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I appreciate the opportunity to address the Commission today with respect to the production and preservation of affordable housing. I am the managing partner of The Related Companies of California, one of the largest for-profit developers of affordable and urban multifamily housing in the state, and an affiliate of The Related Companies, L.P., the largest developer in New York City. In addition, Related Capital Company, another affiliate, is the nation’s largest syndicator of low-income housing tax credits. We have developed or have under active development over 5,000 units of multifamily housing in California, from the Bay Area to San Diego, and our projects encompass new construction and rehabilitation, high-rise and low-rise, urban and suburban, and small and large cities. Most all involve public-private partnerships with local public agencies, and we have significant experience with virtually all of the federal programs available to support the development of housing, including the HOPE VI, HOME, Community Development Block Grant (CDBG), Section 108, Section 8, and FHA mortgage insurance programs. We are also among the largest users in the state of the low-income housing tax credit and tax-exempt multifamily mortgage revenue bond programs: In 2000, we closed on seven (7) tax credit transactions that generated over $91 million in “net” tax credit investor equity, and on tax-exempt bond allocations totaling over $100 million.

The depth and magnitude of the affordable housing problem, both here in California and elsewhere, has been well documented, and there continues to be a healthy discussion of housing needs at the State and local levels in California, so I will focus my testimony on technical and regulatory changes that I believe can be made at the FEDERAL level that can help increase the development and preservation of quality affordable rental housing.

First, I think it can be stated that most of the major tools, or mechanisms, that are needed to deliver affordable housing already exist. We have housing finance tools (mortgage insurance, tax-exempt bonding authority, an active secondary market), rent subsidies (Section 8/vouchers), and at least some production subsidies (HOME). Further, there now exists an increasingly sophisticated delivery system of non- and for-profit developers with a proven capacity to implement programs, which was probably not the case even 10-15 years ago. 

The rules and regulations that govern the use of these programs, however, are often inconsistent and make it difficult to combine programs or to use them efficiently. The result is either that less affordable housing is produced or preserved or that worthwhile projects are delayed or foregone. In an expensive, tight housing market like most of the markets in California, producers of affordable housing have little margin for error, so these problems can be acute.

The following are examples of changes that could be made to existing federal programs that would either enhance their usability and/or help achieve desired public policy objectives (e.g. mixed-income housing) without requiring additional appropriations of funding.

1. Low-Income Housing Tax Credits:

a. IRS Technical Advisory Memorandum: Late last year, the IRS issued a private letter ruling, or technical advisory memorandum, that shook the tax credit community, in which it concluded that a number of project costs that had previously been assumed to be eligible for inclusion in a project’s cost basis (site preparation costs, local development impact fees, and a few other items) should in fact be excluded from basis. The effect would be to reduce the amount of project costs that are used to calculate the total tax credits for which a project could be eligible. This, in turn, would reduce the amount of equity that could be raised through selling those credits. The magnitude of the problem can be illustrated by a project we are currently building in San Diego County, which will produce 120 apartments for low-income families plus 23,000 square feet of neighborhood-serving retail space. Applying the new IRS conclusions, nearly $3,000,000 of project costs would be excluded from the tax credit cost basis, which would in turn result in a loss of over $2,000,000 in investor equity. This, in a project in which over $4,000,000 of the approximately $16,000,000 in total development costs already is being funded by state and local subsidies! This example illustrates both the difficulties in building affordable housing in high-cost areas, and the chilling effect the IRS ruling could have on same, especially in growth states like California and Florida where local impact fees are often high.

The problem, according to IRS staff, is that the tax code does not distinguish between tax credit-financed rental housing and other income property in its definition of depreciable basis, and it is that definition that triggers eligibility for tax credit cost basis. In other words, the problem is not one of policy (i.e. it is not inherently wrong to exclude these costs from basis in affordable housing projects) but rather of an obsolete definition in the code. Congresswoman Nancy Johnson (R-CT) is introducing legislation that would provide a statutory solution to this problem, hopefully in this session of Congress. The proposed legislation introduces the concept of “Development Cost Basis” for determining which costs may qualify for tax credits, and to distinguish it from “Adjusted Basis,” which is the underpinning of eligibility for depreciation in all real estate. Resolution of this problem, which appears to have widespread support, should be, as they say, a “no-brainer,” but would benefit immensely by some recognition by this Commission.

b. Definition of “Federal Funds”: When the tax credit program was conceived in 1986, an operative principle was that funds from other federal programs, if used in conjunction with 9% tax credits, would constitute a “double dipping” of federal resources. It was presumed that tax credits alone should be a sufficient subsidy to produce affordable housing. Thus, tax-exempt bonds could only be used with the lesser value 4% tax credits, for example. Further, capital subsidies from federal sources, such as HUD’s CDBG and HOME programs (the latter did not yet exist), would either have to be excluded from tax credit basis or trigger eligibility for 4% (vs. 9%) credits. As the tax credit program unfolded, practitioners began to point out that these rules were severely inhibiting project feasibility since many projects required such capital funds to enable projects to “reach” truly lower-income tenants. (The San Diego County example described above, in which $4 million of the $16 million in total development cost came from state and local subsidies graphically demonstrates this.) So, Congress began legislating exceptions to this rule, starting with the CDBG program.

What we now have is a patchwork of regulations regarding the definition of “federal funds” for purposes of determining eligibility for the 9% tax credit program that has created a cottage industry of lawyers and consultants to interpret them. (The operative principle seems to be, “federal funds trigger ineligibility for 9% credits, except when they don’t.”) The HOME program, with mind-numbingly complex regulations, is a particularly egregious example of this.

Fortunately, there is a simple solution: Except for tax-exempt bonds, federal funds used to assist tax credit-financed housing should be considered no different from state or local funds used for the same purpose. In high cost areas, it is not unusual to have two, three, or more sources of subsidy in addition to tax credit equity in a project, each of which has different rules! Amend the tax credit laws to remove the “taint” of all federal funds, and free up those lawyers and consultants for more productive activities.

2. Mixed-Income Housing: Recent efforts to redevelop the nation’s crumbling stock of public housing, and to gain community support for affordable housing, have highlighted the issue of mixed-income housing, in which tenants from a cross-section of income levels would live in the same community. Related has been and continues to be one of the nation’s leading developers of mixed-income (and mixed tenure) housing, and we have learned some lessons along the way. A project we are currently developing in San Francisco, in which 40% of the 245 apartments are to be reserved for low-income (below 50% of the area median) tenants, demonstrates both an opportunity and some of the problems  which inadvertently discourage the development of mixed-income housing.

The chief problem is that the typical sources of equity capital for low-income housing (widely held corporations seeking to shelter recurring income) and market-rate housing (pension funds and other institutional investors) are different;  the former seek tax credits and losses and the latter require cash flow, losses and residual value. There is currently no way to allocate tax credits to one limited partner and cash flow and a proportionate share of depreciation to another. To combine these different investors in a single project is almost impossible. In the San Francisco project, we intend to syndicate the low-income portion of the project to tax credit investors, to raise equity to help pay for the “internal” subsidy required to support the below-market rate rents. In order to achieve a successful syndication, the tax credits and depreciation losses for the entire project must flow to the tax credit investor limited partners. Since owners of conventional/market-rate apartments count on losses from depreciation to help offset income from cash flow, however, there is on mixed income projects a financial disincentive to owners/investors if the low-income portion of the project is syndicated. In those relatively few cases in which mixed income projects publicly sell or syndicate tax credits, the additional equity (for the market-rate portion of the project) typically comes from public agencies in the form of a subsidy. In our case, the “private” equity is to be achieved mostly through an in-kind contribution of the land.

If we are serious about truly encouraging, not just desiring, mixed income rental housing, then the tax code should be reviewed to address the problem described above.

3. Preservation of HUD-Subsidized Housing:  The preservation of older HUD-subsidized housing in which rent subsidy contracts are expiring has appropriately received abundant attention in recent years. I wish to comment on one particular segment of this stock, namely projects that were refinanced by HUD in the early 1990’s under Title II the ELIPHA program. Under this program, older Sec. 236 and 221(d)(3) projects that could demonstrate special vulnerability to conversion to market-rate housing (by their location, for example) were able to obtain second mortgages under FHA’s 241(f) program, which provided cash to the owners, in return for extending their income use restrictions for another 20 years. Most of these “Title II” projects are in the western US, with many in California. Unfortunately, HUD didn’t learn from the experience that caused the ELIPHA response in the first place, and all of a sudden, we find that these projects’ use restrictions are due to expire yet again, in eight to ten years, and market-rate buyers are hovering around these properties. Indeed, there is a view at HUD, particularly in Washington, D.C., shared by some in the preservation community, that these projects should not concern us because they still have 8-10 years left on their regulatory agreements; in other words, they are tomorrow’s problems.

In fact, precisely because Title II projects are by definition located on sites that are most conducive to market-rate conversion, the time to act is now. Our company has helped pioneer a model for the acquisition and rehabilitation of Title II projects utilizing tax-exempt bonds and tax credits, in which affordability restrictions are extended for 55 years, and all residents with Section 8 assistance are allowed to remain. We are currently processing over 2,200 units in five projects in this manner, including a 700-unit project in San Jose, perhaps the nation’s most expensive housing market, in which nearly $20 million in capital improvements are being made with no displacement of low-income residents.

The problem has been in convincing HUD that a new tax credit regulatory agreement for 55 years offers sufficient affordability protections to justify amending and restating the existing use agreements, which expire in 8-10 years. We have established an excellent working understanding with the HUD offices in San Francisco and Los Angeles, but would greatly benefit from a similar understanding of the California marketplace in Washington. If the procedures we have been able to work out with HUD were to be institutionalized and streamlined, several thousand units of at-risk affordable housing could be preserved for the long term.

In closing, I would urge the Commission to acknowledge in its findings the enormous differences in and among housing markets throughout the country. Decentralized programs, like the tax credit program, are far better at addressing the needs of specific areas than “top-down” programs. Even in that program, the use of national criteria can be problematic: Tax credit developers in California still labor under the burden of Section 221 (d)(3) mortgage limits, which are comically low in our high-cost areas near the coast yet actually a bit generous in some inland communities, since the limits are used to establish cost basis ceilings by the State. In a similar vein, the viability of mixed income housing is ultimately governed by the realities of the local marketplace: In our Aliso Village HOPE VI project in Boyle Heights, the tax credit rents are close to the market rent in that neighborhood, so combining public housing residents with incomes below 30% of the median with residents at 50% of the median represents a realistic mix; in San Francisco or Orange County, market demand is sufficiently strong that “high-end” and tax credit renters can plausibly be combined in one development.
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