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Construction and Development Financing

Proposal:

Facilitate the development of a secondary market for construction and development loans for both single- and multifamily housing.

Problem Proposal Addresses:

One of the few areas of housing finance that has not benefited from the lower rates and  liquidity provided by the secondary market is lending for the construction and development of both single- and multifamily housing.  The higher rates and limited availability, particularly during “credit crunches,” of these loans can limit the production of housing.  Construction and development find capital primarily through equity of various types, and through commercial banks and thrifts that hold the loans in their portfolios rather than selling them into the secondary market.  The distinct, often more local, nature of underwriting these loans, particularly the risks of the local market and the development team, along with differences in loan term and other factors, separate them from the long-term permanent financing that has been the staple of the housing secondary market.  Because construction loans are better understood and considered less risky than development loans, facilitating the development of a secondary market for construction loans should be significantly easier than for development loans.
Options:

The Finance Task Force has examined the following options to encourage a secondary market for construction and development loans:

· Create a “Private” Secondary Market:  The first step in the creation of a mature secondary market for various housing loans has typically been the development of “private” secondary markets that test the potential on a limited scale.  The early efforts of Fannie Mae and Freddie Mac follow this pattern, as do the relationships bank consortia and similar entities have developed with groups of commercial banks, pension funds and insurance companies.  Such a model could be applied to construction and development loans through a demonstration program with the Federal Home Loan Bank (FHLB) system, which would purchase the loans from its members, thereby building data and standards that could be utilized elsewhere.

Pros:
· A targeted, cost-effective effort to better understand the potential for the market utilizing an existing national network of lenders with a strong local presence.

Cons:
· Would be new direction for the FHLBs, requiring new skills or personnel.

· Encourage the Use of FASITs:  An existing structure, the Financial Asset Securitization Investment Trust (FASIT), provides a vehicle for securitizing construction, development and other types of loans by extending to them the favorable tax and accounting treatment that single-family mortgages currently receive through Real Estate Mortgage Investment Conduits (REMICs).  A lack of regulatory guidance from the Treasury Department, however, has greatly limited their use.  Treasury should be encouraged to publish regulations for FASITs.

Pros:
· Could potentially open a secondary market for construction and development loans with limited effort and cost.

Cons:
· Limited knowledge and precedent could limit effectiveness and discourage future development of the secondary market.

· Establish New Programs:  A longer-term strategy for developing a secondary market for construction and development loans is to establish new federal programs to support this lending.  For example, FHA and HFAs could insure the loans outside of their current permanent-only or construction-to-permanent structure, or the GSEs could be given clear authority in their charter to purchase the loans.  Other possibilities are similar to the Finance Task Force’s recommendations for small multifamily lending, including establishing federal data collection and analysis, pool insurance or other programs (see related policy option paper on small multifamily properties).

Pros:
· Ensure long-term, widespread development of a secondary market.

Cons:
· Not clear at this point that secondary market for these loans is feasible.

Recommendations:

The Finance Task Force has developed a two-part strategy with short-term and long-term recommendations.  In the short-term, the Task Force recommends:

· Working with the FHLBs to develop a pilot program to purchase construction loans from their members.

· Encouraging the Treasury Department to issue regulations on FASITs.

Assuming these efforts are successful, in the long-term, the Task Force recommends:

· Extending the FHLB pilot to include the purchase of development loans, especially for in-fill and urban redevelopment where the lack of financing is a chief constraint. 
· Developing legislation for new federal programs to insure or purchase construction and development loans.  

Further Background:

The FHLBs and other groups have begun discussions on a program for purchasing construction loans.  The Finance Task Force is meeting with them to discuss the development of the program.  The National Association of Home Builders has closely examined the FASIT structure and has background material on their potential.
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