Millennial Housing Commission

Concept Paper: Mixed-Income Rental Housing Production Program

Using Tax-Exempt Bond Financing

The Issues

This proposal addresses three inter-related issues affecting affordable multifamily housing:

1. Market Rent Inflation.  In recent years, market rents for apartments have grown faster than incomes of many renters.  

2. Market Rate Production.  In many areas of the country, there is a need for additional production of market rate apartments.

3. Apartments Available to Voucher Holders.  There is a general shortage of apartments that meet reasonable quality standards, are located in low poverty areas, and that are available to voucher holders.

This proposal addresses each of these issues.

The Proposal: Overview

This paper proposes the expanded use of tax-exempt bond financing for multifamily housing.  The program would finance the production of properties with most units unregulated and having rents at market levels (this proposal suggests 75%-80% of units at market rate, to be consistent with mixed income lessons learned
).  The remaining units will have regulated rents at least 10% below market, will be available to voucher holders, and will be used to create a mixed income community.  

The proposal is intended to stimulate significant new production of apartments, on the order of 50,000 units per year.

The Second American Affordable Housing Crisis

An acute housing shortage plagues two distinct groups in America today; this program is intended to address the second and less well-known group: 

1. Extremely Low-Income Households. The nation’s poorest families, leading to overcrowding and growing numbers of homeless. The crisis facing extremely-low-income households (those earning less than 30% of area median income) is widely recognized, with studies showing an alarming number – more than 5 million – paying over 50% of their income for rent.  Extremely-low-income households struggle everywhere in America.

2. Working Families.  Families with rather higher but still modest incomes, including the families of teachers and police officers, are often unable to find decent affordable housing near their work.  These households face housing shortages in a more limited, but still substantial, number of areas.

What’s more, the shortages feed on each other, with the poorest families competing against low- and moderate-income families for the few affordable units that can be found.  This has hampered attempts to increase the purchasing power of poor families using rental housing vouchers – the nation’s primary housing strategy to help extremely-low-income families – because in some areas as many as half are returned by families who cannot find units within the voucher rent limits.

The Financial Benefit of Tax-Exempt Financing

The following example illustrates the powerful affordability impact of tax-exempt financing.  Using tax-exempt financing, a typical garden apartment property, located in a modest-cost area, would become feasible at significantly lower rents:
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Policy Rationale For Using Tax-Exempt Bonds

The use of tax-exempt financing is justified because it achieves two public purpose benefits.  

· Improved Overall Affordability. The program stimulates the production of market rate rental units at lower rents than would otherwise be required, thereby constraining rent inflation and improving affordability throughout the local market.  

· More Housing for Voucher Holders. The program increases the stock of desirable units, in mixed-income settings, located in low-poverty areas, available to voucher holders. 

Tax-exempt bond financing is a familiar and proven financing mechanism for apartments.  Its allocation and compliance systems are in place, well established, and effective. Tax-exempt bond financing reduces the overall cost of capital, thereby making production more affordable.  

Rent and Affordability Provisions

Rent Level. Rents for the below-market units would be capped at the lesser of:

· 90% of the market rent currently charged for the other 75% of the units in the property; and

· 30% of 80% of the current area median income (AMI).  

Availability to Voucher Holders.  The below-market units would be strongly targeted to voucher holders, using some combination of the following approaches:

· Project-Based Vouchers. By mutual agreement between the developer and local voucher administrator, recently-created authority for “project-based” vouchers could be utilized.  The new project-based voucher legislation has the benefit of providing mobility to the voucher holder by allowing the household to move and take a voucher with it, but also continuity to the owner by replacing the household that leaves with a household off the voucher waiting list.  It is recommended that this be left as an option for the developer and voucher administrator.
· Payment Standard. Either of the following changes would result in all below-market units in eligible properties being within the payment standard.  Costs would be similar in magnitude under either approach.  The two approaches differ, however, as to where and when the costs would be borne.  The second approach is preferred for simplicity, the first for recognizing the cost up front.
· Rent Level.  The defined rent level (see above) for the below-market units could be amended to add a third criterion (the local voucher payment standard), with the regulated rent being the lower of the three criteria.  This puts the cost up front, by requiring the below-market rents to be written down further, in localities with payment standards below the rent levels described above. This has the disadvantage of uncertainty for the owner with respect to potential future decreases in the payment standard.
· Definition. The voucher payment standard statute could be amended to provide that the regulated rent for the below-market units in eligible properties would be recognized as the payment standard for those units.  This puts the cost onto the voucher program, which in some localities will provide a higher than normal payment standard for these units.
· Occupancy Requirement. The owner would agree that a percentage (such as half) of the below-market units will actually be occupied by voucher holders
.  This has the advantage of being an outcome-based requirement instead of a process-based requirement, and of directly achieving the desired outcome.  If this approach is selected, the nondiscrimination, outreach and notification requirements discussed below would become unnecessary.  This approach is recommended.
· Nondiscrimination.  The owner would agree, with respect to the below-market units, not to discriminate against voucher holders and to adopt voucher-friendly resident selection policies
.  If the occupancy requirement is not selected, this is recommended as a threshold requirement applicable to all eligible properties.   

· Outreach. The owner would agree to create and maintain linkages with local administrators of the voucher program.  The properties would be “registered” with local administrators.  If the occupancy requirement is not selected, this also is recommended as a threshold requirement.
· Notification of Vacancies.  The owner could be required to notify the local voucher administrator when vacancies occur.  This is a potential additional requirement in the event the occupancy requirement is not selected.
Term of Rent Restriction. These requirements for the below-market units would be maintained for an appropriate length of time.   Alternatives include (longest to shortest):

· In Perpetuity.  This provides maximum affordability but would need a very flexible agreement so as to cater to the likelihood that redevelopment, or demolition, or change of unit mix would be needed at some point.
· Very Long Period Such As Fifty Years.  This would mirror the use period discussed in the Commission’s background paper on Sustainability and Affordability.  By contrast to a perpetual period, fifty years is less likely to create difficulties with respect to future redevelopment decisions.
· Thirty Years.  This would mirror the current federal requirement for LIHTC.
· Fifteen Years. This would mirror the previous federal requirement for LIHTC.
Fifty years is recommended, consistent with other Commission discussions of affordable multifamily housing.

Allocation of Incremental Vouchers

This proposal would be enhanced by an annual allocation of new vouchers prioritized to the below-market units in eligible properties.  The eligible properties provide a resource at which the new vouchers can be used, and the vouchers would provide a further incentive for the development of eligible properties.  These vouchers would be available to the first residents of all or some portion of the below-market units in eligible properties.  These vouchers could be tied to the units through a project-based voucher contract as described above, or could be “first-use” vouchers that become like any standard voucher after the initial resident stops using the voucher at the property.
This enhancement is recommended because it supports mixed income communities and provides assurance that the incremental vouchers will actually be useable.

Credit Enhancement 

FHA-HFA Risk-Sharing. To reduce the cost of developing eligible properties, credit enhancement of the tax-exempt bonds should be used whenever possible.  Because FHA already has a risk-sharing program with HFAs that operates with no cost to the federal government, risk-sharing is a natural option for insuring the debt on the properties.  

GSE Options. There are a number of States, however, where local legal or other restrictions limit the use of the HFA risk-sharing program.  In these cases, the GSE risk-sharing program is an option instead, as is direct GSE credit enhancement.  

Third Option. We propose, however, to create a third option by allowing States to offset the federal cost of normal FHA mortgage insurance when used for eligible properties.  States could do this either by paying an additional mortgage insurance premium necessary to make the program revenue neutral, or by providing their own insurance (top-loss, pool, or otherwise) sufficient to fully offset any credit-subsidy cost to the federal government.  In combination with creating this third option, we also propose that normal FHA mortgage insurance not be available for use with eligible properties, except where States offset the credit-subsidy cost under this option.<SPACER TYPE=HORIZONTAL SIZE=36>NotTo
Administration 

The program will avoid the need for new housing bureaucracies and streamline program delivery by using existing tools and channeling the program through State and local housing finance agencies (HFAs), which already administer Low-Income Housing Tax Credits and HOME block grants, as well as PABs.

Proposed Changes to Current Law Governing Tax-Exempt Bonds

Private Activity Cap. <SPACER TYPE=HORIZONTAL SIZE=36>CurrentCurkasdfjasdg  aasdf  Under current law, the use of tax-exempt bonds for multifamily rental housing is limited by a per-capita cap set by the federal government for each State on the issuance of “Private Activity” bonds (PABs), which finance a range of purposes beyond housing.  While this cap was just raised substantially, the limits on PABs still significantly constrain the production of affordable multifamily housing. Alternatives for facilitating the increased use of tax-exempt bond financing for eligible properties include:

· Uncap Eligible Properties.  Developments meeting the criteria suggested in this paper would be able to utilize tax-exempt financing without regard to the current cap.  

· Separate Cap for Eligible Properties.  A separate cap could be created for eligible properties.

· Separate Cap for Multifamily.  Multifamily housing (of all types) could be removed from the current cap and placed under a separate cap.

· Increase The Current Cap. The existing cap (for all PAB uses, including multifamily) could be increased.

The first approach – uncap eligible properties – is recommended.  Under this approach, eligible properties would not compete with other multifamily uses (including properties targeted to lower income households) or with existing non-multifamily uses.  Following this approach would provide the strongest support for the principles of mixed income housing and maximizing affordability of market rate apartments.

Rent and Affordability Requirements. Currently, multifamily properties that use tax-exempt bond financing must make either 20% of their units available to households earning no more the 50% of area median income or 40% of their units available to households earning no more the 60% of area median income.  In order to do so, however, the properties receive 4% Low-Income Housing Tax Credits (LIHTCs) “as of right” in addition to the benefits of the tax-exempt financing.

For eligible properties, the requirements of this program would be substituted.

LIHTCs.  Under current law, PABs used for multifamily housing are coupled with an automatic allocation of 4% LIHTCs.  In most markets, these 4% LIHTCs will not be needed in order to produce the market rate units
.  Conversely, LIHTCs will be useful in producing the below-market units and may well be needed in some markets that have particularly high development costs.  Alternatives for the use of LIHTCs with eligible properties include:

· 4% LIHTCs for Below-Market Units.  Developers would be able to use 4% LIHTCs for the below-market units (20% to 25% of total units).  Below-market units using LIHTCs would be required to meet LIHTC requirements or the requirements of this program, whichever produces greater affordability
.  This approach uses the tax-exempt feature to reduce rents for the market-rate units, plus LIHTCs to further reduce the rents for the below-market units.
· No LIHTCs.  Under this approach, eligible properties would not receive LIHTCs except through the normal State allocation process.  Because this approach would have to use the tax-exempt feature to provide all of the affordability (for the below-market and market-rate units), this would provide less affordability than the first approach listed.
· LIHTCs In High Cost Areas.  Eligible properties in areas with high development costs and tight housing markets would receive LIHTCs.  Other eligible properties would not.  New York City, Boston and San Francisco are examples of markets in which LIHTCs likely will be needed, in addition to tax-exempt debt, in order to make development financially feasible and socially desirable. 
4% LIHTCs are recommended to be made available for the below-market units for all eligible properties, and for the market-rate units for eligible properties in high cost / tight market areas.

Costs and Outcomes 

This proposal is envisioned to be a significant contributor to the production of multifamily housing.  Analysis for the Commission by The Compass Group, LLC suggests that the tax expenditure per unit created is between $15,000 and $16,000.  Over the federal ten year scoring window for tax expenditures, the creation of 50,000 units per year under this proposal would have a “scoring” cost of $7.8 billion in foregone tax revenues.

In addition, if the optional approach of defining the voucher payment standard to be the regulated rent for the below-market units is adopted, that approach would also have to be scored, because it would increase voucher program outlays with respect to units with regulated rents above the otherwise applicable payment standard.

Finally, any allocation of incremental vouchers would need to be scored under applicable rules.  

� See the Commission’s background paper on Mixed Income Rental Housing.  


� This would require a mechanism to reduce this requirement if the number of vouchers in circulation is reduced.


� For example, any required rent-to-income ratio would compare the applicant’s income to the applicant’s portion of the rent rather than to the entire rent.


� Moreover, in most markets, the target resident population for the market rate units would include significant numbers of households above the LIHTC income limits.


� For example, the maximum LIHTC rents (at 30% of 60% of AMI) might be higher than 90% of rents for the market rate units.  In this example, the 90% requirement would govern.
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