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To:
Conrad Egan, Executive Director

Millennial Housing Commission

From:
Tom Bledsoe, President

Housing Partnership Network

Date:
June 29, 2001

RE:
Questionnaire on Housing Policy Issues

As you know, the Housing Partnership Network (formerly the National Association of Housing Partnerships) is a membership network of 64 regional nonprofit housing organizations operating in 35 states.  Collectively, these entrepreneurial and collaborative nonprofits have developed or preserved over 60,000 units of affordable rental housing.  They have also built, rehabilitated, or financed 70,000 single-family homes, and provide annually homeownership counseling and support to 60,000 low- and moderate-income people.

We have reviewed with interest the MHC questionnaire.  It contains many provocative issues, and we applaud your efforts to reach out to all elements of the housing industry for input.  We would like to offer comments and recommendations on four overall topics that are most relevant to Network members.  They are organized as follows:

A. Corporate Capital Needs of Mature Nonprofit Housing Developers

B. Homeownership Counseling

C. Improving FHA Disposition of Single-Family Homes

D. Increasing Affordable Rental Production

After your review, we are pleased to discuss these issues in further detail with you and other members of the Commission.

A.  Corporate Capital Needs of Mature Nonprofit Housing Developers

A generation of nonprofit development organizations, formed mostly in the 1980s, has matured into substantial producers of affordable housing.  They have become established real estate companies that operate at scale on a regional, statewide, or even multi-state scope.   Many have now developed and own from several thousand to as many as 10,000 units of housing.  Entrepreneurial and collaborative, they have substantial leadership from the business sector and solid banking relationships.  They also maintain close connections to local and state governments and credibility in local communities.


What these mature nonprofits do not have is sufficient equity, or corporate capital, to support their growth strategies and development goals.  They need new, flexible sources of working capital to enhance fund balances.  These organizations could then operate and compete more successfully in private markets with businesses that can access traditional sources of equity investment.

Background 

Community-based nonprofits have been reasonably effective seeking out start-up capital to hire professional staff, and capacity-building funds to become real estate developers.  They also need, and have found, financing for individual projects.  For example, predevelopment loans to pay for property specific costs may be accessed by credit-worthy organizations from various regional and national intermediaries, including the Housing Partnership Network’s lending affiliate, the Housing Partnership Fund.

The current system of public and philanthropic support for nonprofit development focuses on grants to build organizational capacity and financing subsidies for particular projects.  What is lacking are sources of capital for higher capacity groups—those with established track records, strong balance sheets, and long-term net worth—that they can use for organizational growth.

Economics of Nonprofit Development 

There are three ways that development companies—for-profit and nonprofit—earn revenue to survive and grow.  Each source relies on successful performance.  First, they earn development fees for completing projects.  Then, as owners of income-producing property, they receive cash distributions after operating and financing costs are paid.  Finally, they realize residual values when properties are sold.  For-profit developers use these revenues to reward themselves, pay dividends to their investors, and provide equity for their future development undertakings.

Mission-driven nonprofits frequently forego some of these revenue sources to achieve social objectives.  For example, nonprofits may charge lower development fees, or defer payment of a portion, if construction budgets need to be supplemented to maintain quality.  Cash flow distributions may also be reduced to keep rents down, support social service programs for tenants, or re-invest in property improvements.  Finally, revenue that could be realized from residual values (accumulated equity) is frequently given up at the front-end to meet perpetual affordability purposes.

Nonprofit fund balances also get used for illiquid investment purposes, such as subordinated debt to finance a project’s development or operating reserve requirements.

Working Capital Needs

As successful nonprofit developers elect to use potential revenues to satisfy other social purposes, new techniques are needed to provide them with equity and working capital.  These are not funds for project-specific activities, such as financing to acquire or develop property.  Rather, their purpose is to support and enhance operational capacities.  For example, accessible and affordable sources of working capital would help grow existing lines of business, start new business initiatives, expand development staffs, etc.

Funds should be accessed in the form of long-term below-market loans that are based on successful development track records and sound business plans.  The loans should originate from private sector financial institutions that are accustomed to supporting small business enterprises.  They should be channeled through intermediaries who understand the borrowers and their businesses and can provide administrative efficiency and accountability.

Inducements to Private Investment

The federal government has induced investments of private capital for public-purpose housing development for years.  Effective techniques supplement or replace yields that investors may earn in conventional private markets.

Federal tax credits, such as Low Income Housing Tax Credits (LIHTCs), are a broadly accepted means to attract private capital, including equity investments from commercial banks.  Similarly, the New Markets program is also based on federal tax credits.  Direct federal grants have also been made to reward private investors and subsidize their returns.  Recently, the Treasury Department’s Bank Enterprise Awards (BEA) have been used to enhance bank yields through lump-sum cash payments.  BEA grants make public purpose investments competitive with other capital markets.

Proposal

Congress should enact a program that provides incentives specifically for private investment in working capital for mature nonprofit housing developers.  The form of the incentives would be either tax credits or BEA-type grants.  The capital investments supported by these incentives would be significant ($1 million to $5 million, depending on the organization’s capacity and needs) and patient (five to ten-year payback).  The incentives would enable investor yields to be substantially below market, perhaps even nominal.

The program would be administered by CDFI intermediaries that operate on a regional or national basis.  The CDFIs would be allocated an amount of federal resources (tax credits or grant funds) for which eligible nonprofit developers would apply.  The CDFI would also assemble private capital commitments.  Similar to the community development enterprises that administer the New Markets tax credits, the intermediary would underwrite the organizations, size the investments, and monitor and report on the use of the working capital funds.

Conclusion

This proposal employs proven financing techniques (tax credits, BEA-type grants) to direct private investment capital for the support of nonprofit housing development groups.  The funds will be employed for a range of working capital purposes, and then repaid.  The membership of the Housing Partnership Network comprises those groups that need and will use these funds to expand their base of operations.  The Network's CDFI certified lending affiliate, the Housing Partnership Fund, has the capacity and interest to administer a working capital program.

B.  Homeownership Counseling

Over the last decade, a homeownership counseling industry has emerged.  It has been largely fueled by CRA lending and federal policies that focus on homeownership for more low- and moderate-income families and the neighborhoods they live in.  Counseling efforts have surfaced in many different forms, with face-to-face efforts by nonprofit organizations being notably successful.  HUD has played a major role in these efforts.  In addition to funding local counseling agencies, starting in 1995, HUD’s Housing Counseling Program has funded a growing number of national intermediaries, including the Housing Partnership Network, that provide counseling funds to local organizations in their networks.

Background

Counseling has played a critical role in expanding access to homeownership opportunities for low- and moderate-income families across the nation.  It is a vital tool to ensure that new homeowners succeed.  Pre-purchase counseling helps families learn about affordable mortgage and downpayment assistance programs, deal with credit issues, learn about the homebuying process.  It also helps new buyers understand the multi-faceted responsibilities of homeownership and avoid future problems, significantly reducing the danger of foreclosure.

A study published in May by Freddie Mac (A Little Knowledge is a Good Thing: Empirical Evidence of the Effectiveness of Pre-Purchase Homeownership Counseling) concludes that homebuyers who receive face-to-face pre-purchase counseling are 34% less likely to experience delinquency than are buyers who receive no counseling.  Similarly, educated buyers are far less likely to fall prey to predatory lending practices that are undermining many of our nation’s neighborhoods.

Post-purchasing counseling is particularly important during the first few years of homeownership.  It is during this time period that risk of delinquency, default and foreclosure is highest.  Post-purchase information and support helps new homeowners make informed choices about maintaining and repairing their homes, and avoiding financial difficulty. Should they encounter problems—and lower income homebuyers are among the most likely to be affected in an economic downturn—a counseling resource to turn to is essential.

The Role of HUD

Over the past five years, funding for the HUD Housing Counseling Program has fluctuated between $15 and $20 million.  Through this program, HUD funds some 300 local housing counseling agencies and national and regional intermediaries (six in 1995, 12 in 2001) who do their counseling through 300 local affiliates.  Thus, funding has largely been static during a time of significant attention to creating new homeownership opportunities.  All intermediaries have experienced a tremendous increase in demand for services.

HUD funding leverages significant resources from other public and private sources.  For example, Network affiliates leverage $7 from other sources for every $1 of HUD Housing Counseling funds, even though the demand for services far outpaces the funding available.  By increasing funding for housing counseling to at least $50 million, HUD can play a major role in enabling a homeownership counseling system that meets the demands for services.

As the Freddie Mac study indicates, homeownership counseling works.  But we recognize the importance of continuing to demonstrate its value to HUD, Congress, and the American taxpayer.  To this end, during the past two years the Network and other intermediaries have worked closely with HUD to improve methods of reporting and believe that the improved data will further strengthen the case for counseling. 

Projected Achievements
A relatively modest investment in home ownership counseling will allow hundreds of qualified non-profit counseling organizations across the country to:

· Narrow the persistent gap in the homeownership rates of white and minority households (the rate is 46% for African Americans and Latinos and 72% for whites);

· Meet the growing demand for qualified borrowers created by the secondary market and lenders who want to reach and educate new and traditionally underserved low and moderate income buyers;

· Combat predatory lending practices through aggressive and widespread education and outreach;

· Respond to the growth in the sub-prime lending industry to ensure that borrowers make informed choices and are not enticed into homeownership before they are prepared;

· Provide the counseling capacity to the Administration’s related homeownership initiatives, such as Section 8 for homeownership, homeownership production tax credits, downpayment assistance initiatives, FHA loss mitigation, and HOPE VI public housing revitalization;

· Educate thousands of potential new homeowners about the importance of using credit wisely, preparing them for the financial challenges and responsibilities of owning a home; 
· Respond to the expanding market among seniors for sound guidance on equity conversion products; and
· Preserve homeownership and reduce FHA foreclosure rates through post-purchase support and foreclosure prevention counseling in tandem with HUD’s loss mitigation tools.

Recommendations

There has been discussion for years of finding a way to pay for pre-purchase counseling through mortgage transactions, i.e., building a fee to pay for them into the mortgage.  However, there are considerable disadvantages to this approach.  For one, establishing such a fee would create disclosure issues and lenders would be afraid to lose a comparative advantage if their product had a fee that needed to be disclosed in the settlement form.  Also, to avoid any potential conflict of interest, it is preferable for counseling resources to be raised independently through a combination of sources, including the potential homebuyer.

It is important for HUD to take the lead and to set a standard by significantly increasing the amount spent on the HUD Housing Counseling Program.  HUD funding can and does leverage significant other public and private resources, but HUD’s lead would be critically important to creating a stable foundation for the nonprofit housing counseling system.  Comparatively, housing counseling has a very small budget.  Increasing funding for the program from $20 million to $50 million would signal an important commitment, have a major impact, and not cost very much money.  Since it is funded as a HOME set-aside, it would not create a new budgetary expenditure.

Funds serving as insurance for mortgage losses have, by definition, an interest in preventing losses from occurring.  Mortgagees should play a more prominent role in funding post-purchase counseling and default mitigation.  For FHA-insured loans, the FHA fund is a logical source, and such counseling is within the activities that the fund can undertake.  Private mortgage insurers should be major participants in post-purchase counseling efforts.  Again, the lead from HUD, in conjunction with secondary market institutions such as Fannie Mae and Freddie Mac, would go a long way toward establishing a coordinated post-purchase initiative.

C.  Improving Disposition of FHA Single-Family Homes

Creative strategies to dispose of the inventory of foreclosed FHA single-family homes continue to provide opportunities for affordable homeownership and stabilizing neighborhoods.  Efforts should build on the policies of new Asset Control Area (ACA) program.  Partnerships among HUD, local governments, and high-capacity nonprofits should be structured to recycle FHA properties in bulk.

Background 

Over the last 15 years, HUD has pursued a variety of initiatives to sell homes that were foreclosed under FHA mortgage programs.  These efforts have tended to be piecemeal, reflecting tension among the policy goals of improving properties and neighborhoods, supporting affordable homeownership, and recovering as much as possible of insurance claims.  As a result, properties often remain in the disposition process too long, and become blighting eyesores suffering from deterioration and vandalism.  In some cases, when the are finally sold, properties are bought by predatory resellers who make substandard repairs, and then lease or resell the homes to unsuspecting families.

In 1998 Congress created the ACA program.  It was an effort to reconcile conflicting federal priorities and take advantage of the potential of partnerships with local governments and nonprofits.  Local governments and nonprofits would agree to purchase all foreclosed assets within a defined geographic area, rehabilitate them, and make them available for affordable homeownership.  Properties would be appraised and then sold to the local partnership at a discount, depending upon the amount of rehabilitation needed.

ACA programs are now well underway in Chicago, Cleveland, Miami, Rochester and San Bernardino, with a few other cities, notably Los Angeles, getting started.  These initial efforts are demonstrating the strength of the concept.  Thousands of properties are moving through rehabilitation and into affordable homeownership.  The early experiences also highlight some weaknesses in the program design.  For example, there have been difficulties in agreeing on appraisal and rehabilitation standards; insufficient discounts that force non-profit buyers to obtain other development subsidies, often from federal sources; confusion on the roles of HUD’s private Marketing and Management (M&M) contractors; and a general slowness in bringing communities into the program.

Though initially unenthusiastic about the program, HUD is now moving to expand Asset Control Agreements to additional cities.  HUD is also addressing some of the weaknesses through a rulemaking process.

Maximizing the Partnership Opportunity 

Technical changes can help the program.  There are also opportunities to realize more fully the potential of the federal/local/nonprofit partnership structure.  Continued efforts to improve ACA operations should focus on four objectives:

1. Bring properties back to market quickly and in bulk, preserving their economic value and minimizing blighting impacts;

2. Perform quality rehabilitation so that the properties remain neighborhood assets into the future;

3. Create thousands of affordable homes for sale; and

4. Stabilize communities by increasing homeownership.

ACA partnerships should be further strengthened by establishing risk-sharing compacts between HUD and the local nonprofits responsible for acquiring, rehabilitating, and reselling the properties.  First, HUD, the local government, and the nonprofit would agree on minimum standards for rehabilitation.  HUD would then contribute the properties, and the nonprofit would secure financing to rehabilitate, market and resell them.  Net proceeds from the sales (after repayment of rehabilitation financing) would be shared between HUD and the non-profit on a portfolio basis.  The nonprofit would use its proceeds to pay for its costs to run the program and/or for reinvestment in other affordable homes, including ACA properties and other housing development activities.

This arrangement improves the current program by: 

· Aligning the interests of the federal government, the local government and the nonprofit.  The nonprofit does well by being efficient, keeping rehabilitation costs down (within the agreed-upon standards), and by generating sales proceeds that reimburse part of HUD’s mortgage insurance claim.

· Streamlining the acquisition and development process.   The depth of HUD’s involvement and regulation is reduced by eliminating individual appraisals and rehabilitation standards for each property.  These cost the government time, effort and money, and continue to involve HUD in monitoring activities.  Sharing financial incentives and risks, HUD would encourage entrepreneurial and experienced nonprofits to administer the program with cost efficiency, scale and impact.

· Using the FHA insurance fund to subsidize rehabilitation and resale costs of HUD-owned properties to lower-income families.  Rather than burden local or state governments, or indeed other HUD programs, to provide gap subsidies, the insurance fund is the appropriate source to absorb these costs.

· Encouraging local participation by spreading risk.  The risks and rewards of resolving entire portfolios are shared with the federal partner.

The ACA program was intended to create partnerships between HUD and strong local organizations.   The risk-sharing partnership will realize the full potential of these relationships. The Network believes HUD has the authority under the existing statute to engage in a partnership of this nature.  

D. Increasing Affordable Rental Production

The national economy has experienced a period of extraordinary growth over the last decade.  The demand for affordable rental housing has grown even faster.  As employment opportunities have increased, the number of low-income households has also increased—even as a greater proportion have employment income.  Moreover, housing prices have increased faster than incomes.  These disparities are especially felt in markets where economic growth has been the strongest.  There are fewer rental housing opportunities than ever for low and very low-income households. 

Capital Subsidies

More than 15 years have passed since HUD provided subsidy programs to produce affordable rental housing that serves the needs of very low-income households.  Low Income Housing Tax Credits (LIHTCs) generate equity capital for a portion of development costs.  To the extent projects do not need to borrow and service mortgages, they can offer lower, more affordable rents.

In some markets, combining LIHTC equity with conventional mortgage debt is sufficient to develop housing that is affordable to households with incomes from 50% to 60% of the area median, e.g., in the range of $20,000 to $30,000 per year.  Usually, however, other capital resources (HOME, CDBG) must also contribute to development budgets.  These and other subsidies must be structured as grants or deferred-payment loans.  To serve very low-income households—35% to 50% of median, or $12,000 to $20,000 per year—there can be little or no amortizing debt.  (The precise percentage and income levels will, of course, vary with local conditions.)

Households earning minimum wages fall into the category of 35% of median or below.  They may be making $1,000 per month.  Using the standard of 30%-of-income-for-rent, these tenants cannot afford to pay enough to cover the cost of operating and maintaining their apartments, much less provide revenues for mortgage debt service.  Apartments for working households in the lowest wage ranges need rental assistance. 

Recommendations

1.  Targeting Additional Capital Resources

Congress recently enacted increases to the LIHTC program.  After 15 years of flat funding, state credit allocations are increasing by about 25%, and they will be indexed for inflation.  (While welcome, these increases do not even cover the costs of inflation since the program’s inception.)  There has not been a similar increase in other capital subsidies, however.  Without increases in supplemental capital sources, we will continue to fall behind in the production of units affordable to very low-income households, e.g., below 50% of the median.

The federal government should increase significantly its capital subsidy programs targeting rental housing that is affordable to households below 50% of median income.  Existing, successful programs, such as HOME, could be expanded; new programs that are more narrowly focused toward rental housing could be created; or both.  Additional resources will begin to address the housing needs of the rapidly growing number of very low-income working families.

2.  Targeting Additional Rental Subsidies

Capital subsidy programs alone cannot address the needs of extremely low-income households.  Operating or rental subsidies are also needed for this growing market segment.  In addition, unemployed populations, for whom the only decent housing may be the shrinking stock of publicly-owned and project-based Section 8 units, continues to require help.

To address the needs of the working poor, the federal government should expand the rental assistance voucher program.  Project-based vouchers for housing production for households with incomes less than about 35% of the median are a critical element of this expansion.

In exchange for the commitment of project-based vouchers, owners would agree to restrict the assisted units to the lowest incomes for so long as the vouchers are in place.  Otherwise, minimum affordability would revert to the requirements of any capital subsidy programs used for the project (LIHTC, HOME or CDBG).  Opportunities to coordinate project-based vouchers with other production subsidies will be enhanced if the production vouchers are allocated through administrative systems at state levels.

Finally, new or additional capital funds should be provided in conjunction with targeted rental subsidies for households at or below 35% of median income levels.  Combining resources is the only way to achieve significant of housing production for those in greatest need.
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