presidential candidate mentions us on the stump.  Our concerns about the deplorable conditions in which so many lower income families and individuals live seldom seem to rise to the threshold of the national consciousness. 

And now, we find ourselves with a Millennial Housing Commission!  You are the repository of many hopes and high expectations.  Our enthusiasm is tempered, of course, by decades of skepticism, but we’ve seldom had the kind of opportunity that you represent.  While we have no illusions that our concerns will ever rise to the level of where the next stealth bomber is to be built or whether Microsoft will survive or whether the estate tax will be reimposed in 2011, still, it’s exciting to think that the field of affordable housing will be given a deliberate, systematic and thoughtful analysis and that the interests of the millions of people currently living in unacceptable circumstances will get a serious hearing at the highest levels of government.

And that something will happen—that you will make sure our voice is heard.  That there will be more and better housing and fewer people on the streets at night or living like sardines in overpriced surroundings.  Good luck and aim high.

Capital Markets

This country’s capital market system is truly a work of genius.  Securities firms, my own included, like to tout their global reach, but in fact, worldwide well over half of all buys and sells every day happen right here in the USA.  Driven by the relentless competition of the marketplace, we are constantly creating new and more efficient ways of moving money from where it is to where it is needed and, in the process, creating value.  That it is not perfect, that there are entire classes of citizens that benefit only marginally from all this efficiency, that the system generates excesses that appall us—these are all true.  But we are the envy of the world for what our markets can accomplish.

Nowhere is this truer than in our ability to raise private capital for public works.  No other country has a municipal market a fraction of the size of ours.  Every year we raise over $200 billion in money for bridges, non-profit hospitals, public power generators, student loans, highways, prisons, and a host of other government-sanctioned purposes, including affordable housing.  Today approximately $20 billion of debt gets raised each year for single family and multi-family affordable housing, and this number has grown by about $1 billion a year over the last five or six years.  Historically it has been predominately a tax-exempt market, but in the last five years the taxable component of the $20 billion has grown to 20-25%.  Variable rate debt has also grown as a proportion of the total and, side by side, interest rate swaps have burgeoned as a risk management tool.  State and local housing finance agencies have been the principal issuers of this debt, and their finance staffs and their investment bankers, attorneys, credit enhancers and consultants have grown increasingly experienced and sophisticated.  

It is a large, robust and efficient market, and it has an equal partner on the equity side in the markets for syndications of the LIHTC.  In their report to the Commission Recapitalization Partners has done an excellent job of documenting the increasing efficiencies of the tax credit markets, so I will not belabor them here.  The Commission’s final recommendations should reflect the enormous resource represented by all of these markets and should leverage private capital to the maximum extent possible. 
And to the extent prudent.  The private markets are a gift—an enormous resource—but they cannot accomplish everything and they exact their pound of flesh along the way.  Most of us, for example, believe that mixed income housing is an excellent way to design affordable housing developments.  Most LIHTC developments, however, are 100% low income and those that are mixed usually have less than 10% market rate units in their mix.  The developments are not as big as the old public housing or Section 8 behemoths and they’re much better designed and more geographically diversified, but they do not go as far as they should in integrating different economic classes.  And why not?  Because the investors in the tax credit market have developed as buyers of tax benefits as opposed to real estate benefits.  They strive to minimize their real estate risk and they believe (not unreasonably) that one way to achieve this goal is to minimize if not eliminate market rate units in the tax credit properties that they buy—directly or through syndications.  The result, despite several states (Colorado chief among them) mandating higher proportions of market rate units, is a concentration of poor tenants and it is the marketplace that has caused this unwelcome and unintended outcome. 

Another, obvious example of the limitations of private capital is that it cannot be used in situations where it will not be repaid.  Housing extremely low income people (those who generally make below 30% of the median income) (“ELIs”), most of whom cannot pay for the maintenance and operation of their apartments, let alone their share of debt service on a mortgage, cannot be financed in the marketplace.  Innovations such as the Washington, Chicago and Philadelphia housing authorities’ capital grants bond issues are merely accelerations of Federal grants, not true leveragings of private capital.  These are not asset-based financings; the authorities’ investors are looking to appropriations from the Federal government for repayment of principal and interest.  The Commission should not view the markets, important as they are, as the answer to all our affordable housing needs.  There are critical needs that can only be met through a direct expenditure of tax revenues. 

Mission-Oriented Investments and The Community Reinvestment Act

My friend and co-panelist, Mark Willis, can speak far more authoritatively than I on this subject, but I would nonetheless like to acknowledge here the enormous importance of mission-oriented investment to affordable housing finance.  Above, I refer to “extra-market” incentives, which is merely an acknowledgement that legislation that mandates mission-oriented investment must not ignore the profit-making nature of the institutions they regulate.  They can modify the profit motive at the margin, but they cannot turn banks into eleemosynary institutions.  Nor, of course, are banks the only class of financial institution so affected.  State legislatures in some states, including California and Massachusetts, have begun to require insurance companies to divert some of their investments into affordable housing and other types of community development activities. Quite a few securities firms have found themselves sensitive to CRA concerns because of their purchase of depository institutions in connection with other activities. Under the prodding of former Federal Housing Finance Board Chairman Bruce Morrison, the twelve regional Federal Home Loan Banks have become important partners of many state HFAs, providing liquidity for variable rate financings, a market for the increasingly large amount of taxable bonds issued by HFAs, grants and construction loans for multi-family developments and other financial resources.  And then there are the GSEs—FNMA and Freddie Mac—who have taken the science of mission-oriented investing and elevated it to an art.  The debate over the government’s largesse to these two institutions is complex and outside the scope of these hearings, but, while they are the 500 pound gorilla that everyone loves to hate and while they are, inarguably, arrogant to a fault, they also represent a significant proportion of the market for affordable housing instruments.  In many markets they are the only buyers at “market levels” of long term state HFA single family housing bonds.  Without them, rates on this critical class of securities would rise appreciably and have a measurably negative impact on the efficiency of the state programs.  Even more importantly, FNMA alone is estimated to buy 30-40% of all tax credits syndicated in the market today, and Freddie Mac is a substantial buyer as well.  The Commission should understand the importance of all these mission-oriented initiatives and acknowledge the sensitivity of affordable housing programs to modifications of this regulatory structure.  More ends-oriented mission regulation, not less, is probably called for, especially as financial institutions are deregulated and begin looking more and more like each other with comparable responsibilities to their respective communities.

State Housing Finance Agencies

Now we come to a subject near and dear to my heart.  I started in the investment banking business in 1978, just as many states were establishing HFAs and as the older agencies were adding single family programs to their already-established multi-family portfolios.  I worked with young start up staffs in Montana, Wyoming and Indiana and we all learned the ropes together.  I went through what passes for high drama in our business of the introduction of the “Ullman” bill which was introduced in May 1979 and finally became law in November 1980, and which completely transformed single family bond financing forever (and for the better).  I saw the devastation of the real estate market wrought by the 1986 tax act and the way that the state agencies picked up some of the slack.

Most impressively, I watched as the agencies grew into the principal vehicle for national affordable housing programs.  They built up their balance sheets in the eighties and nineties and at the same time their program and finance staffs grew larger and more sophisticated.  When disintermediation threatened its banks, New York created a loans to lenders program that bought their underwater loans at par.  When its population boomed, California grew a $200 million a year single family program into a $1 billion program and figured out how to do it 70% taxably to conserve scarce bond volume cap.  When bridge financing was hard to get for tax credit developers, Illinois developed a program to fill the vacuum.  When high rates slowed down its multi-family program, Michigan refunded its large portfolio of older bonds and used the resulting overcollaterallization to make hundreds of millions of new money available to developers at 1%.  As they grew and as the Federal government withdrew from its commitment to affordable housing, the state agencies picked up more and more of the responsibilities of delivering affordable housing programs, both state and Federal.  They became the principal vehicle for FHA multi-family insurance through the FHA Risk-Sharing program; they became the allocators of the LIHTC and the regulators of tax credit properties’ continued compliance; they became PAEs in the Mark-to-Market program; they became the administrators of HUD’s Section 8 HAP contracts; in Boston, HUD turned over 2000 units of its worst inventory to the Massachusetts HFA and the agency renovated it and created tenant coops—with minority professionals performing over half of the work; in Washington DC the agencies’ trade organization—the National Association of State Housing Agencies--became the principal driver of affordable housing legislation. 

The state agencies are the not-so-secret weapon of our affordable housing finance and delivery systems.  They are professional, market-oriented, sophisticated programmatically, politically and financially, economically sound and are serviced by a large contingent of third party professionals in the areas of law, finance, quantitative analysis, technology, public advocacy, etc.  To a remarkable degree they are without scandal, a phenomenon I attribute to their highly visible status in the capital marketplace.  The market does not tolerate borrowers that don’t keep their noses clean and that don’t run a competent organization.  Investors are not shy about speaking their minds on these subjects and are not vulnerable to the displeasure of publicly elected officials who might be offended at their criticism.  After all, they have other places to invest their money.  Likewise, rating agencies cast a cold clear eye on bond issuers and back up their opinions with detailed publications.  Thus, to a large degree, the intent of the original founders of these “quasi public” entities (the state HFAs)--that they would be free of the political and civil service constraints of ordinary line divisions of state and local government—has been fulfilled.  In every state but two an experienced cadre of housing professionals has developed in a decentralized structure that is sensitive to the different housing needs of their respective localities and that is mindful of the concerns of local elected officials without being subservient to them.  The Commission should protect and enhance the role of state HFAs in existing programs and in any new initiatives that it proposes.

Public Housing Authorities

There is another class of affordable housing organizations that have been around for twice as long as the HFAs and who number upwards of 3000 entities that, in the aggregate, own 1.3 million apartments that house extremely low income families and individuals that would otherwise almost certainly be living in unacceptable conditions.

Five years ago public housing authorities would not have warranted much attention in testimony concerning “housing finance”, but recently many PHAs have begun to shake off their traditional role as passive extensions of the Federal government and to take on more of the aspects of state HFAs.  They and the HFAs are and will probably always be fundamentally different types of organizations, but we are beginning to see the PHAs practicing some of the same techniques as their younger, more market-oriented cousins.  As such, they deserve the Commission’s attention.

First and foremost, PHAs are the housers of last resort—they house the otherwise unhouseable, the ELIs.  People making less than 30% of median income cannot pay debt service on a mortgage, so there is only a limited role for the capital markets in PHAs’ financing plans.  But today the PHAs are breaking out of their traditional programmatic straitjackets and are getting into areas in which the markets can play a part.

HOPE VI was the initial vehicle for this evolution.  This financing program, which encouraged (but did not require) the participation of the private sector, drove a programmatic change—more mixed income housing—that encouraged the participation of private capital, both tax credit equity and multi-family housing bonds.  Poverty-concentrated projects are being torn down and privately owned, PHA-supported mixed income housing is going up in its place.  Commercial strips are being inserted into otherwise sterile residential environments.  PHA staffs are getting more financially sophisticated.  Two or three years ago Standard & Poors initiated a management-oriented evaluation system for PHAs (as opposed to an investor-driven rating), and more recently the other rating agencies have been developing PHA-oriented products. 

In December the Washington DC Housing Authority privately placed with FNMA and the Bank of America a bond issue secured by the future receipt of capital grants.  In August or September the Chicago Housing Authority will issue approximately $275 million similar bonds and sell them publicly with high investment grade ratings from at least two rating agencies.  Philadelphia is expected to follow suit shortly after.  Last week S&P published detailed criteria for this type of grant anticipation bond, which is also characterized as appropriations risk debt.  These bonds give the issuing PHA the ability to accelerate its capital building program by borrowing today against the receipt of future allocations from Congress through HUD.  They are not repaid from project revenues but rather from the HUD grants.  Bond proceeds cannot be used (except for a small, “bad money” portion) to build privately owned developments.  Since these are “governmental purpose” bonds, they do not come out of the annual allocation of private purpose volume cap (the good news) and thus do not qualify for the LIHTC (the bad news).  The Commission should carefully analyze the emerging phenomenon of PHAs as capital market participants and should propose programs that encourage and enhance the evolution of these entities and that promote the improvement in the types of housing that are beginning to develop from these changes.
The Low Income Housing Tax Credit
The LIHTC is such a powerful model that its very success threatens to destroy it.  The design and regulatory apparatus is so efficient (e.g., it completely excludes HUD!) that one has to marvel at the creators’ foresight.  Luckily, one of them, Herb Collins, sits on the Commission, so you don’t have to look far for insight as to how it was done.  The program has been long lasting, impressively scandal-resistant, flexible enough to take on dramatically different forms in different localities and adaptable to a variety of different market environments.  We financed it retail in the eighties and institutional in the nineties (we may need both in the future).  As we built market acceptance, after-tax yields to investors dropped from the high teens (in the early nineties) to about 7% (in 2000) and then rose to the high 7%s today.  Over that period the price per credit paid by the market to developers rose from the low 40s to the mid 80s (they have now dropped to the high 70s) and syndicator spreads halved.  The program services urban, rural and suburban communities.  For the most part, its product is visually indistinguishable from market rate real estate.  It integrates fairly well with other housing assistance programs.  A robust secondary market exists which has driven liquidity premiums way down. 

Today, however, the market for the tax credit is threatened.  In retrospect, last year, when investor yields dropped briefly below 7%, it clearly had overshot its natural risk-dictated boundaries.  This itself created an overhang of unsold product coming into 2001 that was exacerbated by the roughly 28% rise in allocations that Congress approved in December.  Adding to the problem of oversupply is the presence of between $500 million and $1 billion of secondary market product created by the weakened economy.  The laws of supply and demand have asserted themselves, and the market for credits is in the process of a significant adjustment (after-tax yields of 7.75% as of this summer and counting).  It will adjust over time and, with an increase in the number of buyers that will result from higher yields, it is robust enough to absorb the additional 20% increase in credits legislated for next year.  The overhang will work itself off and, hopefully, the economy will improve and reduce the supply of secondary offerings.  

But the LIHTC’s success has made tax credit proponents out of everyone, and the housing credit now faces the prospect of sharing its market with the New Markets credit and, very possibly, with the proposed single family credit.  Never mind the talk of credit programs for the environment, education and other worthwhile public areas of concern.  Tax credits have become the public financing vehicle de jour.  I don’t think the market is big enough for everyone and I don’t think that depending on the GSEs to insulate the housing credit and keep it at reasonable pricing levels is a prudent strategy. FNMA and Freddie Mac may be mission-oriented, but they are not mission-driven.  The Commission should solicit market analyses from other experts and, based on their findings, should advise Congress as to the merits and risks of introducing a large, single family credit to an already fragile market.   Additionally, the Commission should recommend changes in the current structure of the LIHTC that will enhance the attractiveness of the credit to investors and help to expand the market without driving up investor yields.

Following are some specific recommendations for modifications to the LIHTC:
1) Eliminate the 10% carry forward requirement.  This was originally intended to encourage the states to allocate credits to developers that were ready to build, but there are enough other incentives to make this one redundant and a waste of attorneys’ fees;

2) Eliminate the AMT restriction.  If the LIHTC program is an important national priority, why shouldn’t it transcend the AMT?  This modification would be a significant improvement in the marketability of the credit;
3) Conform the LIHTC and the tax-exempt housing bond regulations.  There are some minor but irritating inconsistencies between these two linked programs that should be fixed;
4) Make the credit percentages 4% and 9% flat.  Don’t make the credit subject to the fluctuations of fixed income rates.   Eliminate one more minor but irritating uncertainty;
5) Allow the permitted rents to respond to extraordinary spikes in external housing costs such as the recent surge in utility rates;
6) Keep the credit period at ten years.  Don’t follow the recommendation of the staff of the joint taxation committee to extend the period to 15 years.  This would hurt the marketability of the credit as well as reduce significantly the production value of the program (at a time when rising yields are driving down these production values);
7) Rationalize the recapture bond structure.  Don’t require it of investors with investment grade ratings—use the market’s own resources (in this case, publicly available credit ratings);

8) Permit individual investors to take passive losses on tax credit properties against ordinary income.  This will open the retail market again and help hold down investor yields;

9) Allow HOME-assisted properties to get the 30% “difficult to develop” premium.  Don’t penalize rent-skewed or urban properties by making this an either/or choice;

10) Establish the depreciable basis for tax credit properties as the aggregate of “all                                     necessary costs” to construct the property.  This would include impact fees, escrows and other essential expenditures.  Let the states determine what these costs are, subject to caps on the overall allocation of credits;

11) Eliminate the 10 year rule on ownership for acquisitions.  If a property is otherwise appropriate for the program, give the state allocating agencies the flexibility to identify and avoid abusive situations; and

12) Establish income compliance through an examination of income tax returns.  This would be no more intrusive than the current practice in single family bond programs of ascertaining first time owner eligibility from an examination of three years of returns.
Single Family Mortgage Revenue Bonds

Following are some specific recommendations for modifications to the statute and regulations governing MRBs:

1) Convene a panel of nationally recognized bond attorneys, both “bond” and    “tax” professionals to give the Commission the benefit of their perspectives;

2) Eliminate the rebate of excess investment earnings for state and locally constituted housing finance agencies that establish a program to utilize these funds for affordable housing purposes.  More time and legal fees are wasted trying to deal with this provision than could possibly be justified.  Additionally, the state HFAs would gain a modest new source of internal financing.   At the least, revert to the pre-1989 standard of allowing the agencies to use excess investment income to subsidize the mortgage rates in their programs through the use of the “unused Section 2” calculation;

3) Exempt bonds issued pursuant to the private purpose volume cap from the AMT.  This is a nuisance provision that creates a lot of paperwork with very small gain to the US Treasury;

4) Eliminate purchase price limits on single family programs.  The existing income limits are sufficient to keep the programs focused on those that truly need them;

5) Eliminate the 10 year rule that prohibits issuers from using current refundings to effectively reuse prepayments and make more proceeds available for below-market rate loans; and

6) Eliminate the recapture provision in the single family statute.  First time homeowners have shown themselves very unlikely to “flip” their homes and abuse the Federal subsidy.

Thinking about a New Affordable Housing Program

State HFAs are much more sophisticated today than they were 15 years ago when the LIHTC was formulated.  The program should be modified to give the allocation agencies more leeway.  They should have an aggregate tax credit cap, encompassing properties with taxable and tax-exempt debt, and be allowed to allocate it to properties in a flexible manner.  Deeply rent skewed properties, for example, could be allowed a credit in excess of 9%.  Mixed income properties could be allocated enough credit to boost their debt service coverage to 1.20 or 1.25—high enough to get investors over their concern about market real estate risk.  An incremental pool of credits specifically for the use of PHAs might be a good idea.  Clearly, more HOME or HOME-like funds that supplement the LIHTC are necessary to accommodate the increase in caps.  Without them the new volume will go exclusively to near-market rate properties, not where they are probably most needed.  HOPE VI should be continued and expanded.

I am a proponent of a position that my friend John McEvoy takes exception to, but I see no reason to hold the maximum LIHTC income limit to 60% when there are some communities (New York City being prime among them) in which market-priced rental housing cannot come close to accommodating those who make the median income, let alone 80% of it.  I advocate allowing a portion (say, 20%) of the credit to be used for tenants at 80% or lower of the median income.  If states don’t want to use this provision, they wouldn’t have to, but it would be a valuable arrow to have in their quivers if they felt the need of it.  I feel strongly against establishing a brand new program for the 80% population when we have a perfectly workable vehicle in the LIHTC program.

I think that the PHAs could be the vehicle for a new production program for the ELIs.  I think that their prime source of capital funding should be made more flexible to allow them to use it in connection with PHA-assisted and PHA-regulated (but not necessarily PHA-owned and managed) new development.  A rent subsidy would be necessary to make such a program feasible, but a slightly reengineered version of Section 8 might do the trick.  To the extent possible, use the capital markets for the financing.  This will keep participants focused on market discipline   and will avoid big outlays of federal capital (with the acknowledgement that we have seen annual outlays of Section 8 grow out of control).

Good luck in your deliberations.  You have a unique charge and you have all of our best wishes for wise and productive choices.
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