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CHAIRMEN'S PREFACE

are pleased to present the report of the
National Task Force on Financing Afford-
able Housing. In this report, we propose
the development of a revitalized system for financ-
ing multifamily housing for this nation. It is a system
that will harness the full power of the private sector
to invest in decent, affordable rental housing.

All of us are keenly aware of the desperate need
for housing in this country. To meet this need, we
must rely not only upon traditional single-family
housing, but also upon an adequate supply of multi-
family rental housing. Such housing has historically
provided affordable shelter for this nation and it can
continue to do so.

Yet, the traditional system for financing multi-
family rental housing has broken down. From 1985
to 1990—in the wake of changes in government
tax, subsidy, and insurance programs—mortgage
originations for multifamily housing declined by
over one-half to their lowest level in decades.

Our Task Force has attempted to learn from the
demise of the old system. as well as from some of
the successful models developed in its wake. We
have made three essential findings that have guided
our efforts in developing a system to replace the
old one.

B First, any national system for financing
multifamily housing must be locally based.
Successful rental projects must be underwritten
initially at the local level. by those with full
knowledge of the local population and housing
markets.

B Second, investments in affordable rental hous-
ing, if done properly. can be good business.

B Third, while government plays an indispensable
role in any housing finance system, we should
maximize the involvement and investment of the
private sector.

Accordingly. our Task Force sought to develop a
system that would be locally based. profitable, and
that would maximize the private sector’s invest-
ment in affordable housing. We believe the key-
stone of such a system is it large-scale secondary

market for rental housing loans. Through the sec-
ondary market, mortgages are originated and then
sold to financial intermediaries, who typically turn
them into securities and sell them to investors.
Because mortgages can be sold to a broad range of
investors and do not need to be held in the portfo-
lios of lenders, the secondary market opens up a
large, stable supply of capital for affordable housing.

To see the potential benefits of a secondary mar-
ket in action, one need only look at the success of
the system for financing single-family housing. It is t
difficult to imagine that only thirty years ago, there f
was no secondary market of any magnitude for
single-family mortgages. At that time, banks had
their own individual underwriting, appraisal, and
performance criteria-—not to mention their own |
documentation. But through a process of standard-
ization—and through the development of effective
conduits for securitizing and selling mortgages to i
the secondary market—the secondary market has
grown exponentially. In 1972, only $27 billion of
one-to-four family mortgages were sold to the sec-
ondary market; in 1990, that number had reached
an annual volume of $405 billion. As a result, there
is now a large, stable, and relatively inexpensive
source of private capital to finance single-family
mortgages. which has endured despite the eco-
nomic and tax cycles of the 1980s.

We believe that it is possible to achieve for
multifamily housing what has been achieved for
single-family housing, albeit on a more modest
scale. We recognize that the single-family system
cannot. and should not. simply be transferred to
the multifamily housing market. Muitifamily hous-
ing presents special challenges and opportunities
that do not exist in the single-family market. But
the experience of the single-family secondary mar-
ket shows us what we must do to create a success
ful secondary market for multifamilv housing loans.
We must create a standardized first mortgage for
multifamily housing. We must ensure that govern-
ment subsidy programs help. rather than hinder,
the abilitv to sell the first mortgage to investors. We
must provide for local, consistently expert under-
writing and develop a streamlined loan origination
process. Moreover. the system for securitizing and
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insuring mortgages must be expanded. Finally,
there must be a broad effort to educate investors
about the performance of multi-family housing. In
this report, we make recommendations on how to
achieve these necessary changes.

We also recognize that the new system cannot
be created overnight. It will require additional
research and the continuing work of all of those
involved in housing finance—from local developers
to pension fund investors. Accordingly, we call for
the creation of a Multifamily Housing Institute to
press for the necessary changes to bring this new
system to fruition.

Before passing on the baton, however, we want
to acknowledge the wonderful work of all of the
members of the Task Force who have labored so
diligently for over two years on this project and,
most especially, the contribution of Kirsten Moy,
who has been our guiding light and is primariy

A %/ﬂw z/

Harry W, Albnght Jr
Chdlmmn Battery Park City Authonr}
Of Counsel, Patterson, Belknap, Webb & Tvler

responsible for making this Task Force, and its
report, a reality.

Since the Task Force began its work two years
ago, we have witnessed remarkable changes in the
world—from the collapse of the Soviet Union to the
fundamental restructuring and “downsizing” of
American companies. Today, there is widespread
agreement that our nation has an historic opportu-
nity—indeed, an historic imperative—to address the
domestic needs of our country. There is also a con-
sensus that we must try innovative approaches to
these problems. It is in the spirit of offering a practi-
cal solution to a pressing problem, as well as adding
our voices to this great national debate, that we sub-
mit our report.

Respectfully submitted by the Co-Chairmen of
the National Task Force on Financing Affordable
Housing:

Wayne E. Hedien
Chairman and CEO
Allstate Insurance Company
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NTRODUCTION AND
 SummMARY OF
RECOMMENDATIONS

|
Task Force MissioN 1
|

To propose a predictable, flexible, accessible, and widely-understood system of
long-term financing for multifamily housing, one that extends to serve affordable— ‘
including subsidized—housing. More specifically, the Task Force seeks a sec- |
ondary market for affordable multifamily mortgages that is efficient and liquid,
much like that for single-family mortgages.

The National Task Force on
Financing Affordable Housing






his report recommends the development of a

revitalized system for financing multifamily

housing in the United States. The comerstone
of this new system must be a large-scale secondary
market that is designed to maximize the private sec-
tor’s investment in both subsidized and unsubsi-
dized multifamily housing.

The analysis and recommendations put forward
here are the product of the National Task Force on
Financing Affordable Housing (formerly the Low
and Moderate-Income Housing Finance Task Force).
The Task Force was formed in 1990 in response to
growing evidence of problems in multifamily real
estate and mortgage markets. Its members represent
kev segments of the housing development and
finance industry.

Based on its deliberations over the past rwo
vears. the Task Force recommends the following
measures to revitalize the muitifamily housing
finance system:

a Standardizing the key elements of the financing
of multifumily housing, from the origination of
mortgages to their sale to investors

32 Exploring new risk-sharing mechanisms between
old and new sources of credit enhancement

3 Collecting information and providing education
regarding the actual. as opposed to the per-
ceived, level of risk of properly undenwritten
multifamily mortgages

3 Streamlining the production process at the local

level

Establishing a Multifamily Housing Institute to

pursue the recommendations of the Tusk Force

and, in particular, to create standards for the
industry

[

The Task Force recommendations are presented
in detail at the end of this introduction and elabo-
rated in the body of this report.

The Need

There can be little doubt as to the pressing national
need for decent, affordable rental housing. Accord-

ing to researchers with the Joint Center for Housing
Studies of Harvard University:

Housing the nation’s poor remains a prob-
lem because of two broad trends: the per-
sistence of poverty and the loss of Jow-cost
units. . . . The poor . . . face high and rising
rents as the stock of low-cost housing con-
tinues to dwindle. As a result, millions of
low-income households must live in units:
that are either too costly relative to their
incomes, inadequate to their needs, or
both.!

Other reports have likewise documented both
the increasing number of the nation's renters who
are inadequately housed and the severe and widen-
ing affordability gap they experience. Although
rents have flattened recently in response to reces-
sion. they remain near historic highs. And the situa-
tion. it anything, may worsen, since much of the
affordable stock is at risk of loss through abandon-
ment. demolition, or upgrading.

Two-thirds of all poor renter households remain
outside the housing assistance network, depending
on existing unsubsidized housing for shelter. For
those between 60 percent and 100 percent of
median income, this portion of the housing stock
remitins a good choice. It often provides. without
rental assistance, rents at no more than 30 percent
of income—the definition of affordability used by
the U.S. Department of Housing and Urbin Develop-
ment (HUD‘)‘ Thus, except in certain high-cost mar-
kets, much of the existing conventional multifamily
stock is affordable housing. However. nesvly con-
structed or substantially rehabilitated housing fre-
quently must have project-based subsidies to be
affordable to this group.

Households with incomes below 60 percent of
the median generally require rental assistance,
whether they live in existing housing or in new or
rehabilitated buildings that also have project-based
subsidies.

F'William C. Apgar, Jr., Denise DiPasquale, Jean Cummings, Nancy McArdle, The State of the Nation's Housing, 1991,
Cambridge, Mass.: The Joint Center for Housing Studies of Harvard University, 1991,






The Problem and the Opportunily

Although direct Federal subsidies for affordable
housing in urban and rural America have shrunk dra-
matically over the last decade, and while the Task
Force recognizes fully the essential role that direct
subsidies play in making housing affordable, that
issue already has many capable advocates. This
report focuses, instead, on the manifest difficulties
that have emerged in recent years in accessing mort-
gage financing for the full range of multifamily hous-
ing.

Despite the obvious need, traditional first mort-
gage lending for subsidized multifamily housing—
the kind that was previously originated by the
private sector and often insured by the federal gov-
ernment—has all but disappeared. Today, even
unsubsidized projects are experiencing difficulties
in obtaining financing.

One problem is that the secondary market for
multifamily housing is relatively new, without the
depth or resiliency of the single-family svstem. As
the multifamily finance system has become more
fragmented, with a resultant increase in investor
confusion and transaction costs and in the overall
difficulty of putting projects together, both the
availability and the cost of capital have suffered.

The need for a stable, high-volume secondary mar-

ket that would serve subsidized as well as market-rate
multifamily housing is clear; its timely development
should not be left to chance. Moreover, broadening
financing difficulties present a dual opportugity from
the perspective of affordability: both subsidized and
unsubsidized multifamily housing could benefit from
a restructured financing system. This, in its simplest
terms, is the problem—and the opportunity—tht
prompted the creation of the National Task Force on
Financing Affordable Housing.

The Contraction of Mortgage Credit

The Task Force first sought to understand what had
happened to the old multifamily mortgage finance
system and to identify barriers to the creation and
efficient operation of a new one—particularly barri-
ers affecting a secondary market for multifamily
mortgages. It commissioned Denise DiPasquale and
Jean L. Cummings of the Joint Center for Housing

Studies at Harvard University to do this research; the
results of their work were published in December of
1990 and are presented in Appendix A. Their study,
which included a detailed examination of the prob-
lems in accessing multifamily credit, provides a
framework for the recommendations in this report.

As the Joint Center report thoroughly docu-
ments, mortgage credit has contracted sharply over
recent years in response to continually interacting
forces—changes in the economic environment and
in tax and regulatory policy, the decade-long Fed-
eral thrust to extricate government from direct pro-
vision of subsidies and to reduce intervention in the
market, the collapse of the thrift and real estate
industries, and the changed practices of the Federal
Housing Administration (FHA).

Particularly as the Federal government has with-
drawn from funding standardized subsidy programs
for multifamily production, states and municipalities
have experimented with a growing number of
financing structures and subsidy programs. In addi-
tion, the creativity of both nonprofit and for-profit
sponsors has blossomed as they have become
increasingly sophisticated in financial structuring.
Although promising in many respects, this experi-
mentation has had an unfortunate side effect: frag-
mentation. The current practices in muitifamily
housing finance increasingly diverge from what uni-
form practice previously existed: vet for investors.
uniformity is the key to understandable credit qual-
ity. The disorganization of the current system has
limited the growth of the nascent multifamily sec-
ondary market, contributing to a more than 50 per-
cent decline in multifamily starts between 1985 and
1990, when they reached their lowest level in
decades.

The Importance of a Secondary Market

In sharp contrast to the immobilized state of the
multifamily credit system stands a resilient-single-
family system. The single-family system has actually
been growing during the dislocations of the 1980s,
protected by the depth of its secondary market.
Over the same period that the multifamily market
increasingly fell into disarray, the secondary market
for one- to four-family mortgages developed rapidly,







providing access to ever-wider capital markets and,
consequently, increased liquidity and improved
pricing. At the end of this period of rapid develop-
ment, the single-family secondary market stands as a
vivid demonstration and mode! for a restructured
multifamily system.

The volume of single-family mortgage-backed
security (MBS) activity grew dramatically in the
1980s. This growth was driven by several forces: an
enormous demand for mortgage credit, which could
not be satisfied by traditional sources; increasingly
sophisticated financial technology; and some of the
same deregulation that unsettied the financial sys-
tem. By 1989, 78 percent of single-family origina-
tions were sold into the secondary market and the
MBS had become accepted by investors as a legiti-
mate fourth asset class, after stocks, bonds, and
cash. The MBS’ ability to secure both a lower inter-
est rate for borrowers and a higher return for
investors than either could otherwise achieve
assures it a permanent place in the capital markets.

The secondary market has been dominated since
its inception by the federally-created credit agen-
cies: the Government National Mortgage Corpora-
tion (Ginnie Mae), the Federal National Mortgage
Association (Fannie Mae), and the Federal Home
Loan Mortgage Corporation (Freddie Mac). These
institutions purchase mortgages or provide credit
enhancement in the form of direct or implied gov-
ernment guaranties, but their activity has been over-
whelmingly in the area of single-family mortgages.

In recent years, two developments have signaled
the beginning of a change in this pattern. First, pri-
vate MBS activity has begun to develop using mort-
gage collateral not guaranteed by the Federal credit
agencies. Second, there is an increasing, though still
small. volume of trade in securitized debt other than
single-family mortgages—notably commercial and
multifamily mortgages, and home equity loans.
These promising developments suggest that a fully-
functioning secondary market for multifamily mort-
gages—one with a larger role for the private
sector—may well be on the horizon.

The Task Force recognizes the far greater chal-
lenge of developing a secondary market for multi-
family, as opposed to single-family, housing.
However, the benefits of a secondary market are too

numerous to allow the challenge to go unmet. The
most obvious benefit from the standpoint of the
borrower is the lower price and more ready avail-
ability of capital, which enhances affordability and
stimulates housing production. The secondary mar-
ket also offers advantages to primary lending institu-
tions, which can sell illiquid assets and replenish
their funds, thus allowing them to lend again. For
investors, the MBS provides an additional asset type
and an opportunity to increase the diversification of
portfolios; because of its good return, relative
safety, and liquidity, the MBS has made mortgage
investment much more attractive to pension funds
and other institutional investors.

The Mission of the Task Force

In this context, then, of contracting mortgage credit
and an increasingly disorganized market, the mis-
sion of the Task Force has been as follows:
To propose a predictable, flexible, acces-
sible, and widely-understood system of
long-term  financing for multifamily
bousing, one that extends to serve
affordable—including subsidized—hous-
ing. More specifically, the Task Force
seeks a secondary market for affordable
multifamily morigages that is efficient
and liquid, much like that for single-fam- |
ily mortgages. '
Why has the Task Force focused its attention i
specitically on access to the capital markets? As sug- i
gested above, the answer is twofold: to gain better
pricing (lower interest rates). but more importantly, i
to gain continuing access to mortgage credit. These
two features are most readily available in the capital
markets, a marketplace that is national in scope and !
where high volume offers liquidity. A housing
finance system that reduces the cost and improves
the availability of mortgage credit across the entire
spectrum of multifamily housing would be a major
contributor to affordability.

Findings

Over the course of its more than two years of work,
the Task Force has arrived at the following general
conclusions.

i
|
;
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1) Successful multifamily investing is, and
must remain, rooted in local origination and
underwriting; at the same time, multifamily
investment must be standardized on the
national level to gain ready access to the capi-
tal markets.

2) There is an essential role for the private
sector and for market mechanisms at every
level of the system. Affordable housing can be
good business. In fact, it must be good business if it
is to have access to mortgage credit on the scale
that it requires.

The Task Force wishes to make it absolutely
clear to anv private source of capital—whether a
bank, thrift, insurance company, or pension fund—
that investment in affordable housing is not a
philanthropic activity. The Task Force is not recom-
mending that everyone “do their part,” with the
expectation that write-offs will be taken down the
road. Rather, it is suggesting that, although special-
ized knowledge is necessary to underwrite the risks
inherent in affordable housing, it is not impossible
to identify these risks, mitigate them, and compen-
sate the private sector appropriately for the level of
risk it retains.

3) Despite the necessity for private partici-
pation, there will always be an essential role
for government at every level. [n fact, the private
sector can only do its job in the mortgage credit svs-
tem if government is performing its job effectively.
Further. maintaining constant and predictable poli-
cies is as important as fulfilling a role in the first
place. Frequent policy changes and the uncertainty
they engender are among the greatest threats to a
healthy multifamily finance system.

In addition, there is a connection between direct
subsidy dollars and a healthy mortgage credit sys-
tem. Subsidy dollars are the scarcest and therefore

the “most expensive” dollars in a housing project. By

maximizing private sector participation through the
mortgage credit system, and by providing a readily-
available source of long-term permanent financing
through access to the capital markets, the system
proposed here makes the most efficient use of sub-
sidy dollars. It buys the most subsidized housing per
tax dollar expended.

4) Multifamily housing is a separate field
that requires its own specialized institutions.
One of the gaps in the present system is the lack of
a national organization dedicated to making the
overall multifamily housing finance system work.
Such an organization is needed to develop and pro-
mulgate standards, to facilitate data collection and
the development of a database on the performance
of multifamily housing, and to serve as an informa-
tion clearinghouse and forum for multifamily financ-
ing participants.

Recommendations

It has become clear that developing a new system
for financing multifamily housing will require
numerous innovations. These include a standardized
first mortgage origination process, a standardized
subsidy instrument, a new process for securitizing
and credit enhancing mortgages, streamlined pro-
duction at the local level, and a broad effort to
involve more investors. In this report, the Task
Force has sought to make recommendations that, if
implemented. would bring about these necessary
changes.

The recommendations that follow reflect the
diverse—and balanced—makeup of the Task Force.
Because it was designed to include all participants
in the housing finance system—Ilenders, investors,
secondary market agencies, credit enhancers and
underwriters, nonprofit and for-profit developers,
and government agencies—its recommendations
represent strategies that have been negotiated and
“reality tested” among its members. Since all have
an interest in an efficient secondary market, it has
been possible to develop mutually agreeable posi-
tions.

The Task Force is the first group to examine the
entire multifamily finance system since the major
changes of the 1980s. The system is still in transi-
tion; the market is dynamic and new models con-
tinue to emerge. It is the hope of the Task Force
that its recommendations will help to organize the
market and energize its participants, hastening the
time when a stable, high-volume secondary market
will serve the full spectrum of multifamily housing.







Summary of Task Ferce Recommendations

m  Create appropriate and rigorous qualifying crite-

ORIGINATING THE FIRST MORTGAGE
ria for seller/servicers of affordable multifamily

B Create a model first mortgage instrument for

multifamily housing loans. This model would

include the following key provisions, which

meet the needs of investors for predictability of

cash flows and liquidity, while accommodating

the needs of affordable multifamily housing pro-

jects:

+ Fixed rate

+ Standardized term and amortization
schedule

+ Standardized prepayment protection

+ Integration of the permanent mortgage with
forward funding concepts, to facilitate newly-
built and substantially rehabilitated projects

Gain acceptance for subsidies in the form of gap

financing as long as they are properly structured

to be fully subordinate to the first mortgage.

Gain acceptance for a common treatment of

equity that accomplishes the following:

+ Requires a sponsor equity investment for
acquisition or new construction, which—

— in the case of a for-profit developer. must
include a contribution of the
developer/sponsor’s own cash

— in the case of a nonprofit developer/spon-
sor, may consist of grant funds

« Accommodates low-income housing tax
credit projects by—

— recognizing the requirements of limited
partners

— recognizing the value of tax credit equity
in an appropriate wav in the financial
structure

3 Develop a common approach to underwriting

that recognizes the unique strengths and risks of
affordable, and especially subsidized, housing—
an approach that, while incorporating numerical
ratios and guidelines, allows flexibility and dis-
cretion on the part of expert originators.

mortgages. These criteria should emphasize:

+ Specialized competence in multifamily hous-
ing, including that which is subsidized

» Local market knowledge

+ Periodic re-qualification

Standardize loan documents and forms across

the industry.

STANDARDIZING THE SUBSIDY
B Create a standard “soft second” mortgage instru-

ment that—

« Is fully subordinated to the first mortgage

+ Facilitates production

Create a manual of acceptable legal provisions
for the “soft second” morigage and for any other
subsidy instruments, in order to standardize
them as much as possible.

GETTING TO THE CAPITAL MARKETS
®  Work with the rating agencies to design a univer-

sal risk-weighting system uniquely suited to mul-

tifamily housing (from market-rate to subsidized)

that will meet with wide acceptance from
investors.

Review and consider revising the risk-weighted

capital requirements of the Financial Institutions

Reform, Restructure, and Enforcement Act (FIR-

REA) that discourage multifamily lending and the

securitization of multifamily morigages.

Investigate the feasibility of new state and local

agency roles in providing multifamily credit

enhancement, such as:

+ Development of mortgage insurance pro-
grams that are capitalized by a dedicated rev-
enue stream and that are designed to provide
top loss insurance and a clear loss-recovery
mechanism

+ Use of National Affordable Housing Act
monies to fund reserves or otherwise support
credit enhancement programs

~
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* Development of new risk-sharing arrange-
ments between the Federal mortgage agen-
cies, state housing finance agencies, and
others; exploration of reinsurance and other
risk-sharing structures should be a top priority

B Expand existing Fannie Mae and Freddie Mac
programs to make them more flexible and better
able to accommodate subsidized projects.

® Investigate ways that Fannie Mae and Freddie
Mac MBS pools can be used to economically
securitize subsidized projects in the $250,000 to
$2 million range.

= Investigate the feasibility of a system of national,
regional, and/or local private conduits that, in
conjunction with the Federal mortgage agencies,
would help create, pool, credit enhance, and
perhaps buy or sell smaller affordable housing
mortgages in the secondary market on a larger
scale than is presently being done.

m Examine the role of FHA and the issue of why
and how the Federal government provides mort-
gage credit support, focusing on those risks that
are appropriate for the Federal government to
bear, with a view to restoring FHA as an effec-
tive multifamily mortgage financing vehicle.
Issues to consider include—

» The FHA role in risk-sharing and reinsurance
and in generally providing credit on a whole-
sale basis

+ The Federal government role in insuring
against political risk, such as that occasioned
by 5-vear subsidy commitments for projects
with long-term financing

+ Whether the mechanics of current insurance
programs provide FHA with sufficient flexibil-
ity to respond to problems relating to trou-
bled loans

VoLUME PRODUCTION

&8 Encourage local communities to carefully ana-
lyze the nature of their production problems
before proposing solutions. In modifying exist-
ing processes, creating new organizations, call-
ing in new actors, or developing new programs,
they should address those problems in a way
suited to the local context.

m Make local government subsidy programs
dependable and accessible by integrating them
with local private-sector financing programs and
streamlining the delivery of both.

m Maximize opportunities for private participation
on a profitable basis in local affordable housing
production systems.

REMAINING BARRIERS

m To provide the information necessary for
investors to invest in multifamily housing in
much higher volume than they presently do, the
industry should:

+ Immediately undertake research and data col-
lection on the past performance of multifam-
ily housing, with a focus on identifying—

— the determinants of successful lending in
affordable housing

— key underwriting issues associated with
delinquency and default

+ Establish a database using common definj-
tions of mortgage characteristics, in an appro-
priate format and in sufficient detail to be
useful to investors in tracking the perfor-
mance of multifamily loans over time. Such a
database should incorporate historical data
and track the factors affecting successful
lending and underwriting that are identified
in the research.

1 Develop educational programs and materials for
investors and their advisors, consultants, and
lawyers to inform them regarding the risks and
returns of affordable multifamily mortgages as an
asset class, demonstrating that such loans can be
profitable and are not necessarily risky.

m Undertake a thorough review of Federal, state,
and local laws and regulations affecting multi-
family housing investment. This review should
focus on dispelling misperceptions of invest-
ment risk, identifying actual barriers to invest-
ment, and, if necessary, revising or
reinterpreting such laws and regulations to per-
mit or encourage investing in prudently-under-
written multifamily mortgages and
mortgage-backed securities that provide market-
rate returns.







NEXT STEPS
m Create a specialized institution—the Multifamily
Housing Institute—to pursue the recommenda-
tions of this Task Force and to become a perma-
nent protector and facilitator for the multifamily
housing finance system and for affordable hous-
ing in particular, by—
¢ Providing a forum for participants in the sys-
tem to solve problems unique to multifamily
housing finance

Promulgating standards and conventions for
underwriting and other aspects of multifam-
ily mortgage lending

Serving as an information clearinghouse
Facilitating historical research and the main-
tenance of an ongoing database on the per-
formance of multifamily housing

Providing materials for the education of
investors







ORIGINATING THE

FIRST MORTGAGE;
RECONCILING STANDARDS
AND HLEXIBILITY

RECOMMENDATIONS

m Create a model first mortgage instrument for multifamily housing loans. This
model would include the following key provisions, which meet the needs of
investors for predictability of cash flows and liquidity, while accommodating
the needs of affordable multifamily housing projects:
 Fixed rate
+ Standardized term and amortization schedule
¢ Standardized prepayment protection
+ Integration of the permanent mortgage with forward funding concepts, to

facilitate newly-built and substantially rehabilitated projects

8 Gain acceptance for subsidies in the form of gap financing as long as they are
properly structured to be fully subordinate to the first mortgage.

B Gain acceptance for a common treatment of equity that accomplishes the fol- .
lowing:

* Requires a sponsor equity investment for acquisition or new construction,
which—
— in the case of a for-profit developer, must include a contribution of the
developer/sponsor’s own cash
— in the case of a nonprofit developer/sponsor, may consist of grant funds
+ Accommodates low-income housing tax credit projects by—
— recognizing the requirements of limited partners
— recognizing the value of tax credit equity in an appropriate way in the
financial structure

® Develop a common approach to underwriting that recognizes the unique
strengths and risks of affordable, and especially subsidized, housing—an
approach that, while incorporating numerical ratios and guidelines, allows flex-
ibility and discretion on the part of expert originators.

® Create appropriate and rigorous qualifying criteria for seller/servicers of afford-
able multifamily mortgages. These criteria should emphasize:

+ Specialized competence in multifamily housing, including that which is sub-
sidized
* Local market knowledge
* Periodic re-qualification
B Standardize loan documents and forms across the industry.
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ne of the Task Force’s key findings is that

multifamily investing—to be successful—

must remain rooted in local origination and
underwriting, even as it must be standardized on the
national level if it is to access the capital markets.

The burden of reconciling the diverse require-
ments of local projects with national standards falls
principally on the mortgage origination process.
That reconciliation is embodied in the provisions of
the first mortgage instrument, in the way that the
other components of the financial structure—gap
financing and equity—are treated, in the underwrit-
ing standards that are used, and in all other docu-
ments connected with a loan origination. It follows
that if subsidized projects are to participate in the
capital markets, standardization of these aspects of
the mortgage origination process must accommo-
date subsidies as well as other features commonly
found in subsidized projects.

Standardization of the mortgage origination
process is essential to ensure routine lending and a
continuous pipeline of projects. It also contributes
to the standardization of credit quality, an essential
requirement of investors (see also the discussion in
chapter IV, Getting to the Capital Markets). Stan-
dardization is the key to a large volume of mortgage-
backed securities, and it is volume that provides
liquidity and entry to the capital markets. Thus stan-
dardization must be preserved in the areas where it
is critical to success.

However, standardization must not be achieved
by sacrificing the essential elements of flexibility
required at the local level to address various market
conditions, to allow a knowledgeable local under-
writer to exercise judgment, and to accommodate
unusual but feasible projects. Flexibility must be pre-
served in those areas where 4 is critical to success.

Reconciling these two conflicting require-
ments—the need for standardization and the need
for flexibility—has been one of the most difficult
tasks addressed by the Task Force. In the discussion
that follows, we propose a way the necessary recon-
ciliation can be brought about.

Some may find the recommendations that follow
surprising and counter-intuitive. We have endorsed
standardization to the extent that it is useful; where
it is not, we propose reliance on a “common

approach” and “expert judgment.” A “common
approach” means that all originator/servicers have a
similar way of looking at affordable housing—that
there is, if you will, a common culture—even
though specific ratios for loan-to-value, debt service
coverage, and reserves will vary with local market
conditions and from project to project. Along with a
common approach, the “expert judgment” of rigor-
ously-selected underwriters can make good, consis-
tent underwriting possible in the absence of total
standardization.

The rest of this chapter elaborates these con-
cepts in discussing the Task Force's recommenda-
tions for each aspect of the mortgage origination
process: 1) the characteristics of the first mortgage
itself, 2) treatment of the other components of the
financial structure, 3) underwriting, and 4) project
documentation. Also proposed is a new approach to
the standards used by secondary market participants
to qualify multifamily originators, that is, to under-
write the underwriters. It is in the realm of multi-
family originators that local diversity and national
standards actually meet.

Standardizing Provisions of
the First Mortgage

To accommodate the needs of investors, key provi-
sions of the first mortgage must be standardized.
First, investors require that securities backed by
pools of mortgages have predictable cash flows.
Second, investors require liquidity, which is associ-
ated with a large volume of securities. In what is
currently a limited market, more than one standard
will divide the market, producing an insufficient vol-
ume of identical or very similar securities. In the
absence of predictability and liquidity, multifamily
housing will fail to attract broad investor interest.
Standardization of critical features of the underlying
mortgages can help meet these two investor needs.
At the same time, however, standardized provisions
must accommodate the individual needs of the pro-
jects themselves.

With these considerations in mind, the Task
Force sought to identify those provisions of the first
mortgage that it is essential to standardize. They
proved to be surprisingly few:







A The Task Force recommends the creation
of a model first mortgage instrument for
multifamily bousing loans. This model
would include the following key provi-
sions, which meet the needs of investors
Sor predictability of cash flows and lig-
uidity, while accommodating the needs of
affordable multifamily bousing projects:
* Fixed rate
* Standardized term and amortization
schedule
* Standardized prepayment protection
* Integration of the permanent mort-
gage with forward funding concepts,
to facilitate newly-built and substan-
tially rebabilitated projects
1) Fixed Rate, Although a floating rate can
work well for some affordable housing projects. a
fixed rate is often the most appropriate. In many

cases, rents cannot be raised readily without jeopar-

dizing affordability. Conversely, rents need not
always drop with the market when they are already
below the market. Considering the volume needed
for securitization, the Task Force recommends one
standard—and that a fixed rather than a floating
rate—as the one likely to serve the widest range of
projects.

2) Standardized Term and Amortization
Schedule. Again, to avoid dividing the market. the
Task Force recommends one standard term and
amortization schedule. Currently, a variety of both
are used, ranging from 25 to 40 years in the case of
subsidized projects and from 5 to 40 years in the
case of non-subsidized projects.

The ability to refinance a balloon pavment that
might result from the standard term and amortiza-
tion schedule selected is a critical consideration.
Balloons can be very difficult to refinance for prop-
erties that carry rental assistance unless such assis-
tance extends five or more years beyond the
balloon date.

In addition, the standard term selected must be
long enough to cover tax credit projects, which
have a rent restriction period and a minimum hold-
ing period.

3) Standardized Prepayment Protection. A
standardized lockout or yield maintenance provision
is necessary for predictability for the investor, even
though the probability of prepayment of this type of
mortgage may be lower than in current conven-
tional experience.

4) Forward Funding. Affordable housing pro-
jects require integration of permanent financing
with forward funding concepts to facilitate new con-
struction and substantial rehabilitation. A forward
commitment recognizes the long period often
required to bring affordable projects to market and
their inability to absorb rate increases.

Gap Financing: The Bells and Whistles

The financial structure of a subsidized housing pro-
ject typically has three components: the first mort-
gage, the gap financing, and the equity. The
discussions in this and the following section recom-
mend treatments for the gap financing and the
equity by the first mortgage lender and by sec-
ondary market participants who purchase first mort-
gages.

The “gap financing” component is the subordi-
nated financing from a subsidy provider that fills the
deficiency, or gap, that appears because the first
mortgage amount and the equity typically do not
cover the entire project cost. (The gap financing
may actually be several pieces and may be donated
rather than loaned.) Subsidies generally come from
the public sector and most carry with them some
form of use restriction designed to maintain afford-
able rent fevels over the long term.

H The Task Force recommends that subsi-
dies in the form of gap financing be
accepted as long as they are properly
structured to be fully subordinate to the
Sfirst mortgage.

Subsidies today most often take the form of a
second mortgage. There are a wide variety of such
second mortgage instruments. However, the two
discussed below—"hard seconds” and “soft sec-
onds"—are general categories into which all others
can be classified. In the discussion that follows, the
recommended treatments for these two types of
subordinated debt illustrate general principles to be
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followed with any variation of the two cases. (For a
detailed discussion and recommendations on how
to properly structure subsidies to protect the salabil-
ity of the first mortgage, see chapter 1II, Standardiz-
ing the Subsidy.)

1) Recommended Treatment of “Hard Sec-
onds.” A hard second is a second mortgage as com-
monly understood: it has a regular payment
schedule regardless of project income, and nonpay-
ment will trigger foreclosure, workout, or sale. Gen-
erally, the only subsidy offered by a hard second is a
below-market interest rate. It should therefore be
classified as debt for underwriting purposes and
payments should be included in the debt service
coverage calculation.

2) Recommended Treatment of “Soft Sec-
onds.” With a soft second mortgage, nonpayment
will not trigger foreclosure, sale, or workout, nor will
it affect payments on the first mortgage. A soft sec-
ond may have no formal payment schedule (pay-
ments being required only when use restrictions are
violated) or a payment schedule that is dependent on
project income (that is, on residual receipts after
debt service coverage reaches a certain level). A
below-market interest rate may be only one of several
payment concessions. A soft second should be
treated differently from hard debt and should not be
included in the coverage calculation.

A Common Approach to Equity

Equity is the third component in the financial struc-
ture of a project. The equity contributed by for-
profits and nonprofits can be expected to differ,
reflecting different motivations and sources of
funds. For-profit sponsors are presumably motivated
by the opportunity to earn profits and by concemn
for losing their personal cash. A nonprofit sponsor
is assumed to be motivated principally by its mis-
sion and, in any case, the cash put into a project is
not the personal equity of the individuals involved.
These distinctions support different treatments: in
the case of a for-profit, equity should include a con-
tribution of the develop/sponsor’s personal or part-
nership cash; in the case of a nonprofit, both grants
and contributions of the organization's own funds
should be considered acceptable equity. However,

both for-profits and nonprofits should submit to

equally rigorous underwriting standards.

In a tax credit project, where equity up to 40
percent or more of project costs may come from
syndication proceeds, the first mortgage (and any
subordinated financing as well) must deal with the
rights and requirements of limited partners. These
generally include the need for nonrecourse financ-
ing; the right of the limiteds to change the general
partner due to a general partner default; the right to
change limited partners so long as the limiteds are
not released from their obligation to fund equity;
notice and cure provisions for the limiteds in the
event of a loan default; various provisions limiting
the liability of limited partners when exercising
their rights under the partnership agreement; and
planned limited partner exit strategies.

It is not possible to address in this report all the
potential tax issues encountered in structuring
financing for tax credit projects. However, if the
low-income housing tax credit is made permanent
and thus continues to account for over 90 percent
of all low-income units produced. the compatibility
of first mortgage provisions with limited partner
equity and tax requirements will remain extremely
important.

The presence of tax credit equity can also have
an influence on the value of the project (see the dis-
cussion on determining economic value under The
Art of Underwriting, below).

In addressing the treatment of equity, the Task
Force recommends a “common treatment” rather
than specific equity amounts or ratios, which may
vary from project to project depending on the cir-
cumstances and the judgment of an expert origina-
tor. Therefore,

B The Task Force recommends a common
treatment of equity that accomplishes the
Sollowing:

* Requires a sponsor equity investment

Jor acquisition or new construction,

which—

— in the case of a for-profit devei-
oper, must include a contribution
of the developer/sponsor’s own
cash



http:nersh.ip




— in the case of a nonprofit devel-
oper/sponsor, may consist of
grant funds

* Accommodates low-income bousing
tax credit projects by—

— recognizing the requirements of
limited partners

— recognizing the value of tax credit
equity in an appropriate way in
the financial structure

The Art of Underwriting

Underwriting is the identification and evaluation of
risk; as such, it is an art, not 4 science. In multifam-
ily housing, in fact in commercial real estate gener-
ally, there is no such thing as a “no-brainer.” Real
estate expertise, experience, and judgment must be
applied at every turn. Multifamily underwriting can-
not be standardized in the same way that single-fam-
ily underwriting has been; it cannot be reduced to
forms and formulas, and there are few rules that
cannot be broken in some circumstances.

Even though the present real estate environment
is in rapid flux, trending generally toward conser-
vatism, the key to good underwriting of multifamily
housing is not likely to change. What is important is
that all the factors that bear on the lending risk be
examined thoroughly and judged expertly. There-
fore,

The Task Force recommends development
of a common approach to underwriting
that recognizes the unique strengths and
risks of affordable, and especially subsi-
dized, bousing—an approach that, while
incorporating numerical ratios and
guidelines, allows flexibility and discre-
tion on the part of expert originators.

Ideally, research on the historical performance of
multifamily housing (as recommended in chapter VI)

would provide the underpinnings of 4 new underwrit-

ing approach. However, until such data are available
and the fact-based determinants of default for multi-
family housing are better understood, the Task Force
decided not to recommend specific numerical ratios
or guidelines for underwriting standards. Future

research may provide guidance for developing more
meaningful loan-to-value and debt service coverage
ratios. In the meantime, the outstanding performance
of the mortgage portfolios of a number of specialized
lending institututions suggests that the art of under-
writing affordable multifamily housing can be learned
and practiced successfully on a large scale (see What's
Working, page 22).

Key UNDERWRITING ISSUES

What is it, then, that appears to foster success in
multifamily lending? With a common approach to
underwriting in mind, rather than prescribed stan-
dards, the Task Force has identified key issues to
consider in evaluating projects. These are listed
below, with brief comments on how to approach
each one. It should be emphasized that if knowl-
edgeable judgment is not exercised, the result will
be to miss profitable lending opportunities, on the
one hand, and to walk blindly into high-risk situa-
tions on the other.

1) Market Analysis. Market analysis matters in
underwriting subsidized projects, but it piays a dif-
ferent role than in most conventionally-financed
projects. In subsidized projects, rents in many cases
will not be the same as, or even derived from, actual
market rents; they will be lower, with the overall
financial structure and underwriting reflecting this
fact. Accordingly, market analysis must focus very
specifically on the segment of the market to which
the units are restricted and on how permanent these
restrictions are. In such cases, the fact that rents are
below market may not be particularly relevant; the
more important question is how the project com-
pares in price and quality to the alternative housing
choices available to the eligible income group.

Rental assistance contracts, the amounts of
which vary with tenants’ income, are common and
need to be understood. Their value should be
counted in the income stream for purposes of sup-
porting value and determining the amount of the
first mortgage, with due regard for the length of the
contract (should it be shorter than the mortgage
term) and for any insurance or stand-by mechanism
to compensate for a short-term contract.
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2) Management. The managers that succeed
with subsidized housing projects are different from
those that succeed with market-rate projects. On
the one hand, subsidized housing projects may have
a captive market and therefore low vacancy rates;

develop clear and rigorous criteria for managers of
multifamily and especially subsidized projects.

3) Borrower. Nonprofit developer/borrowers
are common in subsidized multifamily projects. The
lender must be able to evaluate the capabilities and
creditworthiness of nonprofits, which, like for-prof-

on the other, they can be difficult to manage and
may require the manager to deal with neighborhood
issues as well as on-site ones. Although strong and
experienced management is essential for success,
once it is in place, the risk associated with a subsi-
dized project may be lower than for conventional
ones, which continue to be subject to greater mar-

ket risk. It is evident that the industry needs to

its, must meet threshold requirements of compe-
tence. A number of specialist-originators have
developed appropriate criteria for evaluating non-
profit borrowers. For-profit developers of the “mom
and pop” variety are also an important customer
segment that lenders should learn to evaluate,

WHAT's WORKING

The conventional wisdom tells us that
multifamily housing is an inherently risky
investment, and the troubled portfolios
of our largest multifamily lenders would
seem to bear that out. At this writing, the
Federal Housing Administration (FHA)
has cancelled its co-insurance program
because of high default rates and is re-
examining its other multifamily insurance
programs as well. Freddie Mac has also
experienced severe losses in its multifam-
ily programs and has withdrawn from the
multifamily market while it restructures.
Horror stories abound in the troubled
real estate market, and the increasing
insolvency of lending institutions leaves
only the hardy—some would say the
reckless—to provide financing for afford-
able multifamily housing.

Thus it is all the more surprising to
observe the consistent excellent perfor-
mance of a number of innovative lending
institutions distinguished by their com-
mitment to multifamily housing; the
default rates of these institutions are low
or nonexistent. Although there are no
systematic or comprehensive data on the
performance of multifamily housing,
there is enough evidence of success in

selective cases to suggest that multifamily
lending can be profitable.

Among the best-known of these suc-
cess stories are the Savings Associations
Mortgage Company, Inc. (SAMCO), a
statewide for-profit lender consortium in
California; The Community Preservation
Corporation (CPC), a New York City non-
profit lender consortium; the South Shore
Bank in Chicago, a commercial bank; and
the Fannie Mae Delegated Underwriting
and Servicing (DUS) program, begun in
1988, which built upon Fannie Mae’s suc-
cessful 1984 master commitment pro-
gram with the federally-chartered
Neighborhood Reinvestment Corporation
and its affiliate, Neighborhood Housing
Services of America.

All of these lenders are at risk in the
marketplace and all lend at or near mar-
ket rates; but they have a public purpose
as well. Among Federal government pro-
grams, the Farmers Home Administra-
tion's 515 program, which does
multifamily first-mortgage lending at
below-market rates in rural areas nation-
wide, also has an outstanding perfor-
mance record. Several of these examples
are discussed in more detail in the later

chapter, Volume Production (see chap-
ter V).

All of these organizations or programs
have turned in strong performances.
Since its creation in 1969, SAMCO has
had minimal defaults and delinquencies
and has never had a 60-day delinquency
in its multifamily portfolio. CPC has
never had a loss to its consortium lenders
(or to an investor) since its inception in
1974. The South Shore Bank’s delin-
quency rate averages 1-2 percent. The
Fannie Mae DUS program to date has an
excellent track record, and of the twelve
Neighborhood Reinvestment/
Neighborhood Housing Services of Amer-
ica master commitment loans, five have
paid in full and the other seven are cur-
rent. Under the Farmers Home Adminis-
tration’s 515 program, losses stand at less
than one percent and delinquencies are
only three percent.

These track records suggest that
affordable multifamily housing can be a
profitable and secure investment. How-
ever, there is a need for research to
understand better what works and why,
as well as a need for a database tracking
multifamily loan performance.

14

e







4) Neighborhood. Location is evaluated differ-
ently for affordable housing projects than for market-
rate ones. Because subsidized projects are often
located in low-income neighborhoods, this circum-
stance should not automatically disqualify them from
consideration. Lenders must learn to distinguish
between neighborhoods that are truly high risk and
those that may only appear to be so initially. A sup-
portive network of neighborhood organizations and
institutions is particularly important; adequate city
services are also important.

5) Mixed-Use Buildings. In certain areas of the
country, it is common to find buildings that are pri-
marily residential but with a commercial compo-
nent. Much affordable housing is developed in older
buildings where apartments-over-stores is an his-
toric configuration. Although mixed-use buildings
may be difficult for investors to accept initially,
maintaining the commercial nature of the street
level space is ofien desirable from the standpoint of
neighborhood stability. Lenders should develop
standards for such buildings and learn to evaluate
the commercial component.

6) Rehabilitation. Rehabilitation characterizes
many subsidized housing projects. This is particu-
larly true in urban areas where deteriorated or aban-
doned buildings are often targeted for fix-up, in
many cases as part of larger community develop-
ment initiatives. The lender must be able to incorpo-
rate the value of the rehabilitation into the
underwriting.

7) Debt Service Coverage. The default risk of
the first mortgage is closely related to the ability of
the project to make regular payments and to the
income cushion remaining after debt service is paid.
What the “correct” debt service coverage or range
should be, however, is a point of considerable
debate among lenders, credit enhancers, rating
agencies, and investors. Minimum ratios range all
the way from 1.0 (100 percent coverage) to 1.3
(130 percent coverage) or even higher, with the
tisk of default generally being seen as diminishing as
the level of coverage increases. Debt service cover-
age is a more important measure of risk than is loan-
to-value ratio (discussed further below), especially
for subsidized housing projects.

8) Determination of Economic Value. In con-
ventional real estate analysis, the determination of
economic value is the real estate professional’s bot-
tom-line exercise, the one that determines how
much a lender should lend and how much a buyer
should pay. if the market is understood and the pro-
ject properly analyzed, then the economic value of a
property can be determined with relative accuracy.

Determining the economic value of a subsidized
project is somewhat different. In many projects,
rents are restricted and profit is capped or re-sale is
constrained; at the same time, such projects are sup-
ported by subsidies and below-market financing not
available to market-rate projects. The most meaning-
ful measure of value is the capitalization of the
income stream, a technique that can incorporate
accurately the value of deliberately restricted rents,
as well as the value of rental assistance, low income
housing tax credits, property tax abatement, and
favorable subordinated financing or other subsidies.

By comparison, an approach relying principally
on market comparables doesn't provide a depend-
able basis for calculating value when the universe
of similar projects is very limited. Nor is project
cost a good measure; in some cases it can be dan-
gerous, leading to overfinancing. In a market-rate
project, economic value is generally similar to or
greater than project cost. But in many subsidized
projects, the economic value derived by capitaliz-
ing the income stream is considerably lower than
project cost; the usual relationship between eco-
nomic value and project cost does not hold.

9) The Loan-to-Value Ratio. Once an eco-
nomic value is determined, the loan-to-value ratio is
used by investors, credit enhancers, and rating agen-
cies as a measure of the severity of potential loss in
the case of a foreclosure. For those multifamily pro-
jects where rents and values are subject to market
forces, loan-to-value is a useful concept; acceptable
ratios range anywhere from G0 percent to 90 per-
cent. But for affordable housing projects with
capped rents, re-sale restrictions, or subsidies, the
loan-to-value ratio has less utility. This is so even
when value has been determined in a meaningful
way; the debt service coverage still has more utility
in determining risk.

15







16

The need for flexibility and expert judgement in
underwriting multifamily housing is illustrated by
the following examples, which show how the sig-
nificance of debt service coverage and loan-to-value
ratios may vary depending on the project, particu-
larly in the case of subsidized housing.

One case arises when favorable subordinated
financing is provided by a public-interest lender
whose main interest is in maintaining the affordabil-
ity of the housing. Should a default occur, it is likely
to lead to a workout rather than a foreclosure and
sale. In such cases, the loan-to-value ratio is less rele-
vant, the debt service coverage more relevant.

To take another example, where the subordi-
nated financing is a “soft second” payable out of
cash flow, nonpayment does not trigger a default
and the subordinated lender cannot initiate a fore-
closure. The combined loan-to-value ratio of the first
and second mortgages might well be over 100 per-
cent, especially on the basis of an appraisal reflect-
ing restricted rents, without being a signal of high
risk. Similarly, the first mortgage could be as high as
90 percent of value and not be highly risky if debt
service coverage is adequate and management is
strong; given a fixed-rate mortgage and a large sup-
ply of tenants, the risk of default is low.

The point being made here is that formulas can-
not be substituted for a true understanding of the
real estate and its risk, which in turn depends on
expertise and local market knowledge. In some
cases, debt service coverage of 1.5 might not be
enough; other projects may perform flawlessly at
1.1. A large debt service cushion cannot compen-
sate for bad underwriting; if a project is a victim of
poor underwriting, it will go through even a large
debt service cushion quickly.

Underwriting the Underwriters

In addition to standards for the mortgage lending
process itself, qualifying standards are needed for
the originator/servicer of the first mortgage. The
abilities of the originator/servicer to underwrite suc-
cessfully, to manage workouts and foreclosures, and
to guarantee timely payment, are key considerations
in the performance of the mortgage investment.
The quality of the originator/servicer will determine

to a large extent the quality of the mortgage credit.

Further, continuing monitoring of underwriters,

perhaps in the form of annual reviews, is necessary

to maintain the integrity of the standards, particu-

larly when changes of personnel occur. Therefore,

B The Task Force recommends the creation
of appropriate and rigorous qualifying
criteria for seller/servicers of affordabie
multifamily mortgages. These criteria
should emphasize:

* Specialized competence in multifam-

ily bousing, including that which is
subsidized

* Local market knowledge

* Periodic re-qualification

Few housing lenders are well qualified at present
in the area of multifamily lending. let alone lending
to subsidized projects. Standards for identifving
competent and well-capitalized originators in the
area of multifamily lending should be developed by
the national secondary market participants, with
assistance from knowledgeable specialized origina-
tors such as those discussed above (see What's
Working).

It might be productive for the national sec-
ondary market agencies, Fannie Mae and Freddie
Mac. to re-examine their seller/servicer standards
along the lines proposed here. The agencies should
review their current standards for appropriateness
and—while in no compromising their rigor—adjust
them as needed to accommodate successful special-
ist-originators such as those discussed above and in
chapter V (see Volume Production). Appropriate
standards would probably put somewhat more
emphasis on affordable multifamily expertise and
somewhat less on capital requirements. Once in
place, such standards could become the vehicle for
recruiting and training additional affordable multi-
family originators and for establishing ongoing rela-
tionships with new types of originators such as state
housing finance agencies.

It is this process of qualifying originator/ser-
vicers that—performed successfully—can make the
critical marriage between the flexibility and discre-
tion required at the local level and the standardiza-
tion of credit quality required at the national level.
The goal is a system where national secondary mar-







ket participants can rely more heavily on the ability
and record of the (probably small number of)
expert originators with whom they deal, in lieu of
prescribing overly-restrictive standards. Reliance on
prescriptive standards has eliminated many credit-
worthy projects from consideration, while con-
tributing little to a full understanding of the risk of
those that are financed.

Standardized Documents

The effort to standardize the mortgage origination
process should be accompanied by efforts to stan-
dardize related documentation. Therefore,

B The Task Force recommends that the
legal documents that formalize the appli-
cation, appraisal, commitment, morigage,
and any other features of tbe financing
be standardized across tbe industry.

As they have done so successfullv in the past,
Fannie Mae and Freddie Mac should take the lead in
setting national standards for sound underwriting
and uniform documentation along the lines pro-
posed in this report.

No More “CRA Rocks”

The origination process proposed above would help
avoid what bankers refer to as “CRA rocks™ (named
after the federal Community Reinvestment Act).

These are poorly underwritten loans that banks
sometimes make under pressure to demonstrate
reinvestment in their communities. Such loans are
often made on relatively high risk terms, with a
mortgage that is not “clean.” Since they cannot be
sold on a profitable basis, which would allow funds
to be recycled for additional affordable housing
lending, the CRA rocks must be “thrown in the cor-
ner’—that is, held in portfolio and fully reserved
for. Instead of creating volume, they act as a disin-
centive to additional lending. To the extent that
poor underwriting results in higher rates of delin-
quency and default, the effect is to confirm the pri-
vate sector's common perception that such lending
is high risk and low rerur.

In contrast, the origination approach suggested
here assumes competitive risk and return profiles,
capable of attracting investors whose interest need
not be conditioned on altruistic motives or political
or regulatory pressures 1o invest. Subsidies to pro-
jects would be explicit and separate, not hidden by
credit mechanisms. Only then can the volume to
support a liquid secondary market be achieved.
When that happens, regulated financial institutions
will have a vehicle for fulfilling their community
reinvestment responsibilities without abandoning
prudent lending practices. Then the maximum par-
ticipation by the private sector in the financing of
affordable housing can be achieved.
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STANDARDIZING

THE SUBSIDY
RECONCILING FINANCIAL f
AND SOCIAL OBJECTIVES |

RECOMMENDATIONS

a Create a standard “soft second” mortgage instrument that—
+ Is fully subordinated to the first mortgage
¢ Facilitates production

B Create a manual of acceptable legal provisions for the “soft second” mort-
gage and for any other subsidy instruments, in order to standardize them as
much as possible.
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for low-income people, it must have subsidies.

There are few projects and few parts of the
country where this generalization does not apply.
An important goal of the National Task Force on
Financing Affordable Housing is to increase the pro-
duction of subsidized housing by structuring the
financing to permit access to the larger system of
multifamily housing finance. This chapter presents
recommendations for standardizing the distinguish-
ing feature of such housing—the subsidy—in such a
way that it can participate in the larger system,
including the secondary market.

The provider of subsidy to a housing project has
an interest in the project that is social as well as finan-
cial. Typically the subsidy provider is a public-sector
agency, but it could be a nonprofit institution such as
a foundation, a land trust or other housing organiza-
tion, or even a university or a hospital. The subsidy
provider’s interest is to make the housing “afford-
able,” however that is defined. and to keep it afford-
able for a defined period of time, if not permanently.

Project-based subsidies, as opposed to those
such as housing vouchers that travel with the ten-
ant, tie directly to the financial structure of the pro-
ject; they generally are the piece that makes the
project feasible at rents affordable to low-income
people. The project-based subsidy may take many
forms; but whatever form it takes, it is usually only
one component of a complex layered financing
structure that often includes a first mortgage from a
private lender. Unless the subsidy is properly struc-
tured, the conditions that typically accompany it

If multifamily rental housing is to be affordable

will conflict with the first mortgage lender’s require-

ments and with the terms necessary to make the
first mortgage salable to a secondary purchaser. The
salability of the first mortgage must be protected if
subsidized housing is to participate in a secondary
market.

The challenge is to reconcile the financial
requirement for salability of the first mortgage with
the social goals that almost always accompany the

subsidy (usually in the form of use restrictions speci-

fying maximum rent levels or tenant income levels).
This balancing act is much more difficult to achieve
than if the interests of all parties were strictly finan-

cial, as in a conventional business transaction Fur- '
thermore, the balance must be achieved in a pracy, -
cal way that facilitates the project, rather than

overburdening it with transaction costs. The project = s

must carry a low enough level of risk and complex.
ity to be acceptable to the developer/sponsor and,

in the case of a private developer, must offer a req.
sonable opportunity for profit as well. These practj.
cal considerations are as important to the first
mortgage lender as they are to the developer.

WA

Since the surest way for the public-interest entity
to enforce use restrictions is to encumber the real
estate, a legal instrument—most often in the form of
a subordinate mortgage—almost invariably accom-
panies the subsidy. Ideally, it is the subordinate
mortgage loan documents that should be structured
to achieve not only long-term affordability, but the
financial objective of salability of the first mortgage
and the practical objective of facilitating produc-
tion. In making recommendations for the key provi-
sions of the second mortgage loan instrument, the
Task Force sought to support all three of these
objectives—the social, the financial, and the practi-
cal.

The recommendations assume that the subsidy
instrument is a soft second mortgage, the most com-
mon form for the subsidy to take. As explained in
the preceding chapter, a soft second—unlike a hard
second—is generally payable only as cash flow
allows and thus should not be included in the debt
service coverage calculation. Soft seconds may have
long terms (40 or 50 years), and some may even
have debt service completely deferred until matu-
rity. Throughout this chapter the term “soft second”
applies not only to second mortgages, but also to
those that are in an even more subordinated posi-
tion to the first mortgage.

The development of a simple, predictable, stan-
dardized subsidy instrument—one that incorporates
use restrictions as well as the specific provisions
detailed below with reference to financial and prac-
tical goals—is believed by most members of the
Task Force to be the single most important require-
ment for accessing first-mortgage capital for subsi-
dized housing projects. Therefore,
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B The Task Force recommends that a stan-
dard “soft second” morigage instrument
be created that:

* Is fully subordinated to the first
mortgage
* Facilitates production
The recommendations made here are offered in
full recognition that subsidy providers’ legal consid-
erations may work against complete subordination.

However, it should be noted that if the second

mortgage documents cannot incorporate substan-

tially all of the financial provisions recommended in
this chapter, access to capital through the sec-
ondary market will be severely limited if not fore-
closed entirely.

The Social Goal: Ensuring Affordability

Subsidized projects must conform to the use restric-
tions established by the source of subsidy funding.
The use restrictions of a soft second typically target
rent Jevels (as a percentage of HUD's fair market
rents for the region) and/or tenant incomes (as a
percentage of area median household income). In
addition, for mixed-income projects, the use restric-
tions indicate what percentage of total units must
meet the use restrictions.

Funds for soft seconds or other project-based
subsidies frequently come from HUD's Community
Development Block Grant (CDBG) program, For
projects to qualify for CDBG funding, rents gener-
ally must be affordable to households with incomes
below 80 percent of area median income. The
HOME Program of the 1990 National Affordable
Housing Act will undoubtedly become the source of
many project-based subsidies. HOME carries stricter
targets than CDBG: on a program-wide basis, 90 per-
cent of the rents must be affordable to households
with incomes below 60 percent of median, with the
balance affordable to households with income
below 80 percent of median. Low-income housing
tax credit projects have similar targets.

The Task Force has not recommended specific
use restrictions, as these are most appropriately set—
or negotiated—in connection with public policy.

Many first mortgage lenders are initially uncom-
fortable with use restrictions and the need for pro-
ject compliance; they must come to understand
how such restrictions can be made to work with a
conventional first mortgage. Use restrictions need
not deter the first mortgage lender from lending or
hamper the salability of the first mortgage, as long
as they are completely subordinate to the first mort-
gage as described below.

The Financial Goal: Protecting the
First Mortgage

The specific provisions necessary to preserve an
unencumbered first mortgage so that it can enter
the capital markets are detailed here and in the sec-
tion that follows. To have a “clean” first mortgage
means that the soft second is completely subordi-
nate, that it is consistent with and not in conflict
with the first, and that the procedures for unravel-
ling the financial structure if the project must be
foreclosed are clear. It should be noted that if the
real estate is underwritten well, many of these pro-
visions need never be invoked; it is only when the
project runs into financial problems that their cru-
cial importance becomes apparent. Therefore,

W The Task Force recommends that the fol-
lowing provisions to protect the first
morigage be incorporated as essential
Sfeatures of a standardized soft second
morigage instrument.

1) Flexible Use Restrictions. The use restric-
tions that accompany the soft second should be as
broad and as flexible as possible. In the event that
the first mortgage is in danger of foreclosure (in
“financial distress” in the Janguage of the HOME
program), this would allow owners or their succes-
sors to propose modifications permitting the first
mortgage obligation to be met with the subordinate
debt in place. Or, the mortgage instrument might
provide for alternative methods of protecting the
social objectives of the soft second lender if use
restrictions must be modified, such as an ongoing
role in oversight of the management plan.

Without such flexibility, a first morigage lender
will be wary of a project that requires below-market
rents or tepant income restrictions that could prove
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uneconomic and ultimately cause default. Once the
financial distress is relieved, the use restrictions
should be put back in place or the soft second
repaid. Projects in urban renewal areas will always
remain subject to some degree of redevelopment
authority control.

2) Clear Default Positions. If a financing
structure must be unwound for nonperformance of
either financial or use obligations, then it is essentiat
to have a time frame for response by parties holding
soft seconds or other instruments containing use
restrictions. Clarification of time-certain actions by
all parties allows the first mortgage lender to assess
risk up front.

3) No Permanent Right of Reverter. Projects
in urban renewal areas are conveyed to private
developers with deed restrictions that give the rede-
velopment authority the right to re-enter and take
back the property if the project is not developed as
promised. To the extent that the city or the redevel-
opment authority is also the second mortgage
lender, these restrictions may be incorporated into
the second mortgage itself. The right of the subordi-
nate lender to take back the property in the case of
nonperformance should not continue past the certi-
fied completion of construction and, in any event,
should reflect the continuing priority of the first
lien.

4) Debt Service Payable Only Out of Net
Cash Flow. Nonpayment of debt service on a soft
second mortgage should not trigger a default if the
cash flow is not available to make the payment. The
definition of “net cash flow” should be broad
enough to take into account additions to reserves
required by senior lenders, as well as cash flow pay-
ments required by partnership documents (in the
case of tax credit projects). The payment amount
and terms should also be clearly defined, even if
cash flow is not expected to be available to make
the payments. If it is not, payments can be abated or
accrued, becoming payable either when cash flow
becomes available or out of the net proceeds of a
sale.

[t should be noted here that unlike a hard sec-
ond, a soft second requires that the subordinate
lender monitor cash flow; thus reporting require-
ments should be clearly spelled out. Subordinated

lenders should be aware that monitoring and
enforcing provisions involving net cash flow
requires technical sophistication and continual
attention to the performance of the property.

5) The Term of the Soft Second Should
Equal or Exceed That of the First Mortgage. No
repayment of principal should be required during
the term of the first mortgage, nor should any
upward re-sets of payment amounts be allowed.

6) Right of Reinstatement. The owner should
be able to reinstate a subordinate oan that is in
default due to a default on a senior mortgage, once
the senior loan default is remedied.

7) Clearly Defined Terms of Participation
in Proceeds. The terms of participation of the sub-
ordinated lender (if participation is required at all)
in the proceeds of a sale, syndication. or refinancing
should be clearly defined. As in a conventional
transaction, this item should be negotiated up front.
Again, clarity on this point reassures the first mort-
gage holder and assists the sale of the first mort-
gage.

8) Right to Use Insurance Proceeds to
Rebuild. In the case of fire or other damage, insur-
ance proceeds should be available to rebuild and
should not be required to be applied against the soft
debt. This is especially important in the case of tax
credit projects, to avoid recapture of tax benefits.
The same provision should apply to first mortgage
debt. )

9) Assumability of Second Mortgage. In the
case of a sale, the soft second should be assumable
as long as the loan is not in default and the use
restrictions stay in place. However, many subsidy
providers will want to exercise some influence over
who the new owner is. In such cases, the loan doc-
umentation should include either a provision that
approval not be unreasonably withheld or a forward
definition of an approved purchaser. In the case of a
limited partnership where a nonprofit general part-
ner has the right to acquire the property from the
limited partners, such a transaction should be
explicitly permitted.

In addition, in the case of a refinancing, a new
first mortgage should be permitted, provided the
subordinate lender’s position is not diminished or
impaired.







10) Matching Limited Partner Provisions.
Any provisions of subordinated loans that deal with
the rights of limited partners should correspond to
] those of the first mortgage (sce recommendations for
originating the first mortgage, chapter ID).

The Practical Goal:
Facilitating Production

Another group of kev provisions can be termed

1 “production provisions.” Though not necessarily a
factor in balancing a project’s financial and social
objectives, they are practical considerations that
allow the project to happen more easily and to be
managed more successtully over time; they may
even be necessary o allow it to happen atall. By

the developer/sponsor, they facilitate imancial

structuring, provide flesibility. and reduce negotia-

tion time as well. Theretore,

R The Task Force recommends the follow-
ing provisions to facilitate the prodic-
tion of affordable multifamily bousing,

ok sf'ih P10 g

1) Designation of a "Lead Subordinate
Lender.” The discussion in this chapter anticipires
role in project hnuncing [or cquity, first mortgage.
and soft second participants. However. many altord-
able housing projects imvolve additional sources of
financing; often subsidy is obtained from three or
more sources. All of the subsidy providers. often
~ Working in different legal and fiscal contexts, must
- meet the standards identificd here, Designating o
g lead subordinute lender can simplify the process of
: ‘_ﬁnancial structuring when a property is initially
T financed; it can be even more critical in situations of
- Property distress, when quick action is often needed
- and public policy goals nuy be in starkest contflict
With the need 1o protect the first mortgage invest-

- ment. By coordinating communication and decision-
5 8 among all participants, the lead subordinate
B Simplify both of thesc complicated processes.

¢ 2) I_atitude to Tailor the Interest Rate and

: m?ation to the Requirements of Individ-

. Projects. The nterest rate and amortizition
S2edule of the soft second embody the subsidy

- Elakcs it financially feasible to achicve housing

providing for ucceptable levels of risk and return for

affordability. On the one hand, a subordinated S
lender quite understandably wants the interest rate i
to be as high as a project can bear; on the other,
there should be latitude to set the rate as low as it
needs to be. Stated interest rates as low as 1 percent
are not uncommon. Principal payments may be lim-
ited or deferred until maturity.

3) Full Asset Coverage Not Required. The
combined amount of the first mortgage and the soft
second should be permitted to exceed the
appraised value of the property. Because a project’s
rental income is often constrained by the use
restrictions of the soft second. the economic value
of the property, as defined by an income-based
appraisal. is often less than the development cost.
As long as the soft second is fully subordinated as
described in the preceding section. the first mort-
eage holder should not object to this sitwation. For
most tax credit projects, however, appraisals must
equal both the first and second mortgage debt In
these cases. appraisals that take into account the
value of the credits should be accepted.

4) Non-Recourse to the Borrower. The bor-
rower should hive no personal obligation to repay
the soft seeond. which is secured by the properiy
ounlv. An exception to this proviston may establish
the personal fiabiliey of 4 for-profit borrower for
fraud. waste. or loss arising under environmentt or
other indemaities. or for improper diversion of
funds.

5) Reasonable Allowance for Profit and
Return on Equity. There should be clear defini-
tions of allowable proft and overhead for the devel-
oper. of allowable return on equity, and of terms of
participation in the net proceeds of a safe. syndica-
tion. or refinancing. In a tax credit project. require-
ments tor return on equity will be driven by current
pricing in the equity markets.

6) Forward Commitment. ldeally, the soft
second should be a forward commitment for com-
bined construction and permanent financing, with
the subordinated lender’s funds to precede the con-
ventional construction funds into the project. If the
subordinated lender does not participate in the con-
struction financing, a forward commitment is still
needed.
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7) Partial Releases Permitted. The soft sec-
ond should provide for partial releases of the mort-
gage collateral where appropriate, such as in the
case of a conversion of some or all of the units to
homeownership. Such a provision should corre-
spond to a similar provision in the first mortgage. It
should be noted that partial releases are very diffi-
cult in cases where the sum of all mortgages
exceeds the value of the property. Approaches that
address this problem need to be developed.

8) Provisions for Tax Credit Projects. In
low-income housing tax credit projects, the need
for second mortgages to satisfy certain tax consider-
ations creates additional tension between the social
purpose objectives of the public interest entity and
the tax structuring needs of the project. The
requirement in many tax credit projects that soft
second debt be treated as debt for tax purposes lim-
its flexibility in structuring the soft second mortgage
instrument; for example, language forgiving the
debt is prohibited in many cases. Subsidy providers
who seek to facilitate production should make their
documents compatible with these tax requirements.
[f the federal government makes the tax credit per-
manent, the issue of ensuring the compatibility of
tax credit equity and subordinate loans will need to
be addressed, perhaps by developing a manual of
legal provisions as discussed below.

Ensuring Conformance of Other
Legal Instruments

The subsidy (or subsidies) to a particular project
can take a form other than that of a soft second. The
subsidy may be an outright donation of land, a free
or cheap ground lease, a “hard” second mortgage,
further subordinated financing, or an outright grant.
Almost all subsidized housing projects obtain some

form of property tax abatement from the local juris-

diction. Another form of project-based subsidy is

the rental assistance contract between a govern-
ment jurisdiction and a building owner, exemplified
by the older Federal Section 8 programs or some

state programs that pay the difference between 30

percent of the tenant’s income and the rent

amount. All of these forms are project-based,
whether they are operating or capital subsidies;
they therefore are embodied in some type of legal
instrument with the potential to encumber the first
mortgage.

Whatever the type of subsidy, the financial need
to protect the salability of the first mortgage and the
practical need to facilitate production remain. Many
of the key provisions discussed above will apply and
should be incorporated into the applicable legal
instrument. That instrument might be a deed restric-
tion, a provision in a ground lease, a covenant, an
easement, or a rental assistance contract. Where
there is more than one subsidy—for example,
donated land, tax abatement, and perhaps a soft sec-
ond, third, or fourth mortgage all in the same pro-
ject—not only should all the legal instruments
include the appropriate key provisions, but they
should not conflict with one another. Therefore,

B Tbe Task Force recommends that a man-
ual of acceptable legal provisions be
developed for use with soft second mort-
gages and other subsidy instruments.
Such a manual could be drawn on as
needed, in a “mix and match” fashion, to
standardize these instruments as much
as possible.

To the extent that this and the other recommen-
dations in this section influence common practice,
subsidized projects will gain expanded access to the
larger system of multifamily housing finance.







GETTING TO THE

CAPITAL MARKETS:
RECONCILING BORROWER
AND INVESTOR NEEDS &

5 RECOMMENDATIONS

m  Work with the rating agencies to design a universal risk-weighting system uniquely
suited to multifamily housing (from market-rate to subsidized) that will meet with
wide acceptance from investors.

m Review and consider revising the risk-weighted capital requirements of the Finan-
cial Institutions Reform, Restructure, and Enforcement Act (FIRREA) that discour-
age multifamily lending and the securitization of multifamily mortgages.

® Investigate the feasibility of new state and focal agency roles in providing multifam-
ily credit enhancement, such as:

+ Development of mortgage insurance programs that are capitalized by a dedi-
cated revenue stream and that are designed to provide top loss insurance and a
clear loss-recovery mechanism

+ Use of National Affordable Housing Act monies to fund reserves or otherwise
support credit enhancement programs

+ Development of new risk-sharing arrangements between the Federal mortgage
agencies, state housing finance agencies, and others; exploration of reinsurance
and other risk-sharing structures should be a top priority

m Expand existing Fannie Mae and Freddie Mac programs to make them more flexible
and better able to accommodate subsidized projects.

m Investigate ways that Fannie Mae and Freddie Mac MBS pools can be used to eco-
nomically securitize subsidized projects in the $250,000 to $2 million range.

m Investigate the feasibility of a system of national, regional, and/or local private con-
duits that, in conjunction with the Federal mortgage agencies, would help create,
pool, credit enhance, and perhaps buy or sell smaller affordable housing mortgages
in the secondary market on a larger scale than is presently being done.

m Examine the role of FHA and the issue of why and how the Federal government
provides mortgage credit support, focusing on those risks that are appropriate for -
the Federal government to bear, with a view to restoring FHA as an effective multi-

» family mortgage financing vehicle. Issues to consider include—

"~ « The FHA role in risk-sharing and reinsurance and in generally providing credit
on a wholesale basis

+ The Federal government role in insuring against political risk, such as that occa-
sioned by 5-year subsidy commitments for projects with long-term financing

i + Whether the mechanics of current insurance programs provide FHA with suffi-

5 E cient flexibility to respond to problems relating to troubled loans
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he journey of a mortgage once it leaves the

local bank—a journey through Wall Street

and ultimately to the national capital mar-
kets—is invisible and perhaps even unknown to the
ocal borrower. But the ability to make a smooth
passage is a critical aspect of a healthy multifamily
housing finance system.

Although the standardization of first and second
mortgage documents and financial structures dis-
cussed above are necessary conditions for making
the journey, they are not sufficient in and of them-
selves. For a mortgage to get to the capital markets,
both credit enhancement and an efficient system for
securitizing multifamily mortgages must be in place;
it is these two elements that pave the way.

In past years, a number of entities supplied credit
enhancement—banks, insurance companies, and
Federal agencies chief among them. However, finan-
cial problems at both banks and insurance compa-
nies, stemming largely from commercial real estate,
have essentially removed them from this market.
And, to date, bond insurers have exhibited only a
narrow interest in taking real estate risk. These cir-
cumstances, combined with the virtual disappear-
ance of Federal mortgage insurance, have obliterated
the old route to the capital markets. A satisfactory
new one has vet to be mapped out.

The Need for Credit Enhancement

What is credit enhancement and why is it needed?
Consider that if the capital markets are to be
accessed, then the same first mortgage that works
for developers or project sponsors must also be
attractive to investors. In theory, the needs of bor-
rowers and investors could overlap exactly, but typ-
ically they do not. It is credit enhancement that
bridges the gap.

For example, since investors want protection
from risk, they will usually seek very conservative
loan-to-value and debt service coverage ratios.
These compensate for the wide variation in local
real estate markets and projects, which an investor
in the national capital markets is typically not in a
position to assess. However, the extra-conservative
ratios required by investors cannot be met by many
affordable projects, causing them to fall out of the
band of investor interest.

It is here that credit enhancement can reconcile
the conflicting requirements. For a fee, the credit
enhancer scrutinizes a project and determines
acceptable loan-to-value and debt service coverage
ratios. 1t then offers investors its own security,
which—based on the credit enhancer’s capital posi-
tion and existing risk exposure—has been assigned
a specific rating by the rating agencies (in most
cases AAA). Investors then need look only to the rat-
ing of the credit enhancer, which has assumed the
real estate risk.

Thus a credit-enhanced mortgage or pool of
mortgages bears a universally-accepted stamp of
approval from one of the Federal mortgage agen-
cies—Ginnie Mae, Freddie Mac, or Fannie Mae—or
from a well-known bond or mortgage insurer. The
investor essentially buys the security of the credit
enhancer; in this way, the mortgage or pool of mort-
gages achieves acceptance in the capital markets.

Credit enhancement may also be needed in the
case of some subsidized projects to insure against
political risk. Common problems encountered with
the government rental assistance contracts currently
available are that the term of the contracts may be
less than the term of the first mortgage or contract
funding constrained by the appropriations or bud-
get practices of a particular jurisdiction. Insurance
or some form of credit enhancement is needed to
maintain credit quality in case short-term subsidies
disappear. Ways to accommodate this risk need to
be developed. They might include such things as
standby commitments from Federal or state govern-
ment agencies to cover shortfalls in debt service
should rental assistance contracts not be renewed,
or provisions that link use restrictions to the rental
subsidy stream, so that restrictions can be released
if the subsidy should terminate,

To summarize, the market needs credit enhance-
ment to mitigate both real estate risk and political
risk. Credit enhancement also addresses the need to
standardize credjt quality, discussed below.

Standardizing Credit Quality

For a multifamily mortgage or pool of mortgages 0
obtain credit enhancement, it is essential to be able
to determine credit quality. There is currently no







universal risk-weighting system that can predict
accurately the risks of multifamily housing and
accommodate the ways in which the project might
be subsidized. Consequently, determining credit
quality is a time-consuming task.

“Credit quality” is a concept that has developed
over decades to a high level of sophistication in the
corporate and municipal finance arenas. The tech-
niques of institutional credit analysis, backed by his-
torical data and research, have resulted in
highly-quantified standards for rating the risk of
bonds or ipstitutional debt.

Commercial real estate, by comparison, is much
more difficult to evaluate with reference to uniform
standards because of the great diversity of project
types, local market conditions, and underwriting
approaches used by originators of varying capabili-
ties. Nonetheless, the market demands that evalua-
tion occur. Credit quality standards are essential to
the development of a secondary market, because
they enable the following to occur:

+ Comparison of projects with one another

* Determination of the amount of credit

enhancement needed

+ Comparison of mortgage-backed securities

with other fixed-income investments, and
therefore—

+ Facilitation of pricing ~

Just how risky an investment is muitifamily hous-
ing? The popular perception, and certainly the per-
ception of many investors, is that it is quite risky;
indeed, the recent large losses in the FHA and Fred-
die Mac portfolios suggest the same. The risk-based
capital rules for regulated lenders set forth in the
Financial [nstitutions Reform, Restructure, and
Enforcement Act (FIRREA) make a similar assump-
tion; they place multifamily housing lending in the
highest risk category—a significant disincentive to
lend. Yet as noted earlier in chapter II, there are
€nough examples of consistent strong performance
by certain lenders to argue that multifamily housing
need not be a risky business. It is especially striking
that a number of these successful institutions are
active in the same markets where other institutions
have experienced heavy losses.

The rating agencies have begun to promulgate
Credit quality criteria for commercial real estate gen-

erally and, in some cases, for multifamily residential

specifically; however, the Task Force finds that a rat-

ing system uniquely suited to affordable housing—a
system that includes subsidized projects—has yet to
be developed. Therefore,

B The Task Force recommends thal, in
cooperation with the rating agencies, a
universal risk-weighting system be
designed that is uniquely suited to mulli-
JSamily bousing (from market-rate to sub-
sidized) and that will meet with wide
acceptance from investors.

Such a system, reflecting both an understanding
of the anticipated types of subsidies and an empha-
sis on quality management of projects, would
enable credit enhancers to accept a wider variety of
loans. The requirements of such a system further
underscore the need for substantial standardization
in the design of subsidies.

Risk-Sharing

The availability of credit enhancement depends
upon the willingness of an external party to assume
risk. However, no private entity exists today that is
willing to fill the role formerly filled by FHA (see
The FHA Kole, below). Nor is there an entity that
can regularly and expeditiously provide full credit
enhancement to multifamily mortgages, particularly
for pools of small subsidized projects.

The Task Force explored the availability of pri-
vate insurance for mujtifamily morigages—insur-
ance that would assume the direct real estate risk of
projects. It discovered no active credit enhancers at
the present time. The last private mortgage insurers
left the business following the 1989 adoption by
insurance regulators of prohibitive capital require-
ments for monoline companies; these requirements,
along with the need for expensive and cumbersome
licensing in every state, ultimately made the busi-
ness uneconomic. But even before that time, private
insurers had come to view the credit enhancing of
multifamily loans as unacceptably risky, principally
because of unforeseeable shifts in the economy due
to such things as volatile interest rates and changing
tax laws. In addition, the labor-intensive nature of
multifamily underwriting and the level of expertise
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required imposed costs that could not be covered
by the fees that could be charged.

Private bond insurers hold only slightly more
promise. Bond insurers generally are unwilling to
take project-based real estate risk unless the project
is backed by some other form of credit enhance-
ment. Rather, they insure the issuer of bonds
backed by real estate, the issuer usually being a
highly-rated municipality or housing authority. One
niche participant that does take project-based risk,
Guaranty Risk Services, Inc. (GRS), has recently
begun to specialize in commercial real estate pro-
jects in the $4-$20 million range, with an emphasis
on multifamily housing projects. Using the AAA Duff
and Phelps claims-paying ability rating of its affiliate,
Asset Guaranty, GRS provides credit enhancement
for taxable and tax-exempt bonds issued by public
authorities and private trusts. It uses stringent
underwriting criteria and typically requires 20-40
percent recourse to the borrower.

For the near term, the prospects for the private
insurance industry in providing credit enhancement
are not bright. However, GRS is currently working
with a major bank and a large state housing finance
authority to develop a 15-year product for financing
low-income housing tax credit projects. According
to GRS, this program has the potential to accommo-
date small affordable housing projects in pools as
small as $30 million on a shared-risk basis between
GRS and the bank.

Risk-sharing is not a new idea. However, as a
result of the current lack of full.coverage insurance,
there is increasing emphasis on developing alterna-
tive risk-sharing arrangements. In such arrange-
ments, more than one entity may participate in the
risk of a particular project, based on such things as
the particular relationship each has to the project or
their particular expertise. For example, the devel-
oper, the lender, or a municipality—being closest to
the project—might be comfortable taking a top- or
first-loss portion of the real estate risk; a private or
public insurer might take the bottom portion; and a
government subsidy provider might cover the politi-
cal risk of nonrenewal of the subsidy.

Although sharing risk is a way to limjt the Ioss
that would be borne by any one party, its more
important function may be simply to make all partici-

pants more aware at the outset of the nature of the

risks involved and more likely to manage and price

the risk appropriately. For example, the risk retained
by the lender should be designed to promote pru-
dent underwriting and careful loan monitoring and
servicing, as well as to provide an incentive for
quick loss mitigation in the case of default.

Structured financings, a form of “internal” credit
enhancement, are an increasingly common
approach to sharing risk. In a structured financing,
two or more classes of securities are created, both
backed by the same pool of collateral; cash flows
are directed in such a way as to increase the proba-
bility that investors in the senior class of securities
will receive the level of returns promised. The origi-
nator may either retain the subordinated class of
securities with its higher risk and higher return, as
is typical. or seek to sell it.

Such senior-subordinated structures are the most
cost-cfficient form of internal credit enhancement.
More effort to develop such structures is needed
and could be helped considerably by standardizing
credit quality and by relaxing the risk-based capital
requirements that currently hamper banks and
thrifts from pursuing this option.

These bank reguiations pose a serious impedi-
ment to risk-sharing. For example, Fannie Mae's Del-
egated Underwriting and Servicing (DUS) program
utilizes the principle of risk-sharing for multifamily
loan purchases. Unfortunately, since that program
began in 1988, new regulations have been put in
place through the Financial Institutions Reform,
Restructure and Enforcement Act (FIRREA). These
reforms in effect penalize a financial institution for
retaining partial recourse on loans it sells—it must
retain 100 percent of the risk (with the attendant
impact on its capital requirements), even if it retains
only 20 percent recourse on the sold loan. This dis-
incentive penalizes both multifamily origination and
securitization and has cut severely into Fannie's
DUS business. Therefore,

B The Task Force recommends that the
Federal government review and con-
sider revising the risk-weighted capital
requirements of FIRREA that discour-
age multifamily lending and the securiti-
zation of multifamily mortgages.
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Risk-sharing is a rational and effective alternative
or supplement to credit enhancement. It seems not
only appropriate but likely that secondary market
programs will move increasingly to include various
forms of risk-sharing.

Activities of State Government
Agencies

One of the more promising avenues to wider avail-
ability of credit enhancement may be state govern-
ment agencies. An interesting and effective
statewide program is the mortgage insurance pro-
gram of the State of New York Mortgage Agency
(SONYMA), which provides mortgage insurance on
individual projects. SONYMA mortgage insurance
has proved to be highly efficient in leveraging pub-
lic funds for the support of affordable housing.

SONYMA insurance has enabled banks, pension
funds, and other institutional investors that other-
wise would not be able to invest in affordable hous-
ing at acceptable levels of risk to do so prudently.
The New York City Employees Retirement System,
the Police Pension Fund, the Teachers Retirement
System of the City of New York. and the New York
State Common Retirement Fund have all invested in
affordable housing mortgages originated by the
Community Preservation Corporation on a forward-
committed basis using SONYMA insurance. Their
total commitment now approaches $550 million
(see also chapter V, Volume Production).

The features of SONYMA's muitifamily mortgage
insurance program that have been critical to its
acceptance among institutional investors include
the following:

¢ Dedicated Funding. The program is funded

by a dedicated tax, a surcharge on the state’s
mortgage recording tax, which assures ade-
~ quate capitalization.

* Top Loss Coverage. SONYMA provides top

loss insurance for mortgages made in blighted

or distressed areas of New York State. Its stan-

dard program covers the first loss (including
interest arrearages, principal losses, legal fees,
etc.) up to an amount equal to 75 percent of
the unpaid principal balance of the loan.
Where pension fund purchasers are involved,

SONYMA covers up to an amount equal to
100 percent of the unpaid principal balance
for the same types of losses.
¢ (lear Loss Recovery Mechanism.
SONYMA’s loss recovery mechanism is clear
and certain. It operates with a master mort-
gage insurance policy to which a participat-
ing lender becomes a party. The master
policy generally provides for SONYMA to pay
out claims once the insured lender has taken
title to a property through foreclosure.
Subsequent to the commitment of the public
pension funds described above, SONYMA obtained
an A- rating from Standard and Poor’s and an Aa rat-
ing from Moody’s in 1989. This rating should even-
tually enable SONYMA to achieve broader access to
the capital markets.

The SONYMA model is a usefut one. However,
it may not be feasible in all states since it requires
state enabling legislation, which may be difficult to
get enacted, and it does require some commitment
of public funds to create reserves necessary to back
the program.

State housing finance agencies are another
potential vehicle for state government participation
in risk-sharing. Although their programs are being
severely curtailed by the current Federal bonding
cap and the uncertain future of mortgage revenue
bonds—the foundation of their financing activity—
many have achieved a level of expertise that equips
them for a new role in affordable housing. State
housing finance agencies could become more active
in countering the disappearance of conventional

mortgage credit by exploring new risk-sharing struc-

tures that respond directly to the current difficult
real estate environment. Using both their taxable
and tax-exempt bonding capabilities, and sharing
risk with the Federal mortgage agencies, state hous-
ing finance authorities are potentially pivotal partici-
pants in a revamped housing finance system.

Tn addition, states could explore creative uses of
funds available under the National Affordable Hous-
ing Act for credit enhancement. Capitalizing a mort-
gage insurance agency like SONYMA, for example,
or increasing the reserves of a housing finance
authority to better position it for a credit enhance-
ment role could provide excellent leverage for pub-
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lic funds. Therefore,
W The Task Force recommends investigat-
ing the feasibility of new state and local
agency roles in providing multifamily
credit enbancement, such as the follow-
ing:
¢ Development of mortgage insurance
programs that are capitalized by a
dedicated revenue stream and that
are designed to provide top loss
insurance and a clear loss-recovery
mechanism

* Use of National Affordable Housing
Act monies to fund reserves or other-
wise support credit enbancement
programs

* Development of new risk-sharing
arrangements between the Federal
mortgage agencies, state housing
Sfinance agencies, and others; explo-
ration of reinsurance and other risk-
sharing structures should be a top
priority

Fannie and Freddie

Fannie Mae and Freddie Mac are the most stable and
successful institutions in the otherwise unsettled
housing finance system. Despite the temporary
withdrawal of Freddie Mac from the multifamily
arena while it retools its program, both of these
organizations will remain major—if not becoming
larger— participants than they have been. In the
wake of FHA's shutdown of its co-insurance pro-
gram, and because of the need for banks and sav-
ings institutions to securitize their portfolios to
meet new capital requirements, the government-
sponsored mortgage agencies have been highly suc-
cessful in recent years. They have been able to grow
their capital to the point where they have come
under pressure, particularly from Congress and low-
income housing advocates, to step up their support
for multifamily housing.

However, as also holds for any other participant
in the process, it would be a mistake to expect these
for-profit institutions ta provide housing subsidies in
the guise of loose credit. They should not be
expected to compensate for the myriad shocks
absorbed by the multifamilv mortgage credit system

in the last few years—shocks that have included first
lax, and then overly-strict, regulation of banks;
changes in tax laws regarding the treatment of real
estate; curtailment of dicect housing subsidies; the
cap on tax-exempt bonds; and weakened demand
due to overbuilding. Such expectations are a sure
recipe for losses and ultimate collapse, as befell FHA.

What the mortgage agencies can do, however,

‘and what they will undoubtedly be mandated to do

in 1992, is to work within and build upon their

existing multifamily programs. By providing access

to the secondary market to unassisted and non-fed-
erally insured housing stock, Fannie Mae and Fred-
die Mac play an essential role. For example, Fannie

Mae has created the DUS and Prior Approval pro-

grams to serve the multifamily market.

As a general posture the Federal mortgage agen-
cies can be—and indeed already are seeking to be—
more flexible and accommodating to smaller
projects. which often have one or more types of
subsidy, lavered financing, nonprofit sponsorship,
and tax credit-raised equity. The challenge is to
accommodate such projects at reasonable cost and
without higher risk. Again, risk-sharing with mort-
gage originators holds promise, particularly where
pooling of smaller projects may obviate the need to
underwrite each one. A role in reinsuring local or
regional insurers such as SONYMA should be a top
priority. Therefore,

W The Task Force recommends that Fannie
Mae and Freddie Mac expand their exist-
ing programs to make them more flexible
and better able to accommodate subsi-
dized projects.

The Mechanics: Pooling and the
Need for Conduits

Large, high-quality loans may achieve access to the
capital markets through the Federal mortgage agen-
cies or in some cases through private bond insurers.
The bigger challeﬂnge is to take the mortgages of
many small subsidized projects—collateral that
couldn't otherwise be sold economically into the
secondary market—and to create a bond more
acceptable to the market than the underlying collat-
eral. This can be done by 1) pooling loans to create







diversification and 2) credit enhancing the pool to
secure a rating or acceptance by the Federal mort-
gage agencies.

The pooling of multifamily mortgages is
impeded, particularly for subsidized projects, by
both the lack of credit quality standards and the
unpredictable production pipeline. Pooling is also
bampered by the number and variety of originators,

i by the small size of loans (sometimes well below

{ $1 million), and by the need for a high volume of

i mortgages to achieve efficient securitization. Aggre-
| gating a pool of $100 million (the size preferred by
Fannie and Freddie) or even $25-$40 million (the
minimum to justify the cost of securing a rating) is
extremely difficult in light of the long and uncertain
lead times for such projects. Not only is there a
need for streamlined production, as discussed fur-
ther in the next chapter, but there is also a need for
a mechanism for warehousing loans until enough
can be aggregated for an economically viable pool.

Thus, the challenge of securitizing a poo! of mul-
tifamily mortgages is not just financial; the mechan-
ics are formidable as well. These two functions—
that of assuming the real estate risk as financial guar-
antor or insurer and that of aggregating, warehous-
ing, and securitizing the mortgages to actually effect
the sale—should be distinguished. Although they
can be performed by the same entity, they need
not be,

Whether it is a sale to the public market or a pri-
vate placement, the associated mechanics may
include 1) buying small loans (probably from multi-
Ple originators), 2) warehousing them until enough
diverse loans are aggregated and market timing is
right, 3) pooling them, 4) securing credit enhance-
ment and/or a direct rating, 5) establishing pricing,
i 6) selling them, and 7) perhaps acting as servicer or
master servicer. These steps must be carried out by
. Some entity acting as a conduit for multifamily loans
(. from the neighborhood to the capital markets. In

. Performing this function, the conduit is in a posi-
 lion to exert quality control over loan origination,
-~ thereby enforcing loan standardization and engen-
- dering confidence in the market.
¢ Currently a number of entities perform part of
- the congyir function, each for a limited sector of
'th Multifamily mortgage market. Among them are

the Federal mortgage agencies (Fannie and Freddie),
which also perform the financial function for non-
subsidized and tax credit projects, as well as for
some subsidized projects. One issue that merits the
particular attention of Fannie and Freddie is
whether their mortgage-backed securities (MBS)
pools could be used to economically securitize sub-
sidized projects in the $250,000 to $2 million range.
Such questions as whether investor needs are best
met by accommodating such [oans in pools of other-
wise conventional loans or by aggregating pools of
like loans are among those that bear investigation.
Therefore,

B The Task Force recommends that Fannie
Mae and Freddie Mac investigate ways
that their MBS pools can be used to eco-
nomically securitize subsidized projects
in the $250,000 to $2 million range.

A few large originators securitize their own port-
folios for sale directly to the market. In addition, a
small number of nonprofits, notably the Local Initia-
tives Managed Assets Corporation (LIMAC) and the
Neighborhood Housing Services of America (NHSA)
have pooled small subsidized projects. However,
there are not currently enough smaller conduits,
nor any sufficiently broad single conduit, to meet
the needs of subsidized projects. Therefore,

W The Task Force recommends investigat-
ing the feasibility of a system of national,
regional, and/or Ilocal private conduils
that, in conjunction with the Federal
mortgage agencies, would belp create,
pool, credit enbance, and perbaps buy or
sell smaller affordable housing mort-
gages in the secondary market on a
larger scale than is presently being done.

Such conduits would specialize in bringing mort-
gages of affordable, including subsidized, multifam-
iy projects to market as described above. With
proper capitalization, conduits would be able to
provide some recourse as well, easing the way._to
national credit enhancement and lowering its price.

The question arises of whether a private conduit
could operate profitably. Although it should be
organized as a for-profit entity and operate in an
entrepreneurial fashion to best assure self-suffi-
ciency and longevity, its aim would not necessarily
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be to maximize profit. A modest profit or even a
break-even performance should be acceptable to a
conduit’s sponsors, which could be a consortium of
institutions with other objectives to be served by
bringing it into existence. For example, banks that
need to increase liquidity but which would like to
retain loan servicing and fee income could benefit
from such a conduit. Similarly, nonprofit organiza-
tions, utility companies, financial institutions, and
state and local governments—all of which have ties
to a particular location and therefore a stake in a
local or regional economy—are potential sponsors
of a conduit.

The FHA Role

The Task Force has not focused on the Federal
Housing Administration, nor does it intend to make
detailed recommendations in regard to FHA. It does
note, however, that government has dominated the
housing finance system for years— to a much
greater extent than is generally realized—and that
the collapse of the principal FHA multifamily insur-
ance program is responsible in large part for the
present plight of the system. Although there is an
essential Federal government role in making mort-
gage credit available at a reasonable price, very pos-
sibly it should be accomplished in a different

manner than in the past. Therefore,

B 7he Task Force recommends that the
Federal government examine the role of
FHA and the issue of why and bow the
Federal government provides mortgage
credit support, focusing on those risks
that are appropriate for the Federal goy-
ernment to bear, with a view to restoring
FHA as an effective multifamily mortgage

Sfinancing wvebicle. Issues to consider
include—

* The FHA role in risk-sharing and rein-
surance and in generally providing
credit on a wholesale basis

* The Federal government role in insuring
against political risk, such as that occa-
sioned by 5-year subsidy commitments

Sfor projects with long-term financing

* Whether the mechanics of current insur-
ance programs provide FHA with suffi-
cient flexibility to respond to problems
relating to troubled loans

Of the range of issues addressed by the Task

Force, the problem of structuring credit enhance-

ment is perhaps the one where solutions are least

evident. In its review, the Task Force sought to clar-
ify the nature of the problem and to identify promis-
ing directions for future work on this critical issue.
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! VOLUME
PRODUCTION

RECOMMENDATIONS

® Encourage local communities to carefully analyze the nature of their pro-
duction problems before proposing solutions. In modifying existing
processes, creating new organizations, calling in new actors, or developing
new programs, they should address those problems in a way suited to the
local context.

m Make local government subsidy programs dependable and accessible by
integrating them with local private-sector financing programs and stream-
lining the delivery of both.

m Maximize opportunities for private participation on a profitable basis in
local affordable housing production systems.
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ven if all the components of the multifamily

housing finance system that have been dis-

cussed so far—the first mortgage, the subsidy
instrument, and the securitization process—were
restructured as suggested, the problem of achieving
a significant volume of affordable multifamily pro-
duction would remain. The improvements recom-
mended above would facilitate the acquisition of
existing unsubsidized buildings by private investors,
particularly if tax laws and bank regulations were
revised. But the rehabilitation of deteriorated units
and the construction of new units where subsidies
are required would still be difficult and erratic.

This problem manifests itself as a lack of continu-
ous volume production—a “pipeline”—even in loca-
tions where demand is strong and subsidies are
available, Somehow, predictable, high-volume
pipelines at the local level—a precequisite to a sec-
ondary market at the national level—must be created.

The Production Problem

Why is there a production problem? Why is the pro-
duction of affordable multifamily housing cumber-
some, time-consuming, and costly? And why does it
sometimes break down altogether?

As in all real estate production. affordable hous-
ing production has two aspects—the sources of
funds and the users of funds. Both have problems
that are virtually always present in one degree or
another. These can be termed resource delivery
problems and developer/sponsor problems.

RESOURCE DELIVERY PROBLEMS

Resource delivery problems are the most difficult
obstacle to volume production. The existing deliv-
ery system in both the public and private sectors
conspires against the ideal of combining funds
from both sources to maximize private-sector par-
ticipation and thereby leverage scarce public sub-
sidy dollars.

Aggregating the resources to buy and rehabilitate
or to construct an affordable housing project is an
awesome task for a project developer. Assembling a
workable financing package—the task of achieving
feasibility for a project that is uneconomic in con-
ventional terms—accounts for much of the high

transaction and development costs, long processing
time, and low volume of subsidized housing proj-
ects in the United States.

In the public sector, ignoring for the moment
the obvious need for more subsidy dollars, the sys-
tem is not set up to efficiently deliver those
resources that are available. The myriad of public
sector programs—loan programs, rent subsidies, tax
abatement, grant programs, and technical assis-
tance, all intended to spur the production and
preservation of affordable housing—are complex
and dispersed. The diversity of programs has actu-
ally increased in the last 10 years, as state and local
housing programs have proliferated to fill the gap
left by diminishing Federal funds and reduced stan-
dardization.

The bureaucratic procedures and timetables that
plague any large institution are magnified for the \
kind of endeavor that may require programs from
several city departments and sometimes from as
many as three levels of government. If you combine
the complexities of government bureaucracy with
the need for construction financing and with the
often conflicting requirements of private lenders,
then the task of piecing together a resource struc-
ture—of necessity much more complicated than for
most conventional real estate projects—becomes
nearly impossible for any but the experienced and
the dedicated.

A somewhat different problem faces developers -
in rural areas, where credit. local infrastructure, and
local government support may be very scarce.

In the private sector, lending institutions face
difficulties when they try to fit programs designed
for market-rate lending to subsidized projects. Pri-
vate lenders are unable to evaluate borrowers with
weak balance sheets, whether they are for-profit or
nonprofit. In addition, lenders’ underwriting guide-
lines are not designed to accommodate the public
subsidies that appear in the financing structures of
many affordable housing projects, nor are lenders
skilled in determining the economic value or evalu-
ating the risk of such projects.

A significant “culture gap” often exists between
the banker’s world and that of the layered public-
private financing structure. The banker may either
refuse to finance the project or, under community
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reinvestment pressure, throw up his hands and
finance it without proper analysis. In short, afford-
able housing is not a routine event for most private
lending institutions. It is perceived as risky and
labor intensive; it is seen as not profitable, essen-
tially a civic gesture performed at the expense of
the bottom line.

The resource delivery problem described above
is a resource development problem as well: often
the public subsidies or the private financing are not
there to be delivered. In this case the solution lies as
much in finding or creating resources as it does in
streamlining the delivery system.

Further, if private investor equity is part of the
project financing—as it is for many subsidized proj-
ects—there is an additional layer of complexity.
Almost all private equity in subsidized projects now
comes from investors who receive Federal low-
income housing tax credits in return. Obtaining the
credits—through a complicated allocation process
administered by states under Federal guidelines—is
another exercise in addition to obtaining the public
and private sources of debt financing. For large proj-
ects, once the credits are in hand and a limited part-
nership formed to accommodate the investors, the
credits must be sold, usually through a syndicator
who takes a fee. The funds raised must then be inte-
grated into the financial structure, with the addi-
tional possibility of bridge financing if the investors
are to pay in over time.

[ronically, despite its complexity, private
investor equity—traditionally the highest-risk
money and the hardest to come by—today has the
most efficient delivery system of the three sources
of financing for affordable housing. For large pro-
jects, an equity syndication represents yet another
complicating factor; however, because of the attrac-
tive tax shelter returns afforded by the low-income
housing tax credit, syndication has proven an effec-
tive market mechanism for raising capital. And
many small owner-operated projects can avoid the
complications of syndication by raising equity infor-
mally among a handful of investors.

DEVELOPER/SPONSOR PROBLEMS

Problems in resource delivery have resulted in a
decline in the number of for-profit developer/spon-

sors of affordable housing. Whereas FHA insurance,
tax benefits, and Section 8 subsidies once made for a
profitable specialty, all incentives—with the excep-
tion of low-income housing tax credits, which have
yet to be made permanent—are now gone. With
incentives reduced, the production levels of afford-
able rental housing and thus the number of partici-
pating developers have dropped correspondingly.

Although numerous private owners of small
apartment houses remain in many urban markets,
most are severely stressed by the present recession.
Few can obtain financing from conventional lending
institutions, nor could they even in pre-FIRREA
times. Most are not familiar with construction and
its related financing requirements, let alone with
public-sector housing programs. Financial vehicles
with characteristics suitable for these owners sim-
ply do not exist; there is enormous pent-up demand
for financing of this type. In New York City alone,
over 90 percent of the non-assisted affordable rental
housing needs continuous access to the capital mar-
kets for refinancing and rehabilitation.

Nonprofit housing developers—community
development corporations for the most part—have
become important participants in the subsidized
housing field in the last decade. They have bene-
fited from the assistance of several national interme-
diary organizations: the Enterprise Foundation, the
Local Initiatives Support Corporation, and the
Neighborhood Reinvestment Corporation. These
national support organizations have produced an
impressive national infrastructure of technical assis-
tance, training, and debt and equity financing vehi-
cles. The Housing Assistance Council has performed
many of the same functions in rural areas and small
towns.

Nonetheless, nonprofit capacity remains uneven.
Most nonprofits are small and undercapitalized and
many are inexperienced. Further, nonprofits often
have multiple objectives, which make their projects
complicated and more costly than those of private
sponsors. Moreover, the principal purpose of most
community development corporations is not to
build housing, but to empower and rebuild their
communities.

Hence the circumstances giving rise to the devel-
oper problem: nonprofit developers, despite great
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strides, generally remain small-scale producers; par-
ticipation by for-profit developers of affordable
housing is down; and small for-profit owners, where
they exist, are an endangered species.

The only exception to the otherwise bleak pic-
ture painted above is the production of projects
using low-income housing tax credits. Of the low-
income housing projects being produced, 90 per-
cent are tax credit projects, and of these, 90
percent are produced by private developers. These
projects are virtually the only profitable opportuni-
ties remaining in the field. Where tax-credit projects
can be produced without gap financing, the process
is more streamlined. For example, many for-profit
developers have shifted from urban to rural areas,
where tax credits may be used with the Farmers
Home Administration’s Section 515 Rural Rental
Housing Program, a deep subsidy debt financing
vehicle discussed later in this chapter.

The Local Environment

How the resource delivery problem and the devel-
oper/sponsor problem get solved, and whether or
not they can be solved, is largely a function of the
local environment—physical, political, and eco-
nomic. It is also a function of local leadership in
both the public and the private sectors. This is not
to deny the importance of having more resources
and better programs from government at the state
and national levels. But without devoting a great
deal of time and attention, and without channeling
its own resources into affordable housing, a local
community will not realize much benefit from
changes in the larger system.

The local physical environment is a crucial factor
in determining the nature of local solutions to the
production problem. The physical environment
includes the nature of the housing stock—its scale,
density, type of construction, and condition—and,
for large projects, the availability of land or build-
ings in the right location and at an appropriate
scale.

The local political environment is a dominant
consideration. Public resources come with politics,
which may defeat or delay an otherwise worthy
project or program. In suburban areas, the zoning,

environmental, and regulatory barriers that confront
any project are often used as a cover for a not-in-my-
backyard or “NIMBY" mindset—a bias against
affordable housing. Receptive and supportive local
and state governments that give housing a high pri-
ority and that are willing to commit public
resources and expedite the approval process are
essential; political leadership is a must.

Private-sector leadership, equally critical, is
important in obtaining construction and first-mort-
gage financing and in creating partnerships and non-
profit institutions to facilitate production.

The economics of housing in 2 locality—includ-
ing local land values and the cost of Jabor and mate-
rials—will determine to a large extent how the
problem can be attacked.

In rural areas, the availability of land and, partic-
ularly, local politics in the form of NIMBYism may
be barriers. In addition, potential rural developers
confront a lack of physical and institutional infra-
structure.

Approaches to Volume Production

Given the double-barreled production problem of
resource delivery problems and developer/sponsor
problems, plus the need to address an enormous
variety of local environments, some would argue
that subsidized housing is by its nature incompatible
with volume production. And indeed, as subsidized
housing development is currently practiced in most
places, this is true. There are some successful exam-
ples to the contrary, however, that suggest that pro-
duction can be streamlined and organized to reduce
time and cost and to achieve volume, even without
changing other parts of the housing finance system.
However, in each case, local intervention of some
type was required to make volume production pos-
sible; the market did not produce it spontaneously.

Each of the successful approaches discussed
below addresses both companents of the produc-
tion problem—the.resource delivery problem and
the developer/sponsor problem—but with varying
degrees of emphasis. They are discussed here, with
examples from a number of cities and organizations,
because they are potentially replicable if cus-
tomized for a particular locality. However, these







approaches are principally illustrative; they are not
the only solutions. Nor are they mutually exclusive;
most communities would benefit from having more
than one.

The approaches discussed below are: lender
consortia, public/private housing partnerships, and
specialist developers. Also presented, by way of
contrast to these solutions of the 1980s, is the Farm-
ers Home Administration Rural Rental Housing
mortgage program, a wholly government program
conceived much earlier.

LENDER CONSORTIA

Lender consortia that specialize in affordable hous-
ing have developed gradually over the last decade in
response to local community demands and to the
requirements of the Community Reinvestment Act.
CRA calls for federally regulated financial institu-
tions to meet community credit needs. The crea-
tures of local banking communities, lender
consortia are focused principally on the problem of
resource delivery, often addressing public sector as
well as private sector resources. But they also ame-
Liorate the developer/sponsor problem by making
financing programs accessible enough to entice
developer sponsors to undertake projects or to
enter the field in the first place. They are well posi-
tioned to reach out to private owners who provide
rwo-thirds of all affordable housing.

As permanent institutions operating on a “whole-

sale basis” and occupying a pivotal position, lender
consortia have the potential to organize the market
to increase the reach of financing, to bring about
systemic change, and to create an affordable hous-
ing industry. They can also maximize the private
funds in a financing structure, which maximizes the
leverage of public funds.

Lender consortia vary widely in response to the
local environment; they are tailored to fit the local
politics, housing stock, and housing economics, and

they have usually forged at least an informal partner-

ship with local public agencies whose subsidies
they use to help project sponsors achieve feasibility.
Some lender consortia are statewide, such as the
Massachusetts Housing Investment Corporation
(MHIC), the Savings Associations Mortgage Com-
pany (SAMCO) of California, and the California
Community Reinvestment Corporation (CCRC).

Some consortia, such as The Community Preserva-
tion Corporation (CPC) in New York City and The
Community Lending Corporation (CLC) of upstate
New York, are regional. Both CPC and SAMCO have
now been in place long enough to be evaluated.

Volume. Lending consortia are capable of vol-
ume production over time. One of the most dra-
matic examples of a volume producer is The
Community Preservation Corporation of New York
City. Since its creation in 1974, CPC has financed
the construction or rehabilitation of more than
29,000 affordable housing units, representing public
and private investment of over $800 million.

SAMCO, another volume lender, has financed a
cumulative total of $274 million for over 9,000 mul-
tifamily units throughout California. In 1990, $52
million in permanent financing made possible 1,800
new or improved housing units.

How They Operate. Capitalized and governed
by local banks or thrifts, and sometimes insurance
companies as well, lender consortia operate with
the flexibility and orientation of private sector orga-
nizations. Organized as either for-profits or as non-
profits, all have a public purpose. They have
developed specialized expertise in appropriate
underwriting for affordable housing and standards
that are rigorous, not concessionary. SAMCO, for
instance, despite the social nature of its invest-
ments, is noted for flexible, expert underwriting
and aggressive loan collection. Underwriting is
standardized; projects must be economically viable,
show evidence of continued affordability, meet
income standards, and not exceed conventional
loan-to-value ratios.

Lender consortia have the great virtue of being a
vehicle for coordinated action by the business com-
munity in addressing citywide or statewide prob-
lems. They have the potential to carry greater clout
than a single institution would and therefore are
able to get the attention of government. For exam-
ple, over the years, CPC has developed a multifac-
eted partnership with the City of New York—one
that has simplified government programs and inte-
grated them with CPC's private funds and origina-
tion process. Negotiated up front, partnership
policies have insulated individual lending decisions
from politics.
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By developing a streamlined process that com-
bines government programs with construction and
permanent financing from its private-sector spon-
sors, CPC has made formerly arcane programs
accessible to small sponsors and builders. With an
up-front equity requirement, CPC has created a
sound way to do business with developers whose
financial statements alone may not demonstrate
their creditworthiness. As a result, competition has
been created, volume has risen, and costs have
come down.

Lender consortia have demonstrated that afford-
able housing lending can be a profitable business.
As an example, CPC returns 125 basis points on
assets and over 13 percent on equity. Its borrowers
pay a market rate of interest on the CPC part of the
financing, and CPC in turn passes on a market rate
of return to its participating lenders.

Since the consortium assumes a key role in
obtaining public benefits, it has the abiliry to reli-
ably incorporate the economic value of those bene-
fits into its mortgage underwriting. It finds the
piece of the affordable housing investment that is
bankable; using private funds for that portion
reduces the need for public subsidies. Under CPC's
program, if public subsidies are involved, they are
in all respects subordinate to any private first mort-
gage financing. Should foreclosure become neces-
sary, the first mortgage lender has a “clean”
mortgage to foreclose on. Further, the mortgages
can be sold into the secondary market; CPC is cur-
rently discussing with Fannie Mae the securitization
of its portfolio, which would provide CPC with
funds for further loans. One of the principal bene-
fits of such consortia is their potential to provide
“one-stop financing” for project sponsors, greatly
reducing the process-related costs associated with
affordable housing. CPC reports, for example, over-
all costs almost 50 percent lower than comparable
projects financed through typically fragmented
public and private financing vehicles.

Because they are profitable, or at the very least
not money losers, lender consortia are permanent
institutions; they stand a good chance of surviving to
remain as a permanent streamlined delivery system
more stable than government. They have the addi-
tional advantages of allowing private lenders to

spread risk and to achieve efficiencies by making it
unnecessary for them to duplicate specialized exper-
tise. Further, as nondepository institutions, they
operate more flexibly than regulated institutions.

Limitations. As is also true for the other
approaches discussed in this section, lender consor-
tia are not perfect models. Michael D. Lappin, the
president of CPC, notes that whenever the sense of
housing crisis that led to CPC’s creation abates, so
does the participation of government, whose com-
mitment to subsidies and expedited processing
makes affordable housing possible in New York
City. Further, the consortium itself must be serious
and committed if it is to achieve its potential for
simplifying and streamlining the system. If its spon-
sors see it as only a CRA fig leaf, and if the consor-
tium doesn't take on the challenge of using its
potential to re-shape the larger environment, then
its impact will not be as great as it otherwise might
have been.

HOUSING PARTNERSHIPS

Public-private housing partnerships are usually
citywide affordable housing programs designed to
address both the resource delivery and the devel-
oper/sponsor problems. In suburban areas, hous-
ing partnerships may be informal volunteer
organizations, but in urban areas they are more
likely to be formally-organized as nonprofit organi-
zations with their own expert staffs and boards of
directors drawn from the major business, govern-
ment, philanthropic, and community organizations
within their jurisdictions. Successful housing part-
nerships are possible only in communities where
the political context is highly supportive and lead-
ers in both the public and private sectors are will-
ing to devote considerable time and resources to
the partnership.

Housing partnerships bring together existing
resources and often raise additional funds, usually on
a program basis. The partnerships referenced below
work with nonproftt community development cor-
porations (CDCs) to develop CDCs’ capacities and to
assist their projects by providing technical assistance
and financing. Housing partnerships have the ability
to pull off some of the most difficult projects in the
most difficult neighborhoods. They may work with
for-profit developers as well.







B

L B

The partnerships are not developers themselves
and are usually not lenders, although they may be
conduits for funds to their member organizations.
The national nonprofit intermediary organizations—
the Local Initiatives Support Corporation (LISC), the
Enterprise Foundation, and the Neighborhood Rein-
vestment Corporation—often participate in local
housing partnerships and sometimes initiate their
creation. Housing partnerships are tailored to local
conditions and thus show considerable variation.

Among the better-known housing partnerships
are the Metropolitan Boston Housing Partnership,
the Chicago Housing Partnership, the Cleveland
Housing Network, Inc., and the Wisconsin Partner-
ship for Housing Development, Inc.

Volume. Housing partnerships have the poten-
tial to increase the volume of multifamily produc-
tion. During the Metropolitan Boston Housing
Partnership’s first five years of operation, it was
responsible for 860 units and initiated the construc-
tion of 925 more units for its second production
program. All have been 100 percent affordable to
low-income and moderate-income residents and all
have been rental; nearly all were produced by non-
profits.

The Chicago Housing Partnership, through its
various participants, has supported the production
of more than $170 million of affordable housing
since 1985. During the first year of the Chicago
Equity Fund, an affiliate established to raise equity,
participating nonprofits renovated four times as
much housing as in the previous year.

How They Operate. The Chicago Housing Part-
nership (CHP) has pioneered corporate equity
investments using the low-income housing tax
credit. The equity raised has been used to leverage
debt financing from a lender consortium and from
the city’s three largest banks. In addition, the City of
Chicago and the Illinois Housing Development
Authority have provided considerable subordinated
financing.

CHP is an unincorporated entity without a staff
that works mainly through a variety of specialized
organizations, some already in existence at the time
CHP was formed. These include, in addition to the
Chicago Equity Fund and the public and private

lending sources mentioned above, the Chicago
office of the Local Initiatives Support Corporation
and nonprofit and for-profit housing development
corporations.

The Metropolitan Boston Housing Partnership, in
contrast, has a staff of 60 and uses its influential
board members to remove obstacles to project
implementation. MBHP provides technical assis-
tance, arranges financing, reviews the financial
statements of its participating nonprofits, supports
their management activities, sponsors resident
empowerment initiatives, and administers state
rental subsidies. The Community Builders, Inc., a
nonprofit forerunner of MBHP and now one of its
chief affiliates, provides consulting services to
MBHP for syndications and development and also
offers fee-based technical assistance and financial
packaging services to nonprofits upon request.

Government programs are central to the housing
projects supported by the Metropolitan Boston
Housing Partnership. The various forms of city assis-
tance—grants and loans, tax abatement, expedited
permitting, and assistance with land acquisition, as
well as political leadership—are all important, as are
state loans, grants, and bonding. In the private sec-
tor, foundation grants support both MBHP and its
member nonprofits, and corporate contributions, as
well as purchases of equity in projects and loans
from banks, have been crucial. The financial com-
munity has contributed executive time and leader-
ship, along with expertise in syndication.

Limitations. There are drawbacks to public-pri-
vate housing partnerships. Where they depend on
nonprofit producers to achieve volume, as in the
foregoing examples, they are constrained by the
inherent limitations of organizations that depend
heavily on the use of government subsidies rather
than on inducing change in private investment pat-
terns. And to a greater degree than the other two
approaches, housing partnerships are political crea-
tures and thus subject to the shifting agendas and
power struggles of community [eaders.

SpPECIALIST DEVELOPMENT COMPANIES

Specialist development companies attack devel-
oper/sponsor problems head-on. Such companies
require a relatively large project—perhaps 100 units
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or more—to achieve cost effectiveness. They are
especially well-suited to communities where there
is little developer/sponsor capability in either the
public or private sectors to take on projects that are
particularly difficult and that require special exper-
tise. As large (by affordable housing standards),
expert, and adequately-capitalized real estate devel-
opment companies, they provide the missing devel-
oper/sponsor capacity, at least for selected large
projects. They can also, as a byproduct of their
activities, help build a community’s development
capacity by providing a model, by joint venturing
with local developers, and by facilitating the devel-
opment process for smaller and less experienced
developers who follow.

Specialist development companies also address
the resource delivery problem by aggregating
resources themselves just as a conventional devel-
oper does, on a project-by-project basis. They achijeve
acceptance within a local environment—if the com-
munity is at all receptive to affordable housing—by
forging partnerships with local organizations and gov-
ernments, again on a project-by-project basis, and by
building a quality product. Two examples of this
approach are the nonprofit BRIDGE Housing Corpo-
ration, which operates in the nine-county San Fran-
cisco Bay area, and a for-profit company based in St.
Louis, McCormack, Baron & Associates, which oper-
ates in 15 cities acound the country.

Volume. Specialist development companies can
begin to achieve volume because they undertake
large projects, because they are single-purpose orga-
nizations, and because they begin to organize the
market. They are not tied to one neighborhood, but
can move to communities where they find an appro-
priate project. “We are an apolitical production
machine,” says Don Terner, President of BRIDGE.
Frequently communities seek them out.

Both BRIDGE and McCormack Baron produce
mixed-income projects that include market-rate
units. Even so, they are usually the largest producers
of low-income units in the areas where they oper-
ate. Although not large by conventional real estate
development standards, by affordable housing stan-
dards they have achieved large-scale operation.

By 1990, BRIDGE could claim to be the 125th
largest home builder in the country and the largest

nonprofit builder. Between its founding in 1982 and
1991, it had constructed or helped to construct
5,000 rental and ownership housing units valued at
over $400 million. Approximately 60 percent of the
units are affordable to BRIDGE'’s target population
of families with incomes between $12,000 and
$25,000 per year. The remainder are low-end mar-
ket-rate units aimed at moderate- and middle-income
households.

McCormack Baron, over its 10 years in the devel-
opment business, has developed over 4,500 housing
units and a significant amount of commercial space,
with a development cost of about $450 million. It
manages its own projects and those of other own-
ers; currently it has about 6,000 units under man-
agement.

How They Operate. Both BRIDGE and McCor-
mack Baron find profitable pieces of their projects
to induce private-sector participation, whether
through the sale of tax credits to investors or
through market-rate first mortgages; they then meld
these resources with public sector grants and loans.
Both look to local government to make significant
public improvements in support of their projects.

BRIDGE operates in an entrepreneurial, oppor-
tunistic fashion, customizing each project to fit the
site, the local subsidies, and the financing structures
available. It seeks zoning and density concessions,
particularly in suburban communities, to enhance
affordability and it aggressively seeks community
approvals from neighborhoods often initially hostile
to the idea of affordable housing. Its staff is well-
versed in all aspects of development; BRIDGE man-
ages construction projects cost-effectively and
performs the property management for its com-
pleted projects. It works with a small number of
construction lenders with which it has established
relationships, borrowing funds at both market and
below-market rates; its permanent financing gener-
ally comes from local tax-exempt bond issues.

McCormack Baron operates much like BRIDGE,
specializing in c6mplex public-private financing
structures and large affordable housing and mixed-
use projects. Unlike BRIDGE, however, it operates
exclusively in urban neighborhoods, often in urban
renewal areas; many of its projects include historic
rehabilitation as well as low-income housing.







Limitations. Specialist development companies
are not without their problems, however. Like most
real estate development companies, both BRIDGE
and McCormack Baron have recently seen their
access to capital severely curtailed by recession and
by the turmoil in the financial services industry. Con-
sequently, they have been forced to leave their
working capital in projects, as equity, and to seek
additional capital in a difficult market. The result is
fewer projects and much longer gestation periods,
with an accompanying increase in the need for—but
no source of—high-risk pre-development capital.

As companies that work to a considerable extent
through market mechanisms, specialist development
companies are subject to the vagaries of the market.
In addition, because they address the resource deliv-
ery problem indirectly and are often in a pioneering
role, they have high transaction costs.

In a sense, specialist development companies
have emerged by default, a product of extremely
difficult development environments. While they are
successful at creating housing, they do not necessar-
ily change the system.

Farmers Home 515 Loan Program

All of the approaches to affordable housing produc-
tion discussed above are ways—often tortuous
ways—of aggregating enough public and private
resources to create a program or a project. They are
models developed in the 1980s in response to a
continuously shrinking Federal commitment to
housing.

By contrast, the Farmers Home Administration’s
Section 515 program is an example from a previous
era of a government-sponsored program that was
designed (at least originally) to operate virtually
without private sources of debt capital, but to pro-
vide enough subsidy (and incentive) to attract pri-
vate producers ;

it has offered in rural areas the constant
and predictable government presence that has dis-
appeared in urban areas with the demise of FHA in
concert with ever-changing housing programs, tax
laws, and bank regulations.

The Section 515 Rural Rental Housing Program is
a direct government mortgage program that com-

prehensively addresses the production problem
found almost universally in rural areas—a shortage
or complete fack of private investment capital and a
deficiency of developer/sponsors. The 515 Program
offers loans at 97 percent of value, amortized over
50 years. When combined with low-income housing 1 !
tax credits as has often been the case in recent | F
years, feasibility can be achieved with only two | ‘
sources of funds—a relatively streamlined system by {
today's standards. ‘

Volume. The Section 515 Program achieves
multifamily housing volume for sparsely-settled rural
areas by operating on a national basis. The annual
budget level for the program exceeds $570 million
and it is always fully subscribed. The current portfo-
lio stands at $10.6 billion.

How It Operates. The Section 515 program also
employs a system of flexible interest assistance,
which allows the debt service—currently at 8 I,
percent—to be written down through interest cred-
its to as low as 1 percent depending on the income
of the tenants. In addition, rental assistance
(FmHA's version of Section 8) is available to tenants
to reduce the 1 percent interest rate so that rents
can be set at 30 percent of adjusted income. Some
72 percent of the units in Section 515 projects use
rental assistance; about 85 percent use low-income
housing tax credits as well. The underwriting and
appraisal methods that are used take the subsidies
into account in determining economic value.

Under the program, loan administration is decen-
tralized and field employees know their local mar-
kets well. FmHA regional offices have low turnover
and thus long-time employees service and monitor
their own loans, conducting site visits and maintain-
ing oversight of reserve accounts. They are cog-
nizant of acquisition and construction costs, which
average under $40,000 per unit.

Limitations. The Section 515 Program has-not
solved all of the affordable housing needs of rural
America. Because renters below 60 percent of
median income have first claim on program subsi-
dies, renters above 60 percent of median are rarely
served by the program. This situation is com-
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pounded in projects using low-income housing tax
credits, which require similar targeting. However,
those between 60 percent and 80 percent of
median income often cannot be served by conven-
tionally-financed rental housing either. Unlike in
urban areas, where a substantial stock of existing
buildings often provides affordable housing to this
income group, rural areas generally cannot support
conventionally-financed rental housing affordable to
those in the 60-80 percent of median income
range. And unlike in many urban areas, where Com-
munity Development Block Grant or other city
funds provide gap financing, there is usually no
source of below-market or gap financing other than
the Section 515 program.

Lessons and Recommendations

The Task Force's review of these approaches to
subsidized multifamily housing production—to
solving the “production problem” and creating vol-
ume—suggests that solutions to the production
problem lie to a large extent at the local level. The
following lessons emerge, leading to several recom-
mendations.

1) Successful local volume production systems
are highly customized to the local environment.
They require considerable initiative and leadership
from both the public and the private sectors.
Therefore,

M The Task Force recommends that local
communities carefully analyze the nature
of their production problems before
proposing solutions. In modifying exist-
ing processes, creating new organiza-
tions, calling in new actors, or developing
new programs, they should address
those problems in a way suited to the
local context.

2) Simplifying and reorganizing the local resource
delivery system, that is, streamlining and integrating
public and private resources, is the key to volume
production because it has the potential to—

+ Reduce uncertainty and processing time and

thus carrying costs and risk

* Increase return, thus attracting private devel-

opers

+ Create competition, which reduces costs and

stretches subsidies, thus leveraging public-
sector resources

If the resource delivery problem can be solved,
the developer/sponsor problem will take care of
itself, except for unusually difficult projects. There-
fore,

B The Task Force recommends that local
government subsidy programs be made
dependable and accessible by integrating
them with local private sector financing
programs and streamlining the delivery
of both.

3) A system that utilizes market mechanisms
wherever possible will achieve the highest volume,
the greatest efficiencies, and the most stable and
permanent solution. The components of such a sys-
tem can be organized on either a for-profit or a non-
profit basis. Therefore,

A The Task Force recommends that oppor-
tunities for private participation on a
profitable basis be maximized in local
affordable bousing production systems.
Previous chapters have identified changes that

must take place on a broad national scale to achieve

expanded access to capital for multifamily produc-
tion. But it is clear that in an era of resource scarcity
and fragmentation, the problem of achieving contin-
uous volume production must be solved at the local
level, where the process of aggregating resources is
ultimately played out.







REMAINING
BARRIERS

RECOMMENDATIONS

m To provide the information necessary for investors to invest in multifamily
housing in much higher volume than they presently do, the industry
should take the following steps:

* Immediately undertake research and data collection on the past perfor-
mance of multifamily housing, with a focus on identifying—
— the determinants of successful lending for affordable housing
— the key underwriting issues associated with delinquency and default
+ Establish a database using common definitions of mortgage characteris-
tics, in an appropriate format and in sufficient detail to be useful to
investors in tracking the performance of multifamily loans over time.
Such a database should incorporate historical data and track the factors
affecting successful lending and underwriting that are identified in the
research.

8 Develop educational programs and materials for investors and their advi-
sors, consultants, and lawyers to inform them regarding the risks and
returns of affordable multifamily mortgages as an asset class, demonstrating
that such loans can be profitable and are not necessarily risky.

 Undertake a thorough review of federal, state, and local laws and regula-
tions affecting multifamily housing investment. This review should focus
on dispelling misperceptions of investment risk, identifying actual barriers
to investment, and, if necessary, revising or reinterpreting such laws and
regulations to permit or encourage investing in prudently-underwritten
multifamily mortgages and mortgage-backed securities that provide market-
rate returns.
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recommendations to streamline and standardize

the mortgage origination process and subsidy
instruments, to develop new methods of credit
enhancement and securitization, and to facilitate
volume production of affordable housing at the
local level. If all of these recommendations were
implemented, it would represent significant
progress toward the creation of a fully-functioning
secondary market for multifamily mortgages.

Nonetheless, it is clear from the work of the
Task Force and from the appended study by the
Joint Center for Housing Studies that more needs to
be done before investors, particularly institutional
investors, will become regular buyers of multifamily
mortgages. Even if all the previous recommenda-
tions were implemented, a number of factors would
still work against investing in multifamily mortgages
and in multifamily mortgage-backed securities.

In preceding chapters, the Task Force has made

In some cases, capital market participants have
managed to invest prudently in multifamily housing
in spite of these barriers, particularly when other
considerations weigh in favor of their participation.
Union pension funds for example, which have a
stake in construction projects built with union labor
as well as in housing for union members, have made
an extraordinary commitment to housing in the face
of numerous regulatory obstacles. One of the key
union initiatives, the AFL-CIO Housing Investment
Trust, has been able to invest a significant portion of
its assets in multifamily housing. Initially, the Trust's
investments in muitifamily housing included only
FHA-insured loans or Ginnie Mae securities backed
by individual multifamily projects. Today, the Trust
also invests in Fannie Mae- and Freddie Mac-guaran-
teed projects and it is developing new partnerships

with state and local governments to finance afford-
able multifamily housing.

Public pension funds, which are operated by all
levels of government for their employees, have
been among the most active pension fund investors
in residential mortgages and mortgage-backed secu-
rities. Since public funds are regulated primarily by
state, and sometimes local, law and are not subject
to ERISA (see below), they tend to have more flexi-
bility than private funds to tailor their investments
to address the needs of their geographic area. Such
investments have become more common in recent

years as more of the public funds, particularly the
largest ones, have established “economically tar-
geted” investment policies (see, for example, chap-
ter IV's discussion of investments in affordable
housing mortgages by New York pension funds).
Although information on these types of investments
is limited, indications are that their investment per-
formance has been generally positive. Housing has
accounted for the largest share of such investments;
however, the majority of the funds have been tar-
geted to single-family housing.

The volume of all of these multifamily invest-
ments together is minuscule, however, in relation to
the magnitude of total investment capital potentially
available. Pension funds, for instance, are estimated
to have assets of roughly $3 trillion. Currently only a
small percentage of these assets is invested in hous-
ing, either directly or through mortgage-backed
securities, and most of that is in single-family mort-
gages. In 1989, the top 200 defined-benefit plans
had invested less than 5 percent of their assets in
real estate (mostly commercial real estate rather
than housing) and less than 3 percent in mortgages.
If just 5 percent of pension fund assets were
invested in multifamily mortgages, the amount of
capital available would approximate $150 billion.

Given the breadth of its present mission, the
Task Force has not been able to undertake an in-
depth review of investor needs and of barriers that
face investors considering the purchase of multifam-
ily mortgages. However, it has been able to identify
the types of investor barriers that exist and to sug-
gest, in a general way, how they might be over-
come. These barriers fall into three broad
categories: 1) information gaps, 2) institutional bar-
riers, and 3) regulatory and statutory barriers.

The Information Gap

A general lack of information is one of the primary
barriers facing investors who are considering multi-
family housing. First, historical data on the perfor-
mance of multifamily housing is inadequate and
second, no uniform system exists to track multifam-
ily performance nationally. Both problems must be
addressed to correctly assess credit quality, accu-
rately predict cash flows, compare performance
with other types of investments, and precisely price
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mortgages. If these things could be accomplished,
mortgages would become more easily tradable and
liquidity would follow.

For institutional investors such as pension funds
and insurance companies, which are among the
largest potential multifamily mortgage investors,
such information is absolutelv crucial. When faced
with a type of investment that they perceive—cor-
rectly or not—as very risky, or about which they
know little, investors have very few reasons to pro-
ceed. The lack of data leads not only to ignorance
about multifamily mortgages, but in many cases to
misperception of its risks as well, especially in the
case of subsidized housing.

The first information problem—the lack of con-
sistent and readily-available data on multifamily
housing performance over time—was identified in
the Joint Center report is i mijor problem for
investors. The report noted, for example, that
research is needed to explain the apparent diver-
gence berween the general industry default experi-
ence for multifamily mortgages and that of the
affordable housing specialists who report few if any
defaults (see discussions in chapters Il and V). The
real risks of multifamily lending need to be identi-
fied through a better understanding of the determi-
nants of delinquency and default.

The second information problem calls for con-
structing a comprehensive database in a format that
allows the performance of multifamily mortguages to
be evaluated. For such a database to be an effective
tool, common definitions of mortgage characteris-
tics must be adopted by all those who supply infor-
mation. This requirement is 4 difficult one to
impose, as no such definitions currently exist; qor s
there any entity presently charged with developing
and promulgating them. If such a databuse were cre-
ated and were to incorporate historical data,
investors could begin to make increasingly fine dis-
tinctions regarding credit quality and asset perfor-
mance. With the passage of time, an overall record
of multifamily performance would emerge. This
kind of comprehensive and reliable data is an indis-
pensable tool in reducing risk because it allows
lenders to underwrite knowledgeably. Therefore,

' N The Tusk Force recommends that, to pro-

vide the information mnecessary for
investors to invest in multifamily housing

in much bigher volume than they

presently do, the industry take the follow-

ing steps:
* Immediately undertake research and
data collection on the past perfor-
mance of multifamily bousing, with a
Socus on identifying— :
— the determinants of successful
lending for affordable bousing

— the key underwriting issues asso-
ciated with delinquency and
default

+ Establish a database using common
definitions of mortgage characteris-
tics, in an appropriate format and in
sufficient detail to be useful to
investors in tracking the performance
of multifamily loans over time. Such a
database should incorporate histori-
cal data and track the factors affect-
ing successful lending and
underwriting that are identified in the
research.

Institutional Barriers

Institutional barriers to investment in multifamily
mortgages consist of procedural. as well as what
may be termed “cultural,” factors. They are most vis-
ible in the operation of pension funds, but they
operate to some degree with all institutional
investors. They include gaps in in-house expertise;
the structure of, and disincentives inherent in. the
peasion fuad advisor svstem: and problems of size
and scale.

Staff investment expertise varies widely among
institutional investors. A purticular fund’s staff may
lack experts who are fully conversant with mort-
gages (particularly with affordable housing mort-
gages) or who can evaluate more arcane investments
such as structured financings. This problem is aggri-
vated by the large scale at which most institutional
investors invest. The small scale of most mortgage
offerings requires as much analysis as significantly
larger investments: the mismatch creates an ineffi-
cient use of time for the investment staft.

In addition to the lack of staff expertise or
knowledge about less common investments, the
heavy reliance by pension funds on outside advisors
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for investment decisions tends to work against mul-
tifamily housing. These outside advisors have little
or no incentive to recommend new investments in
an area that they may know little about, when there
are more familiar alternatives in the marketplace.

To address these problems, education of
investors regarding the true risks of multifamily
housing should be undertaken once historical data
is in hand and a tracking system has been estab-
lished as recommended above. A broad effort
should be made to combat the common mispercep-
tion that multifamily housing is necessarily a high-
risk investment. Therefore,

B The Task Force recommends the develop-
ment of educational programs and mate-
rials for investors and their advisors,
consultants, and lawyers to inform them
regarding the risks and returns of
affordable multifamily morigages as an
asset class, demonstrating that such
loans can be profitable and are not neces-
sarily risky.

Regulatory and Statutory Barriers

All institutional investors are governed to some
degree by local, state, or Federal regulations or
laws. While a detailed review of regulations govern-
ing investing was not within the scope of this
report, in the course of its investigation the Task
Force observed cases where regulations—or the
manner in which they are enforced or interpreted—
provide disincentives and even outright prohibi-
tions against investing in affordable multifamily
housing.

One example is the Employee Retirement
Income Security Act (ERISA), administered by the
U.S. Department of Labor (DOL), which regulates all
private pension funds. It is the feeling of some Task
Force members that the low level of investment in
affordable multifamily housing by many pension
funds has little to do with the underlying economics
of the investments themselves. Rather, the low level

of ERISA fund activity may be due to the rigid man.
ner in which ERISA regulations are administered ang
interpreted by DOL. Many believe that the DOL
interpretation of ERISA has had a chilling effect on

pension investing in affordable housing and that pen-

sion funds could readily invest a great deal more i
such mortgages without violating the ERISA require-
ment for market returns.

In addition, the potential liability under ERISA
and various state investment laws for imprudent
investment decisions—which applies to pension
fund trustees, consuitants, and advisors—exacer-
bates the situation. As a result of liability concerns,
pension fund trustees rely heavily on legal advice,
which tends to be very conservative in light of
potential risks to decisionmakers. Plan participants
or trustees tend not to challenge their advisors,
even in sjtuations where plan participants or
trustees would favor investments in multifamily
housing.

Other legal impediments include FIRREA capital
requirements (discussed in chapter IV) and state
and local laws and regulations governing charities,
pension funds, and insurance companies. In some
states, statutes governing the actions of trustee
banks that manage foundation or educational
endowment funds could inhibit the purchase of
multifamily securities, since such securities may not
be included on lists of approved investments for
those types of institutions. Therefore,

W The Task Force recommends a thorough
review of Federal, state, and local laws
and regulations affecting multifamily
bousing investment. This review should
Socus on dispelling misperceptions of
investment risk, identifying actual barri-
ers to investment, and, if necessary, re-
vising or reinterpreting such laws and
regulations to permit or encourage
investing in prudently-underwritten mul-
tifamily morigages and mortgage-backed
securities that provide market-rate
returns.







NEXT STEPS

RECOMMENDATIONS

m Create a specialized institution—the Multifamily Housing Institute—to pur-
sue the recommendations of this Task Force and to become a permanent
protector and facilitator for the multifamily housing finance system, and
for affordable housing in particular. These goals would be accomplished
by—
¢+ Providing a forum for participants in the system to solve problems
unique to multifamily housing finance

¢+ Promulgating standards and conventions for underwriting and other
aspects of multifamily mortgage lending

¢+ Serving as an information clearinghouse

¢ Facilitating historical research and the maintenance of an ongoing data-
base on the performance of multifamily housing

» Providing materials for the education of investors
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ach of the preceding five chapters has ana-

lyzed one part of the complex multifamily

housing finance system. Each chapter has
made recommendations to restructure that particu-
lar part of the system, with the ultimate goal of mak-
ing the overall system better serve multifamily
housing and subsidized multifamily housing in par-
ticular.

Chapter 11, Originating the First Mortgage.
made recommendations for standardizing a limited
number of key provisions of the first mortgage
instrument. It proposed a “common approach” to
the financial structuring of multifamily projects—an
approach that accepts subsidies and equity in forms
that are common to subsidized housing, but that are
also acceptable to investors. To preserve the flexi-
bility of originators, it was also recommended that u
“common approach”™—rather than rigid prescrip-
tions—be developed for underwriting standards.
The Task Force further recommended the develop-
ment of qualifying standards for originators—stan-
dards that can effect the reconciliation of national
standards with local flexibiliry.

In Chapter 11, Standardizing the Subsidy. the
Task Force made recommendations for standardizing
the most common form in which subsidies are found
today. namely subordinated gap financing. It recom-
mended provisions for standardizing gap financing,
both to ensure that such financing is fully subordi-
nate to the first mortgage (thus making the sale of
the first mortgage possible) and to facilitate produc-
tion, while meeting the social goal of preserving
affordability. Chapter 1T also recommended the stan-
dardization of other subsidy instruments.

Chapter IV, Getting to the Capital Markels, rec-
ommended the development of a new risk-weight-
ing system that would standardize credit quality in a
way that serves both borrowers and investors. It
proposed new risk-sharing arrangements between
existing and new participants in the housing financ-
ing system, and it recommended revising regula-
tions that presently inhibit risk-sharing. It also
recommended exploring the creation of new con-
duits that would address the mechanics of gaining
access to the capital markets for small subsidized
projects by buying, warehousing, pooling. and
credit enhancing loans.

Chapter V, Volume Prodiction, made recom-
mendations to organize the local market and stream-
line the production process by integrating public
and private sector financing and by maximizing
opportunities for private-sector participation on a
profitable basis. It stressed the importance of creat-
ing approaches to production that are customized
to the local physical, economic, and political cir-
cumstances.

In chapter V1, Remaiiing Barriers, the Task
Force recommended actions on behalf of investors;
historical research and the creation of a new data-
base for the collection of statistics on multifamily
performance, the development of informational
materials and programs, and a thorough review of
legal and regulatory barriers confronting investors
who might consider multifamily mortgages.

[n developing these recommendations, the Task
Force sought to consider the multifamily finance
problem in all its complexiry. to identify the specific
sub-problems that must be worked on, and to
describe what needs to be done. Rather than focus-
ing on the surface manifestations of the problem,
the Task Force analyzed the root problems and their
interrelationships. Consequently, none of the rec-
ommendations represents a finalized standard, docu-
ment, or formula. much as these are needed. The
next steps must be taken by others.

The Next Steps

Of the 21 recommendations made in previous chap-
ters, some can and should be pursued immediately,
either because they are the most critical or because
they must be implemented before progress is possi-
ble on others. These key recommendations are as
follows:
B Create a model permanent first mortgage instru-
ment
Develop a common approach to underwriting
Create criteria to underwrite and periodically
requalify originators
B Standardize documents industrywide
Create a standard soft second mortgage
instrument
B Design a risk-weighting system to standardize
credit qualiry for multifamily mortgages
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» [nvestigate new state agency roles in credit
enhancement
m Investigate the feasibility of new conduits

Undertake historical research and design and

implement a new database on multifamily perfor-

mance

How might these next steps be taken? Although
the tasks themselves are clear cut, it is not at all
clear how they will be pursued. Multifamily housing
finance is more complicated than even most practi-
tioners appreciate. In particular, the system for
financing affordable multifamily housing—because
of its diverse forms, the multiplicity of participants,
and the complicated intertwining of public and pr-
vate mechanisms in all its aspects—will not be read-
ily restructured or revitalized as a result of the work
of this Task Force. Even if the public policy aspects
of the system could be instantly relegislated in an
ideal form, the private sector aspects of the system
would not necessarily fall into line without further
action.

Moving the entire system to the point where it
has a fully-functioning, high-volume secondary mar-
ket requires continuing work on each aspect, along
with the cooperation of diverse parties who some-
times have little occasion to do business directly,
but who nonetheless depend on each other to carry
on their work. Yet, with the completion of this
report and the dissolution of the Task Force, there
will no longer be an industry forum focusing exclu-
sively on the multifamily housing finance system.
Thus the Task Force's last recommendation calls for
the creation of a new institution to carry on this
broad effort.

The First Step: The Multitamily
Housing Institute

One of the most important conclusions reached
by the Task Force is that multifamily housing is a
separate field that requires its own specialized
institutions.

The existence of the Task Force has provided an
unprecedented opportunity for the housing finance
industry to discuss common problems unique to the
multifamily system. Remarkably, it has been possi-
ble to achieve considerable consensus despite

widely varying economic interests and political
views from the disparate sectors. It seems clear that
because the problems of the system are numerous
and affect every participant, no one sector can solve
them alone; yet all have an interest in seeing that
they are solved. Recognition of these two facts has
brought an unusual degree of cooperation.

This experience argues for institutionalizing
what has been a very fruitful dialogue, even as the
immediate need for a better system lends urgency
to the task. Fannie Mae, Freddie Mac, investment
bankers, and the rating agencies—the traditional
participants in the single-family secondary market—
are clearly willing to develop standards for multi-
family markets. All are in some manner addressing
the issue as this report is presented and they will
undoubtedly continue to do so. However, the indus-
try cannot afford to wait for a fully-functioning muf-
tifamily secondary market to gradually emerge.

Given the urgency, how does the industry move
forward expeditiously to—

— shorten the time needed for a strengthened

multifamily secondary market to develop?

— ensure a joint effort, rather than an initiative
dominated by a limited set of financial institu-
tions?

— continue to involve the diversity of problem
solvers who are now active and interested in
seeking long-term solutions to the affordable
housing problem?

— achjeve agreed-upon conventions without
undermining competition?

— maintain the momentum that has been
achieved so far?

As the Task Force prepares to disband, it scems
clear that the answer to these questions is a new
national vehicle to effect the changes needed in the
industry. Therefore,

B The Task Force recommends the creation
of a specialized institution—the Mulli-
Jamily Housing Institule—to pursue the
recommendations of this Task Force and
to become a permanent protector and
Sacilitator for the multifamily bousing
Jfinance system and for affordable bous-
ing in particular. These goals would be
accomplished by—
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* Providing a forum for participants in
the system to solve problems unique to
multifamily bousing finance

* Promulgating standards and conven-
tions for underwriting and other
aspects of multifamily mortgage lending

* Serving as an information clearinghouse

* Facilitating historical research and the
maintenance of an ongoing database on
the performance of multifamily bousing

* Providing materials for the education of
investors

The primary membership of the Multifamily
Housing Institute would consist of those in the busi-
ness of financing and investing in multifamily hous-
ing. A broad and diverse membership is critical; it
should include lenders and investors, the Federal
mortgage agencies, state and local housing finance
agencies, for-profit and nonprofit developers, and
other public sector entities. In addition, the partici-
pation of FHA and Ginnie Mae would be encour-
aged. Although a small staff of professionals would
be required, the members themselves would be the
principal participants.

There is ample precedent for this kind of organi-
zation to set industry standards. The Public Securi-
ties Association (PSA) and the Financial Accounting
Standards Board (FASB) are examples from related
fields. The PSA is a trade association representing
the Treasuries market, mortgage securities market,
municipal bond market, and money market. It rep-

resents these groups on all matters where a collec-
tive voice is needed; its primary membership is
nationwide broker-dealers and commercial banks,
FASB, another example, is a consortium of account-
ing professional organizations that performs
research and promulgates concepts and standards
for the guidance of the public, including issuers,
auditors, and other users of financial information; it
is recognized as authoritative by the Securities and
Exchange Commission. The Multifamily Housing
Institute would function in a manner similar to
these two organizations.

The possibility of becoming a government-sanc-
tioned organization such as FASB should be
explored by the Multifamily Housing Institute.
Another possibility is Congressional chartering. The
new organization might seek an appropriation from
Congress to carry out research,; it might also
approach foundations to support some of its work.

In summary, the industry needs to move into the
twenty-first century and to find the mechanisms to
allow it to do business efficiently. The Multifamily
Housing Institute, applying professional expertise
and coordination to the field, would provide a reli-
able private sector authority on which the govern-
ment and the industry could depend for nationwide
standards. The Multifamily Housing Institute would
advance the cause of affordable housing much more
quickly than would otherwise be possible, hasten-
ing the day when the goal of decent affordable
housing for all Americans can be achieved. -
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PREFACE

In February 1989, a group of private, public and
nonprofit organizations created the Low and Moder-
ate-Income Housing Finance Task Force, composed
of high-level private and public participants in the
housing finance system. Their mission is to bring
together the major players in the housing finance
system to identify problems in accessing capital
markets for affordable rental housing and to
develop strategies for increasing access.

As part of the Task Force effort, we were asked
to provide an overview of the major issues sur-
rounding the financing of rental housing which
would serve as a starting point for Task Force delib-
erations. Rather than to prescribe final recommen-
dations, our aim was to sharpen the understanding
of problems surrounding multifamily rental housing
finance and to provide direction for further inquiry.

The lack of data and previous research on
financing rental housing made interviewing experts
in the field an essential part of our research effort.
We visited eleven cities and interviewed over one
hundred people as part of this enterprise. Members
of the Task Force were an invaluable part of this
process. They gave generously of their time both at
Task Force meetings and in individual conversa-
tions. In addition, they were essential to providing
us with a rare opportunity to spend significant
amounts of time with leaders in the field. We
would like to thank all those who participated in
our interviews.

In addition, we would like to thank Larry
Bacow, Howard Cohen and Langley Keyes, who

| APPENDIX

served as consultants to the project. Together, they
helped provide important perspective and guidance
in shaping the themes underlying this report. Their
patience and humor through long and somewhat
unstructured meetings, particularly at the beginning
of this process, are appreciated.

The expert research assistance provided by
Melanie Patrick, Mark Curtiss and Shelley Klein at
the joint Center for Housing Studies is most appreci-
ated. In addition, we would like to thank Richard
Maier from the American Council of Life Insurance
for providing data as well as useful insights on
trends in the data. :

This project was generously funded by AEtna
Life & Casualty Company, BankAmerica Foundation,
Chase Manhattan Bank/Chase Community Develop-
ment Corporation, The Equitable Life Assurance
Society, Fannie Mae, and The Prudential Founda-
tion. Additional support was provided by The Com-
munity Preservation Corporation, Dime Savings
Bank, The Enterprise Foundation, Local Initiatives
Support Corporation, Neighborhood Reinvestment
Corporation, and The Principal Financial Group
Foundation, Inc.

Finally, we thank Kirsten Moy for her tireless
efforts in helping us at every step of this project.
Kirsten's high energy and attention to details have
been fundamental to the formation and continua-
tion of the Task Force and were crucial to our
research.

The support of all those we acknowledge and
thank here was essential to this enterprise. How-
ever, we are responsible for the analysis, conclu-
sions and any errors in this report.
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I. INTRODUCTION

Over the past two decades, the U.S. mortgage mar-
ket has grown from a fragmented set of local credit
markets to an important part of the national and
international capital markets. The development of
this efficient, easy access to the broad capital mar-
kets has been primarily the result of increased
securitization of single family mortgages. With
increased standardization and improved marketabi-
ity of single family mortgages, the secondary market
for single family mortgages burgeoned and dramati-
cally increased the flow of capital to homeowners.

The story seems quite different when the lens is
focused on multifamily rental housing. While there
is a growing secondary market for mortgages on
multifamily rental housing, the market is in the early
stages of development and remains quite small —
only about one-third of multifamily mortgage origina-
tions are sold in the secondary market, as compared
to over three-quarters of single family originations.
There is broad consensus that there are significant
barriers to accessing capital markets for multifamily
rental housing, particularly for housing targeted at
low- and moderate-income households.

In this report we trv to find out why. We
examined the process of building and financing
multifamily housing from the perspectives of all the
players — the developer, the lender, the investor.
the public sector, and the secondary market actors.
While data are limited, we analyzed some investor
portfolios, developer pro formas, contract docu-
ments, underwriting guidelines, and available per-
formance data from public and private lenders and
the federal credit agencies. Most importantly, how-
ever, we talked to people around the country famil-
iar with developing and financing multifamily
housing. The perceptions of these players were our
most valuable resource.

It is a timely investigation. On the one hand, a
close look at the multifamily rental housing market
right now paints a rather bleak picture. Much of the
tax-favored status of rental housing was eliminated in
the Tax Reform Act of 1986. The recent slump in
the real estate market in general is taking its toll in
the multifamily market. The striking regional differ-
ences in the real estate market caused some areas to

have particularly disastrous experiences with multi-
family rental housing. The well-publicized losses in
the multifamily programs at the Federal Housing
Administration (FHA) and Freddie Mac sent danger
signals to investors in multifamily mortgages; Fannie
Mae, too, struggled with underwriting and servicing
issues during much of the eighties. The crisis in the
Savings and Loan industry continues to have a major
impact. Thrifts have traditionally been leaders in
multifamily lending and investment; with the new
requirements under the Financial Institution’s
Reform, Recovery, and Enforcement Act of 1989
(FIRREA) thrifts may need to limit future activities in
multifamily housing. Commercial banks have also
been major actors in the multifamily market; given
the current problems that they face, these lenders
have begun to limit their activities and regulatory
restrictions are expected.

On the other hand, as the federal government,
the federal credit agencies and thrifts reassess their
roles in multifamily rental housing. there is growing
interest by the other actors. The weakening perfor-
mance of other real estate investments leads
investors to reexamine multifamily housing as an
alternative investment. The Community Reinvest-
ment Act is generating increased interest in and
available capital for low/mod rental housing.
Increased familiarity with the Low Income Housing
Tax Credit program draws traditional investors to
explore investment in low/mod rental housing.

We begin this report with an overview of mul-
tifamily mortgage activity over the past decade. In
Section Il we examine the impact of the federal tax
code and bunk regulations on multifamily rental
housing. Section IV investigates the structure of
financing for both market rate and low- and moder-
ate-income rental housing in an attempt to uncover
any peculiarities in multifamily financing which cre-
ate barriers to otherwise available capital. In Sec-
tion V we examine the market for debt and equity
for rental housing and look at multifamily mortgage
performance. In particular, we explore the ways in
which underwriters and the market try to evaluate
risk for multifamily housing. Finally, we point to
key issues that must be addressed to remove barri-
ers and increase access to capital markets for rental
housing.
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II. MuLTiFaMILY MORTGAGE ACTIVITY

The major source of information available on the
mortgage market is the Survey of Mortgage Lending
Activity provided by the Office of Financial Manage-
ment at the Department of Housing and Urban
Development (HUD). This survey provides quar-
terly data on originations, sales and holdings of all
mortgage loans.

Figures 1 and 2 provide an overview of origina-
tions and holdings of mortgages. While multifamily
originations and holdings are substantial, they repre-
sent a relatively small share of the overall mortgage
market.!
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A. Originations

In 1989, $31.1 billion of multifamily mortgage loans
were originated, which represents 6% of all long-
term mortgages issued that year. In comparison,
$352 billion in single family mortgages were issued.
While the total dollar amount of multifamily origina-
tions increased nearly threefold over the decade, it
still remains a small part of the overall mortgage
market. Multifamily originations peaked at $49.8
billion in 1986 and have declined since to a low of
$31.1 billion in 1989.

Figure 3 shows the distribution of originations
on new and existing properties across the major
lending groups. Thrifts and commercial banks have
clearly been the major originators of multifamily
mortgages. Since 1983, the S&Ls accounted for

FIGURE 4
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between 35-50% of market originations. In 1989,
thrifts and commercial banks originated 37% and
25% of total multifamily loans, respectively.

B. Federal Housing
Administration Activity

HUD has traditionally played a major role in financ-
ing multifamily housing. As the only major source
of insurance for multifamily mortgages, the Federal
Housing Administration (FHA) insurance program
has been a key credit enhancement tool, particu-
larly for low- and moderate-income housing.

As Figure 4 dramatically illustrates, however,
HUD's activity recently dropped considerably, and
HUD now seems to be almost entirely out of the
multifamily market. FHA-insured multifamily mort-
gages (for both new and existing properties) fepre-
sented only 3% of total originations in 1989, in
sharp contrast to the early 1980s when FHA'S share







FIGURE 5 5 -‘fhf'.".‘.‘,.j: R

Mutrieamiy MorTGAGE HolbiNgs
MaJor INvEsTOR GROUPS,

1981-1989
Billions
80
60
40
i
20
&l
}
1981 1983 1985 1987 1989
Year
I s:L B8 Insurance Co. T} Fed Cr Agen
St&Loc Cred Agen Comm Bank [l Mut Sav Bank
B Peno&Ret Fund [ Other

Other Includes Mortgage Co., Private MBS Conduit & Mortgage Pool

Source: HUD Survey of Mortgage Lending Activity, Annual Tobles ~
Table 1

was over 30%. For mortgage originations of new
properties only, FHA insured more than 52% in
1982 and less than 8% by 1989. As the FHA
reassesses its role in the multifamily market, its
activity is likely to remain at these low levels.?

C. Holdings

In 1989, there were $231 billion of multifamily
loans outstanding, compared to over $2 trillion for
the single family market. Again, thrift institutions
are the major player, holding berween 30-40% of the
value of loans outstanding throughout the decade
(Figure 5). In 1989, thrifts held 33%, state and local
credit agencies held 17%, and federal credit agen-
cies held 14%. The share of loans held by life insur-
ance companies stood at 9%, down considerably

2 gee further discussion in Sections V.C. Performunce and V.D. Credit
Enhancement.
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from 17% in 1980.

The large share of holdings by thrifts carries
some complicated implications in light of the S&L
crisis. The new risk-based capital requirements of
FIRREA may severely limit the extent to which
thrifts can invest in multifamily mortgages and must
be considered when looking at trends in mortgage
holdings.?

D. Acquisition, Development and
Construction {AD&C)

Overall, multifamily developers rely heavily on com-
mercial banks and thrifts for acquisition, develop-
ment and construction (AD&C) loans. In 1989, 47%
of multifamily construction loans outstanding were
held by commercial banks (Figure 6). Thrifts held
36%.

3 Sec Sections I1L.C. The Changing Role of Lenders and IV.A. Financing
Market Rate Rental Housing for further discussion of FIRREA's effects on
multifamily investment.
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E. Secondary Market Activity

While there was substantial growth in the sec-
ondary market for multifamily mortgage loans in the
1980s, the multifamily secondary market is in the
early stages of development and remains quite
small. In 1989, $10 billion of multifamily loans
were sold in the secondary market, which repre-
sents 33% of originations. In contrast, there were
$274 billion in sales in the secondary market for sin-
gle family mortgages, representing 78% of origina-
tions in 1989.4

The market for multifamily MBS has grown sub-
stantially in recent years. While there are some pri-
vately issued multifamily MBS, the vast majority are
issued by the federal credit agencies (Fannie Mae,
Freddie Mac, and Ginnie Mae). The federal credit
agencies issued $400 million in multifamily MBS in
1982, $2.2 billion in 1985, $7.1 billion in 1988 and
$6.1 billion in 1989.

In the last three years, Fannie Mae’s activity has
grown from $1.2 billion in 1987, to $3.8 billion in
1988 and down to $3.3 billion in 1989. Freddie
Mac's volume has decreased from a high of $3.4 bil-
lion in 1986 to S600 million in 1989, reflecting the
problems in Freddie Mac's muitifamily performance
which will be discussed in detail later in this report.
Ginnie Mae issued $2.2 billion in multifamily MBS in
1989, down from $3.0 billion in 1988.

Even with the growth in multifamily MBS in
recent years, the market for these securities is still
quite small relative to the market for single family
MBS. While the federal credit agencies issued $6.1
billion multifamily MBS in 1989, they issued $195
billion in single family MBS.5

4 Loans sold include whole loans. Source: Table 3, HUD Survey of Mort-
gage Lending Activity. Anpual Tables, Office of Financial Management,
US. Depanment of Housing and Urban Development.

5 Data on federt eredit agency MBS activiry is taken from A Staristical
Summary on Housing and Mongage Finance Activities, 1970-1989,
Tables XIV and XV, Economics Department, Fannie Mae, May 18, 1990.

1. RentaL HousiNg, THE FEDERAL TAX
Cobe AND BANK REGULATIONS

The data presented in Section !l indicate that multi-
family originations have declined since 1986 and
illustrate the importance of thrifts and commercial
banks in originations and investment in multifamily
mortgages. In this section we suggest that changes
in tax policy explain at least in part the decline in
multifamily originations. In addition, new regula-
tions of thrifts under FIRREA, the problems facing
commercial banks, and the Community Reinvest-
ment Act (CRA) may significantly alter the current
roles played by thrifts and commercial banks in the
multifamily mortgage market.

A. Overview of Tax Treatment

Since rental housing is an investment asset, the
return on investment is an important determinant of
the supply of rental housing. The investment return
to rental housing is significantly influenced by tax
policy. Historically, the federal tax code granted
very favorable tax status to rental housing. In fact,
particularly in the last decade, the federal tax treat-
ment of rental housing often so dominated the fun-
damental underlying economics of rental housing
deals that many analysts conclude that such projects
have been tax driven rather than market driven
transactions.

Private investment in rental housing tradition-
ally takes two forms: individual investor or limited
partnership. An individual investor builds or pur-
chases a property and often manages it. Limited
partnerships have investors in the project who
often receive a small positive cash flow as well as
tax benefits from the project; they take no active
role in managing the investment. This differs signifi-
cantly from investment in single family housing and
makes multifamily investment appear in many ways
more like investments in commercial real estate.

Over the past two decades, there have been
significant changes in the tax treatment of rental
housing. In order to examine these changes over
time, we consider three tax regimes: pre-Economic
Recovery Tax Act of 1981 (ERTA), ERTA, and the
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Tax Reform Act of 1986. Under all three tax
regimes, rental income and capital gains at sale of
the property are fully taxed and depreciation on
rental housing is deductible for tax purposes. How-
ever, there are major differences in methods of
depreciation and tax rates over this time. Until the
Tax Reform Act of 1986 mandated straight line
depreciation, the preferred method of depreciation
was double declining balances. The tax life of the
property varied widely over the period from 30 to
40 years prior to 1981, all the way down to 15 years
in 1982. Under the 1986 Tax Reform Act, the tax
life has been increased to 27.5 years.

These changes in tax treatment significantiv
altered the speed at which the property could be
depreciated. For example, pre-ERTA, with the long
tax life and double declining balances method of
depreciation, 61% of historic costs would have been
depreciated by the 13th year; with the short tax life
and the Accelerated Cost Recovery System method
of depreciation under ERTA, 88% would have been
depreciated by the 13th year.® Under Tax Reform,
with a tax life of 27.5 years and mandated straight
line method of depreciation, the rate of deprecia-
tion is slowed considerably; only 47% of costs
would be depreciated by the 13th year.

The decreases in marginal income tax rates and
the increases in the capital gains tax rate under the
1986 Tax Act significantly lower the after tax return
on rental housing. The marginal tax rates of
wealthy (shelter seeking) investors dropped
sharply. The maximum marginal tax rate in the late
1970s was 70% but under ERTA (1981-19806) was
50%; the maximum marginal rate of 28% under Tax
Reform is a significant decline representing a large
reduction in the tax benefits of investing in rental
housing. Similarly, the rise in capital gains tax rates
under Tax Reform from 18% to ordinary income tax
rates of 28% further reduces the attractiveness of
rental housing as an investment. Perhaps the most
significant blow to real estate investment under Tax
Reform was the provision that “passive” investors
(which include most investors in limited partner-
ships of rental housing) could no longer offset ordi-
nary income with losses from real estate

6 During 1981-19806, the Accelerated Cost Recovery System (ACRS)
schedule employed was approximately equivalent to a 175% double
declining balance method in the early years with a switch to straight
line depreciation in the later years.
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investments. For many investors this provision sub-
stantially eliminated the tax benefits of investing in
rental housing.

During the debates before passing the Tax
Reform Act of 1986, there was considerable con-
cern about the adverse impacts on rental housing of
the proposed changes. As shown in Figure 7, multi-
family starts increased during the middle 1980s, due
at least in part to the favorable tax rules under
ERTA; since Tax Reform in 1986 multifamily starts
have declined sharply.

This decrease in construction should increase
rent levels. DiPasquale and Wheaton (1992)7 fore-
cast the long run impact of Tax Reform on both
construction and rents. Their results suggest that
the most dramatic declines in construction
(30-45%) would occur in the first few years but that
from 1987-1997 cumulative construction will be
20% below levels that would have been sustained
had ERTA remained in effect. As a result of Tax
Reform, real rents are forecast to climb by 8% over
the next decade.

7 Deaise DiPasquale and William C. Wheaton, “The Cost of Capital, Tax
Reform, and the Future of the Rental Housing Market,” 1992, forthcom-
ing in the Journal of Urban Economics.
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B. Low-Income Housing Tax Credit

In many areas of the country, housing affordable to
low- and moderate-income households is produced
by the private market and conventionally financed.8
In these areas, unsubsidized, “market rate” housing
can be produced and financed cheaply enough to
be supported by rents affordable to low- and moder-
ate-income households.

In many other parts of the country, “afford-
able” rent levels can only be achieved through some
form of subsidy. Over the last five decades, the fed-
eral government has provided direct subsidies to
stimulate the production and rehabilitation of low-
and moderate-income housing.

There is currently no major federal production
program, with the exception of the few remaining
Farmers Home Administration (FmHA) programs.
The Tax Reform Act of 1986 did enact the de facto
federal housing supply program by creating the Low
Income Housing Tax Credit (LIHTC). The LIHTC
represents the current standard approach to pro-
ducing low-income housing. The program provides
substantial incentives for investment in low-income
housing and often provides the only “equity” found
in affordable housing developments.

Under the LIHTC, investors in low-income
rental housing projects receive a credit of 9% of
total construction costs for new construction or
rehabilitation costs; the credit drops to 4% if the
project has federal subsidies or tax-exempt financ-
ing. The LIHTC provides a 4% credit for acquisition
costs.?

Just over $300 million in tax credits have been
available in each of the three years since the pro-
gram’s inauguration in 1987. A tax credit dollar is
available annually for ten years. Hence, the $300
million in tax credits available in a given year, if
fully utilized, results in $3 billion in credits over ten
years. The initial authorization of $300 million for 3
years, if all credits were allocated, was a commit-
ment of $9 billion over 12 years.

8 We choose to avoid debating here which guidetines to use in defining
“affordable housing™ and instead recognize “low- and moderate-income
housing™ as housing which is affordable to lower income households.
An “affordable rent” in Boston is not so affordable in St. Louis: a family
qualifying as low-income by HUD guidclines in New York can have a
much different income than the “low-income family™ in St. Paul

9 The 4% and 9% credits have been ceplaced by it present value credit of
30% and 70%, respectively.

LIHTCs are allocated by state: each state has a maxi-
mum volume of credits available set at $§1.25 per
capita. Only $55 million of the total authorization
in 1987 was actually allocated. By 1988, as develop-
ers and financial advisers became more familiar with
the program, allocations were up to over $200 mil-
lion. In 1988, the $202 million was allocated to
3,048 projects representing over 95,000 units, 87%
of which were low-income units. This works out to
roughly $2,500 in tax credit for each low-income
unit per year for ten years. As the volume of LIHTC
applications increases, the state caps are beginning
to impose an additional constraint as several states
hit their ceilings. !0

Case (1991)!! estimates the present value of
tax benefits 1o investors in low-income housing
under the three tax regimes discussed earlier. He
points out that projects supported by the earlier fed-
era] direct subsidy programs received significant
subsidies through the tax system as well.

The tax treatment of low-income housing in
the late 1970s prior to ERTA and under ERTA was
largely the same as the treatment of other residen-
tial real estate. Prior to ERTA. the present value of
the tax benefits from each $10.000 of total project
costs is estimated at $1.654, which is an implicit
subsidy of 16.5%; under ERTA. the implicit subsidy
rises to 25% of total project costs.

Under Tax Reform with the LIHTC, Case esti-
mates that the present value of the marketable 9%
credits is $5,194 per $10,000 in development costs;
when the additional tax benefits from depreciation
are added, the present value rises to $5,377 which
is equivalent to a subsidy of 54%. The implicit sub-
sidy under the 4% credit is 25% of development
costs, which is almost identical to the subsidy under
ERTA. In a sense, then, we can think about the 4%
LIHTC as a very targeted version of ERTA. As Case
points out, Congress recognized that the LIHTC was
lucrative and therefore restricted their use. These
restrictions include the caps on state allocations, the
limit of $7000 on the credit that could be taken by
an individual taxpayer, and the required percentage
of low- and moderate-income units in the project.

10 £eom information compiled by the National Council of State Housing
Agencics.

' garl Case. *Investars, Developers. and Supply-Side Subsidics: How
Much is Enough?.” Housing Policy Debate, Papers Presented at the Fan-
nie Mie Annual Housing Confereace, 1990. Vol. 2. Issue 2, 1991
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C. The Changing Role of Lenders

1. FIRREA

The Financial Institution’s Reform, Recovery
and Enforcement Act of 1989 (FIRREA) substantially
restructures the lending requirements of thrifts and
many banks. As a response to the S&L crisis and
growing problems of the banking sector in general,
Congress through FIRREA imposed standards
designed to reduce risk and increase the financial
prudence of thrifts. The new risk-based capital
requirements will have a dramatic effect on invest-
ments by thrifts in multifamily housing.

The major pieces of FIRREA which have an
impact on multifamily financing include:!2

1 Capital Requirements: FIRREA establishes
minimum capital requirements. Multifamily
mortgages and acquisition, development and
construction (AD&C) loans are specifically
identified as more risky and are both assigned
100% risk weighting. ln contrast, single family
mortgages that are not backed by one of the
federal credit agencies receive a 50% risk
weighting. This represents a significant
increase in capital requirements from pre-FIR-
REA practices.!}

m  Single-Borrower Loan Limitations: In an
attempt to impose greater portfolio diversifica-
tion, thrifts are limited to lending a maximum
of 15% of unimpaired capital to one borrower
(with some exceptions), which is a big reduc-
tion from pre-FIRREA practices. This has par-
ticularly significant implications for the larger
muhtifamily-related loans and for rural areas
where a single thrift may serve a large area.

= Qualified Thrift Lender Tests: FIRREA raised
the portion of thrift portfolio assets that must
be housing-related from 60% to 70%. Housing-
related assets must be “qualified thrift invest-
ments” as specifically defined.

1 Loan-to-Value Restrictions: The FIRREA
guidelines include a Joan-to-value ratio (IT'V)
of 95%+ for residential loans and a 70% ratio
for AD&C loans. This represents a major
blow to AD&C availability in some regions of
the country.

12 Bochara Alexander, “Will 1990 Signal the End of a Demand-Driven Hous-
ing Market?,” Salomon Brothers, fanuary 20. 1990.

13 {oans on multifamily projects of 5 to 36 units with an LTV of 80% or
less with stable occupancy of at least 80% during the previous year have
been defined as “qualifying multifamily housing loans.” These loans
receive a S0% risk weighting. (Federal Register, Vol. 54, No. 215,

8 Direct Equity Investment: In contrast to
pre-FIRREA, the act now prohibits thrifts from
direct equity investment in real estate (banks
were already prohibited). AD&C loans struc-
tured with low interest rates and with some
profit sharing by the lender are treated as
equity investments and are similarly prohib-
ited.

2. COMMUNITY REINVESTMENT ACT

Stepped-up attention to the Community Reinvest-
ment Act (CRA) of 1977 may change the environ-
ment for multifamily funding. Intended to end
discriminatory lending and banking practices, the
Act encourages financial institutions to meet the
credit needs of their local communities. Since
1977, bank regulators have conducted “CRA
reviews” as part of their routine bank examinations,
but CRA ratings were notoriously lax and were not
disclosed to the public.

However, the public outcry for stricter banking
regulation in the wake of the S&L crisis and a spate
of successful lawsuits against non-conforming banks
led financial institutions, Congress, and regulators to
take CRA more seriously. Last year, FIRREA
included a requirement for public disclosure of the
CRA ratings.

The increased enforcement of CRA require-
ments should bring more banks and S&Ls to the
table, either individually or in consortia. This effect
is already evident in cities like Chicago, which has
the Rescorp consortium; Los Angeles, where the
Security Pacific Bank announced last summer it
would commit §2.5 billion over the next 10 years
for low- and moderate-income projects, with the
bulk going to nonprofit housing groups; and New
York, where Chase Manhattan has established a sub-
sidiary, the Chase Community Development Corpo-
ration, which has committed $200 million over the
next five years to affordable housing and other
development projects in poor neighborhoods.

The federal tax code and bank regulations.have
major impacts on investment decisions for rental
housing. As we enter the ‘90s, the playing field con-
tinues to change. The LIHTC remains in practice
the only federal production program for low- and
moderate-income housing but its future is unclear.
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FIRREA and the reorganization of thrifts seriously
threaten the future involvement of the traditional
major investors in multifamily rental housing. On
the other hand, increased response to CRA require-
ments may bring substantial new resources and cap-
ital to the table, particularly for low- and
moderate-income housing. It is not clear what the
net effect of these changes in practices will be.
What is clear is that this is a time of reexamination
and reevaluation, which may present significant
opportunities in the quest for increased access to
capital.

IV. FiNnancING MuLTiFamiLy HousING

A close look at the structure of financing multifam-
ily housing and who finances it points to many
important ways in which building multifamily hous-
ing is different from single family or commercial
developments. A better understanding of these dif-
ferences helps identify barriers to accessing capital
markets unique to multifamily development.

Again, there is limited data on mechanisms
used in financing multifamily developments. The
scale of development, number of parties involved.
usual presence of passive investors, and lack of stan-
dardization of debt instruments or the financing
process lead multifamily deals to resemble the
financing for commercial real estate more than
arrangements for single family housing. The sce-
nario gets even more complicated when subsidies
are introduced.

The ready availability of financing for acquisi-
tion, development and construction is particularly
important in multifamily development. As with
commercial development, multifamily housing
requires a large upfront infusion of capital before
the property can begin to produce income. Sources
of equity and permanent financing for rental hous-
ing differ significantly from single family housing
not only in their size and scale but in their multi-
party financing structures.

A. Financing Market Rate Rental
Housing

The financing for market rate rental housing gener-
ally involves non-standard, deal-by-deal arrange-

ments. However, the basic components of the
financing are clear.

1. ACQUISITION, DEVELOPMENT AND CONSTRUCTION
(AD&C)

The data presented in Section II illustrate the domi-
nance of commercial banks and thrifts as investors
in AD&C loans. In our interviews, we consistently
heard from non- and for-profit developers that con-
struction financing was readily available from con-
ventional lenders. Bankers across the country
pointed to AD&C financing as their major if not only
involvement in development of rental housing.
Construction lending offers the clear advantage of
being relatively short-term. Staff of the Housing
Assistance Council reported that rental construction
financing in rural areas is done overwhelmingly by
commercial lenders — often representing the only
conventional financing in housing deals. In the
months since our interviews, the situation has
changed dramatically: AD&C financing for market
rate rental housing has virtually disappeared.

— FIRREA'’s EFrecT oN AD&C FINANCING

Under FIRREA, risk-based capital requirements and
single-borrower loan limitations restrict AD&C tend-
ing by thrifts. Salomon Brothers calculates that
based on the new capital requirements, fewer than
40 thrifts nationwide have the requisite capital to
make a $20 million AD&C loan, and only about 15
could extend a $50 million loan.' Further, the
practice of profit sharing by the lender has been lim-
ited by FIRREA.

The National Association of Home Builders
conducted an Acquisition, Development and Con-
struction Financing Survey of builders/developers
across the country.’5 The survey polled 1142
respondents, 199 of whom identified themselves as
multifamily developers. This is a small sample, and
one can expect self-selection biases, but the
responses are still useful ig indicating some national
and regional trends.

Nearly 90% of the respondents reported that
thrifts have changed their lending agreements or
practices, most notably by increasing the amount of

H AJexander, p. 8

15 “Acquisition, Development & Construction (AD&C) Financing Survey.”
Economics and Housing Policy Department. National Association of
Home Builders, May 16, 1990.
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equity required and by reducing the amount of
funds available — in some cases to zero. Similarly,
about 3/4 of the respondents felt that commercial
banks were significantly changing their lending
practices in anticipation of regufations, mostly by
asking for more equity.

Determining actual thrift and bank practices
through these respondents’ perceptions is an imper-
fect science at best, but the survey can be helpful in
revealing how some builders view the climate for
multifamily development. Seventy-six percent of
the multifamily rental developers reported that
changes in lender practices have affected their
building or development plans for 1990 (even more
for developers in the South and Northeast). More
than 3/4 of the developers report that they have
attempted to mike other arrangements for AD&C
financing as a result of these changes, with only a
third reporting any success.

[t will take some time for lenders and regula-
tors to sort out the full implications of FIRREA and
to adjust their practices. It is clear, however, that
FIRREA will further constrain an already tightening
market of AD&C financing. The only question is the
magnitude of its eftects.

2. PERMANENT FINANCING

Unlike single family mortgages, there is little stan-
dardization in multifamily mortgage loans.
Although some originators with multifamily experi-
ence are beginning to standardize at least some fea-
tures of multifamily mortgages, multifamily
mortgage structures do not begin to approach the
cookbook standardization we see in single family
mortgages. Instead, like commercial mortgages,
they are often the result of negotiations between
several interested parties trying to accomplish sev-
eral diverse goals.

Our interviews revealed that many lenders pro-
vide fixed rate, 5-, 7-, or 10-year balloon mortgage
loans with 25-, 30-, or 35-year amortization. Balloon
mortgages bring additional risk since the balloon
must be paid or refinanced at the end of the term.
While many argue that balloon risk is only a prob-
lem with terms shorter than five years, there are still

risks associated with longer-term balloon mortgages.

One problem with using balloon mortgages is that
often the balloon is due around the time that the

project requires an infusion of cash for capital
improvements.

Self-amortizing 30-year fixed rate multifamily
loans are relatively rare. Some lenders we inter-
viewed are considering experimenting with these
longer-term level-payment fixed rate mortgages;
many developers were enthusiastic about seeing
this happen. The Neighborhood Reinvestment Cor-
poration advocates using 25-year, selfamortizing
fixed rate mortgages for low-income housing. The
California Community Reinvestment Corporation is
planning to build a portfolio of permanent level-pay-
ment fixed rate loans of 10-, 15-, and 30-veur terms.

Multifamily morigage investors are typically
protected from prepavment risk through prepay-
ment protections (or vield maintenance), a standard
feature of multifamily mortgages. A schedule of
penalties or absolute prepavment lockouts provides
the investor some reliability and predictability. The
prepavment fees typically provide prepavment pro-
tection for 5-10 years (the “vield maintenance
period™). Partial prepayment of the mortgage is
generally not allowed except under special circum-
stances. The imposition of substantial fees for full
prepayment makes multifamily mortgages a more
certiain investment than single family mortgages dur-
ing the yield muaintenance period. There is some
debate on how successfully an investor is protected
from prepayment risk in multifamily development
even with these lockouts. On the one hind, some
argue. after the yield maintenance period or the
lockout period, multifamily mortgages become less
predictable than single family mortgages because
individual investor decisions are even more difficult
to predict than the behavior of homeowners. Oth-
ers argue that this is not true — individual investor
decisions are no less predictable than homeowners'.
What's more, lenders/investors can ultimately take
control over prepayment provisions during initial
negotiations — if they are uncomfortable with the
risk, they can insist on prepayment lockout for the
entire term as a condition of lending.

3. SOURCES OF EQuiTy

There is little if any reliable data on equity sources
for multifamily developments. Equity investment
traditionally comes in two forms for rental proper-
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ties: direct investment by the developer(s) through
cash or deferred profit; and investment by an insti-
tutional investor, such as a pension fund or insur-
ance company, or limited partners through
syndications. Prior to Tax Reform, limited partner-
ships rather than developers provided much of the
equity for rental housing deals. Post-Tax Reform,
limited partnerships are generally not viable for mar-
ket rate housing but are used extensively with the
syndication of low-income housing tax credits. We
were unable to find a reliable source of data on the
size and form of equity in rental housing.

B. Financing Low- and Moderate-
Income Housing

The use of LIHTC, often combined with additional
state or local subsidies, is the current standard
approach to financing low- and moderate-income
housing.

1. STRUCTURE OF LIHTC DEALS

Syndication of the LIHTCs often provides the only
equity for low- and moderate-income housing pro-
jects. In low cost areas, the combination of the
LIHTC and a conventional mortgage loan can cover
total project costs and is referred to as a “stand-
alone” deal. In many cases, however, the project
costs exceed the sum of the LIHTC equity and the
maximum conventional mortgage available. The
gap is filled by some combination of state, local and
nonprofit subsidies, direct and indirect.

How these three pieces — the LIHTC “equity,”
the conventional mortgage, and the “gap financing”
— break down varies across developments and geo-
graphic regions. Currently, there is no single source
of information on the financing structure of com-
pleted LIHTC projects to identify typical deals or to
allow for meaningful comparisons. The National
Council of State Housing Agencies (NCSHA) has
begun surveying its member organizations about the
nature of their LIHTC deals. Since in almost every
case the LIHTCs are allocated and administered by
the state housing agency, this would seem an excel-
lent source of data and could prove to be in the
future. At present, however, these surveys focus on
describing tax credit deals at credit allocation.

Since there is a significant time span between credit
allocation and project completion and many aspects
of the project change, these surveys provide little
information on the final financing structure.

Without a major centralized data source, we
have to rely on evidence culled through interviews.
Around the country we consistently heard that the
rule of thumb for the breakdown of finance pieces
was something approximating 1/3 equity, 1/3 con-
ventional financing, and 1/3 gap financing. Even
though people referred to projects that did not
come close to this rule, they still viewed the “one-
third, one-third, one-third” measure as a rough stan-
dard.

In reality, many projects that we looked at
across.the country seemed to approach a
30/30/40% breakdown of equitv, conventional mort-
gage and gap financing. Depending on the develop-
ment costs for the area, 30-40% of conventional
financing was as much as most projects could carry.
After putting together the LIHTC equity piece,
securing the maximum conventional financing,
developers then back into the gap, which ranges
from 30% to over 50% of project costs. In an envi-
ronment of scarce subsidy dollars, it is important to
maximize the size of the conventional first mort-
gages in order to increase the leverage of the subsi-
dies. In effect, the conventional mortgage loan
represents the cheapest funds in the project. In the
Twin Cities. we often heard the 33/33/33"% break-
down used as a measure. The San Francisco
Mayor's office estimates that their typical low-
income projects could get only 20% of total devel-
opment costs covered through conventional
financing. while in nearby Contra Costa County sub-
urbs, conventional financing typically covers 50% of
project costs.

One successtul private developer in the Mid-
west reports that he does not have any conventional
permanent financing available. Instead, he uses a
combination of LIHTC, state and local direct subsi-
dies, and mortgage mone§ financed through tax-
exempt or taxable bonds issued through the state
housing finance agency. Rural areas often have the
same problem of a lack of conventional financing:
instead, these areas rely heavily on Farmers Home
Administration programs for permanent financing
(discussed more in the section below).
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2. Costs oF THE LIHTC PROGRAM

As with any indirect subsidy program, the Low
Income Housing Tax Credit program has been criti-
cized as inefficient and has become the subject of
increased scrutiny. At this relatively early stage in
the program’s development, the actual costs of the
program are difficult to identify, but preliminary
analysis suggests that fees and administrative
expenses of the LIHTC may be higher than for com-
parable investments. These expenses ultimately
mean that less of the funds raised through the syndi-
cation of the tax credit end up in the project.

A recent General Accounting Office (GAO)
report!® compared the various fees and expenses
associated with real estate partnership offerings that
use the low-income housing tax credit. The report
suggests that partnerships being marketed for
LIHTC projects are more expensive than partner-
ships without tax credits, thereby reducing the
amount of equity available for the actual construc-
tion and rehabilitation of low-income housing. By
their calculations, the low-income housing partner-
ships devote an average of 27% of funds raised to
fees and expenses, while the other types of real
estate partnerships use about 21% for this
purpose. [

Our interviews provided anecdotal support
that fees for tax credits deals were significantly
higher than fees for other deals. The interviewees
cited increased, nonstandardized paperwork. the
presence of many more players in the deal. and the
relatively complicated financial arrangements as
contributing to the skyrocketing number of lawyer-
and accountant-hours per deal.

Part of the increase in costs of doing affordable
projects results from the constantly changing tax
incentive programs. Administrative expenses and
legal fees rise considerably each time the playing
field changes as the players figure out how to doa

16 “TAX POLICY: Costs Associated with Low Income Housing Tax Credit
Partnerships,” General Accounting Office, July, 1989.

17 There is some controversy about the interpretation of the data used in
the report. In a letter to the GAQ about the report, Robert A. Stanger &
Co., the data source for GAQ's report, argues that the data on fees are,
in many cases, “theoretical maximums® which are based on guidelines
set by the North American Securities Administrators Association and
may overstate actual fees. In addition, they argue that if wotal fees and
expenses are measured against assets acquired rather than against
equity, low-income housing projects spend 8% of their assets as com-
pared to 16% for the other partnerships. This is because low-income
projects have a considerably lower proportion of equity than do market-
rale projects.

deal under the new rules. The low proportion of
available tax credits used in 1987 is one indication
of the inability of developers and investors to adapt
to the intricacies of the program in a short time.
Even in its third year, the LIHTC remains a compli-
cated program with an uncertain future from year to
year, adding to its expense.

Finally, while it is true that the tax credit part-
nerships used a greater proportion of funds raised
for fees, there is considerable variation across the
19 partnerships examined in the GAO report; fees
and expenses as a percent of total funds raised
range from 17% to 33.8%. Given this variation, it
seems clear that there is considerable room for
improvement even within the existing LIHTC pro-
gram structure. At 17% for administrative costs, a
well-structured LIHTC partnership deal is competi-
tive with other real estate partnerships. Stability
and predictability of the LIHTC program could add
substantially to its efficiency.

3. RURAL AREAS

In rural areas, developers often match the LIHTCs
with Farmers Home Administration (FmHA) pro-
grams to meet the costs of building multifamily pro-
jects with rents affordable to area residents.
Representatives of the Housing Assistance Council
and FmHA agree that even with the lower costs rela-
tive to urban areas, the tax credits are driving the
only low-income housing in rural areas. Even
though rentaf housing projects could be made
affordabte in some areas without tax credits, the
credits provide the only incentive to actuaily get the
housing built. The tax credits provide higher
returns to developers and give the necessary incen-
tive for large developers to consider rural areas.

In building affordable, adequate housing in
rural areas, however, the problem is usually not the
lack of LIHTCs but a scarcity of AD&C and conven-
tional mortgage funds at any price as a result of the
harsh impact of the S&L crisis on rural areas. In
many cases, one thrift served a farge geogmpﬁical
area. As a result, the FmHA programs are very
important to rural developments. While some
national companies provide construction lending at
market rates to rural area developments, there are
virtually no private sector funds available for perma-
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nent financing. According to FmHA officials, about
60% of FmHA's rural projects have deep rental sub-
sidies; the others do not have deep subsidy but have
some interest subsidy.

4. Gap FINANCING

The structure of the gap financing is the real wild
card in financing affordable multifamily housing.
The components are different for every project, and
it is often the structure of the gap financing piece in
particular which contributes to the problems in
finding a market for multifamily mortgages.

Typically, the gap between the project cost
and the combination of the first mortgage and total
equity is filled by several sources of funds, involving
several plavers. Rural areas rely heavily on FmHA
programs to help finance projects. Urban areas turn
to state and local direct and indirect subsidies. To
the extent that private grants are available, they are
tapped quickly. '

Subsidies from state and local entities come in
several forms. Often, local agencies will provide
“soft second” mortgages. In San Francisco, the city
puts a deferred loan on their projects. [n our inter-
views we consistently heard that state and local
agencies are moving away from grants to an
increased use of loans as their project contribution.
Grants, they feel, provide too little control in the
future of the project while loans give them some
increased accountability to the taxpayers. Using
bond proceeds or funds from “linkage” or dedicated
taxes, the public sector often will provide loans at
extremely favorable rates as part of their contribu-
tion to the project.

In addition to grants and loans, cities and states
regularly provide land or buildings at below market
or no cost. Long-term tax abatements or payment-
in-lieu-oftax (PILOT) agreements are common in
affordable projects.

There are three important points about gap
financing from the public sector:

m  The structures of gap financing are nonstan-
dard both within a region and across regions.

®m  From the developer’s point of view, these sub-
sidies are the most inexpensive funds in the
project. In fact, in many locations, public sec-
tor “loans” to affordable projects are implicitly
understood to be grants.

& When the public sector enters as a “develop-
ment partner” it typically is looking to achieve
several goals at once — to build housing, to
minimize its subsidy cost per unit, to deepen
affordability, to preserve affordability beyond a
few years, as well as to be accountable for its
use of subsidy funds. In addition, the public
sector is often trying to achieve these goals
with scarce resources. Hence, gap financing
often comes from a variety of sources which
accounts for some of the nonstandard quality
of gap financing. The structure of the gap
financing may encumber the first mortgage if,
for example, it comes with deed restrictions,
The role public sector financing plays in the
marketing of multifamily mortgages is dis-
cussed further in the section on underwriting
later in this report.

V. MuLtiFamiLy PERFORMANCE:
SorTING OuT THE RISKS

Compared with other real estate investments. data
on the risks and returns of multifamily housing are
scarce. Multifamily mortgages make up a relatively
small portion of most private lenders’ portfolios.

Most lenders/investors admit that they do a
poor job of tracking the performance of their multi-
family housing investments. Originators and hold-
ers of multifamily mortgages often have difficulty
categorizing these loans, unsure whether to com-
pare them to single family loans or to nonresidential
loans. Multifamily loans are residential loans and
carry with them many traditional housing-related
issues and regulations and therefore are often com-
pared with single family portfolios. However. they
are ultimately business loans made to a developer
who does not live in the building and are perhaps
more comparable to nonresidential loans; in fact,
multifamily performance data is often lumped in
with commercial investments.

The most consistent time series data on the
performance of multifamily mortgage investments is
maintained by the American Council of Life Insur-
ance (ACLD). These data track investments made by
life companies over the past two decades. Freddie
Mac and Fannie Mae, while improving their tracking
of multifamily activity, have not been in the multi-






family business long enough to have built meaning-
ful time series data. Perhaps most surprising is the
poor data provided by FHA. FHA has been insuring
multifamily mortgages since 1934. Yet, it is very dif-
ficult to obtain consistent data on the performance
of multifamily mortgages insured under these pro-
grams. :
Finally, in the secondary market, the volume of
multifamily activity has been relatively small and the
history is short. There has been no systematic track-
ing of multifamily MBS performance over time.

The scarcity of hard performance data on mul-
tifamily investments leaves the evaluation of their
relative merits to the perceptions of potential
investors. Hence, investment decisions concerning
multifamily housing are often based on general
impressions.

This section discusses observations on the real
and perceived risks and returns of multifamily pro-
jects based on our interviews. We also present
available data on actual delinquency experience. [n
addition, we examine underwriting and credit
enhancement as a way of understanding how the
lenders of multifamily mortgages approach risk.
Finally, we discuss multifamily activity and perfor-
mance in the secondary market.

A. How Investors View the Market .

Several themes emerged in discussions with institu-
tional investors:

Management of rental bousing is

viewed as difficult.

Institutional investors shy away from multifam-
ily housing in part because management of rental
housing is viewed as difficult. From an investor’'s
point of view, the easiest real estate ventures to
manage are industrial warehouses — large, mainte-
nance-light structures filled with boxes, not people.
While commercial real estate is viewed as more dif-
ficult, at least there is a business relationship
between management and tenants. Rental housing
is viewed as a much more difficult management task
since property managers are dealing with individu-
als and families about something very important to
their existence — where they live.

| APPENDIX

Residential management also carries with it
complex legal relationships. Relatively short-term
leases, tenant eviction protections and related issues
complicate the management of rental housing. Gov-
ernment regulations such as rent control and restric-
tions on condominium conversion can limit the
future income stream or the ability to sell the invest-
ment.

Low- and moderate-income bousing is
viewed as even more risky than mar-
ket rate multifamily bousing because
of several issues related to the target-
ing of low- and moderate-income
housebolds.

1) Management. Investors who shy away from
multifamily housing often maintain that manage-
ment issues are even more difficult for low- and
moderate-income housing. Certainly, we heard in
some interviews opinions that low- and moderate-
income families were harder to manage and likely to
put more wear and tear on the buildings. For these
potential investors, low/mod management is seen as
being more labor-intensive and the management
risks greater. In addition, lower-income communi-
tics may be burdened by other social issues that
affect residential management.

2) Income Stream. On the one hand, success-
ful multifamily investors may argue that low/mod
rental projects provide a relatively stable income
stream. Compared to commercial investments, the
rental net operating income stream is not terribly
variable from year to year. In addition, in many mar-
kets, vacancy rates among units serving low- and
moderate-income households are very low. The
low vacancy rates are the result of the dwindling
supply of low cost housing.!8 The rental subsidies
and contracts that often accompany low/mod hous-
ing provide additional stability and reliability of the
project income stream.

On the other hand, the upside of investment in
low/mod housing is capped by the limit on rents
implied by targeting the housing to low- and moder-
ate-income households. The limit on the income
stream leads some lenders to view low/mod hous-
ing as even more risky than market rate rental hous-
ing — although a cap on income should not be

18 witliam . Apgar, Jr., Denise DiPasquale, Jean Cummings and Nancy
McArdle, “The State of the Nation's Housing: 1990, Joimt Center for
Housing Swdies, Harvard University, June, 1990. A 1 9
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confused with increased risk. The fact that growth
in rental income is limited should be more relevant
to equity investors than to investors on the debt
side. On the debt side, concern should be focused
on the stability of the income stream rather than its
growth. For both equity and debt investors, it is
important that income keeps up with expenses over
time.

However. the downside risk of low/mod rental
housing may be larger than for market rate housing
because the structures may be in worse condition
and located in distressed neighborhoods. Low- and
moderate-income rentals are less likely to be new
developments. Theretore. the older and rehubbed
buildings can be expensive to operate and can com-
plicate plunning for tuture capital needs. This
downside risk 1s 1 concern for both equity and debt
Investors.

Recently, inustitutional investors see

ndtifamily as a viable altermative to

other real estate developments.

Whether they have historically viewed multi-
familv as o stable. steady income-producer oris @
fiornets” nest of visks. institutional investors scem
more willing to consider cental housing recently
beaiuse of the current downturn in other parts of
the real estate nurket. Mostinvestors Wit to maii-
tain 4 portion of their portfolio in real estite invest-
ments and are [ooking o increase portfolio
diversification. As office and retail investments con-
tinue to perfornt badly. nudtifanily invesrments
beain to ook better. Seen i this light. rental pro-
jects provide assteadv. relatively reliuble income
stream. Residential rental real estate may abso he
seen as having the most “flexible ™ income stream:
Landlords have more seur to vear control and some
lenders assert that residential rents adjust more
freely to inflation shifts than do commercial and
industrial rents and therefore provide more inflation
protection.

Institutional investors bhave few incen-

tives to take risks.

Faced with an investment they either perceive
as very risky or about which they know little.
investors huve very few reasons to pursue the
investment. The structures of investment institu-

tions often inadvertently discourage the exploration
of new dareas of investment and provide disincen-
tives for spending time getting up to speed on a
nes, complicated invesiment.

Pension funds are restricted in their investment
options by a network of constraints. Some pension
funds are prohibited by law from investing in any
tvpe of real estate; others are limited as to the kinds
of real estate investments they can make. Pension
funds have a fiduciary responsibility which results
in a bius against investments that are perceived as
risky relative to alternative investments. Corporate
pension funds are regulated by the strict provisions
of ERISA. Public pension funds are not bound by
ERISA but some have developed similar guidelines.
Some argue that public pension funds are even
more constrained because they have an extra hwer
of visibiline and accounabifity 1o the taxpavers. On
the other hand. public pension funds are perceived
v somie to be under greater pressure than privite
pension funds to carrya socil investient” s
<jon.

The lack of stroug mudtifumily invest-

ment activity suggests that the price of

mltifamily  (nrestiments  does  not
match the inrestor's perception  of
their risks.

Doanvestors shviway frons rental housing
because these investments are not priced appropri-
Ately o compensate tor the risks or because the
investors do not have the skills orincentives
required o properh anabvze the risks? This s @ dif-
fcult question to answer given the ek of daton
the performance ol multitamily investments. The
next sections 1o address this issue by fooking at
performance and undenwriting of multifamily mort-
gages and multitamily activiey in the secondary mar-

<

ket

B. Underwriting: Evaluating Risk

Underwriting guidelines provide a basis for under-
standing how lender3 view the risks associated with
multifamily mortgages. Guidelines for underwriting
multifamily mortgages resemble those for mortgages
on commercial properties.

Tl






1. FANNIE MAE AND FREDDIE MAC GUIDELINES

To the extent that there are industry standards in
underwriting multifamily mortgages, they were until
recently represented by the Fannie Mae and Freddie
Mac guidelines. Over the last few months, the
losses in Freddie Mac's multifamily program have
received a great deal of attention. These problems
will be discussed in detail in the next section. Asa
result of these losses, however, Freddie Mac has
recently shut down their cash program, which rep-
resented roughly 90 percent of their multifamily
business. The guarantor program, which repre-
sented the other 10 percent of their multifamily
business, is still in operation but its activities are
largely limited to refinancings for loans already in
the portfolio and real estate owned (REO) by Fred-
die Mac as a result of defaults.

In a recent letter to shareholders, Freddie
Mac’s chairman and chief executive officer, Leland
Brendsel, stated, “[u]ntil I get satisfactory results
and resolve these problems, we will not reenter the
multifamily cash market. And if we do reenter, our
method of operation will be different.”!¥ Hence, at
this point, it is difficult to discuss Freddie Mac's pro-
gram as part of the current multifamily industry
standard. As a result, we will focus our attention on
the current programs at Fannie Mae.

Currently, Fannie Mae purchases multifamily
mortgages through three programs: Delegated
Underwriting and Servicing (DUS), Prior Approval,
and negotiated transactions. Under the DUS, local
lenders underwrite loans for the program. In order
to participate in the DUS program, a lender must be
approved by Fannie Mae. Fannie Mae sets minimum
capital requirements and examines the lender’s
business practices for approval as a DUS lender.
The approved lender is delegated all underwriting
duties; Fannie Mae does not review the [oan prior to
purchase. However, Fannie Mae does extensive
post-purchase review of the loan and lender moni-
toring. The DUS lender shares the risk of loss with
Fannie Mae.

As an alternative, Fannie Mae also provides the
Prior Approval program. Under Prior Approval, a
lender originates loans with the inteation to sell
them to Fannie Mae. The lender puts together the

19 Letter to Sharcholders of Freddie Mac, October 31, 1990, p.3.
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paperwork for the loan and submits an application
to Fannie Mae for a commitment to purchase. Fan-
nie Mae does the underwriting using guidelines sim-
ilar to DUS. A lender is reviewed by Fannie Mae in
order to participate in the Prior Approval program,
but the standards are not as rigorous as for the DUS
program. The DUS program does offer an advan-
tage over the Prior Approval program in that DUS
loans are purchased at a lower yield than [oans
under the Prior Approval program. Finally, a sub-
stantial portion of Fannie Mae’s multifamily business
is done through negotiated transactions. These pur-
chases are negotiated on a case-by-case basis.

Fannie Mae’s DUS and Prior Approval programs
allow for eligible mortgages ranging from $1 million
to $50 million. Underwriting guidelines for these
programs emphasize examining occupancy levels,
rent rolls and lease terms, the structure of equity
participation, as well as detailed studies of the phys-
ical condition of the building and neighborhood
trends to evaluate the long-term economic viability
of the building.

Key variables in underwriting are the loan-to-
value ratio (LTV), debt service coverage, and
recourse or loss sharing with the lender. Typically,
the LTV ranges from 60% to 80% and the debt ser-
vice coverage ranges from 115% to 130%. These
standards vary somewhat depending on the level of
risk remaining with the lender. To address the risk
of prepayment, Fannie Mae uses a yield mainte-
nance fee structure tied to the term of the mort-
gage.

The appropriate use of recourse is attracting
increasing debate as Fannie Mae, lenders, and devel-
opers seek to limit risk. Under the new risk-based
capital rules in FIRREA, the recourse requirements
limit the continued participation of thrifts in Fannie
Mae programs since the lender must maintain capi-
tal reserves for loans sold when the lender accepts
full or partial recourse or risk sharing. These capital
requirements limit the value to the lender of selling
the loan to Fannie Mae. ’

Fannie Mae has made recent adjustments to
their guidelines to diminish exposure to risk. These
included increased scrutiny of property condition,
increased reserves for replacement funding, and
more extensive review of the borrower.

A21


http:progr.un




A22

A key element in multifamily underwriting is
the determination of the property’s value. Fannie
Mae requires that each property must be appraised
by three methods: 1) the market comparison
method (presenting market comparables); ii) the
cost replacement method, where the value is deter-
mined by the cost of replacing the building today;,
and iii) the income capitalization method, where
the value of the building is determined by its pro-
jected cash flow. While leaving a lot of room for
the eventual interpretation of these various assess-
ments, Fannie Mae indicates that the income capital-
ization method is the “predominant indicator” in
assessing value.

The definition of project value proves to be
particularly difficult for low- and moderate-income
housing, where the capped income stream often
creates a large gap between “project value” based
on income capitalization and “value” based on pro-
ject costs. In our interviews across the country
with people focusing on low- and moderate-income
housing, we repeatedly heard that they often calcu-
lated Joan-to-value as loan-to-project cost. This
approach would lead the lender to loan more than if
the underwriting was based on a true loan-to-value
basis.

In recent years, both Fannie Mae and Freddie
Mac have attempted to adjust their exposure to risk
by periodically making changes in some key under-
writing variables. However, given the lack of
research on the determinants of defaults, it is diffi-
cult to gauge the marginal change in risk associated
with small changes in these variables. This is a com-
mon theme in multifamily underwriting. The U.S.
Comptroller echoed this sentiment in the GAO
1988 Audit of the FHA, stating that *...a lack of up-
to-date default information to identify the causes of
excessive insurance losses” in FHA's co-insurance
program inhibits the agency from knowing how
best to respond to the increased exposure to risk.20
Those focusing on low- and moderate-income hous-
ing often argued in our interviews that tightening of
underwriting standards such as increasing debt ser-
vice coverage as a reaction to increased defaults
may not be an appropriate response. There may be
better ways for Fannie Mae, Freddie Mac and other

20 41988 Financial Audit: Federl Housing Administration,” General
Accounting Office, Scptember, 1989, p. 9.

underwriters to decrease their risk exposure on
multifamily mortgages, but the lack of data and
analysis makes it difficult to determine what those
approaches are.

2. PUBLIC SUBSIDIES

Several issues are raised when underwriting low-

and moderate-income housing deals that include

public subsidies:

m  Does the presence of public sector involve-
ment reduce or increase the risk of the project?
On the one hand, the presence of the public
sector as a “partner” in the development may
signal to the underwriter an important political
investment in the project. The public sector
has made a commitment to the development
and will not let the project fail. On the other
hand, the involvement of public sector invest-
ment may signal to the investor that this may
be a particularly “troubled” project, one which
needs the extra attention of the public sector
to make it appear viable. as well as the pres-
ence of an additional financial plaver who
brings to the table complicated and sometimes
costly financial structures and reporting
requirements as well as “messy” political
demands.

Our interviews reveal that among lenders,
developers and underwriters. the group was
pretty evenly split as to whether the presence
of the public sector was a plus or a minus. For
every underwriter who welcomed public sector
involvement, there was one who saw it as bad
news. What each interviewee had in common,
though, was a strong opinion on the subject.

®  The structure of the public subsidy can have
important implications for underwriting the
conventional first mortgage. If the subsidy
takes the form of a loan (e.g., a soft second),
should that loan be included in debt service
coverage? Some argue that public sector
“loans™ are often understood to be so soft as to
be grants — that the public entity will never
actually call in the loan or will instead allocate
any payments made back into the project. In
that case, they argue, including the loan in
debt service coverage as underwriters tend to
do unduly burdens the low- or moderate-
income housing development.







Representatives of Fannie Mae explain
that if they have documentation that the loan is
in fact a subsidy and will be kept in the devel-
opment, then they will adjust their underwrit-
ing to keep the loan out of the debt service
coverage. Without that documentation, they
will consider it as debt. If it is indeed true that
subsidies often take the form of soft seconds,
then the actual intended terms of those loans
need to be clarified during the underwriting
process.

m In some cases, the subsidies are structured so

as to encumber the conventional first mort-
gage, making it difficult to underwrite and sell.
In an attempt to achieve additional goals other
than simply multifamily production, providers
of subsidies often encumber the conventional
first mortgage. Deed restrictions, rights-of-first-
refusal, or special tenant income guidelines are
typical examples of ways in which public and
private subsidy providers may attempt to ensure
long-term affordability, deepen project afford-
ability, or add broader community economic
development goals to a multifamily project.
Such restrictions come at a substantial price;
lenders will be far less willing to provide funds
for the first mortgage since the restrictions limit
the marketability of the loan.

C. Performance: Delinquencies and
Foreclosures

The major sources of data on multifamily delinquen-
cies and foreclosures are the American Council of
Life Insurance (ACLI), FHA, Fannie Mae and Freddie
Mac.

1. ACLI

ACLI's data, which goes back to the mid-1960s,
permits comparisons of multifamily mortgages with
1-4 family and nonresidential mortgages. In the
ACLI data, delinquent loans are defined as [oans
with two or more scheduled payments past due; the
foreclosure statistics presented here are for com-
pleted foreclosures. Delinquency and foreclosure
rates are based on dollar amounts rather than num-
ber of loans. As shown in Figure 8, delinquency
rates for multifamily mortgages skyrocketed above

APPENDIX

FIGURE 8
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those for 1-4 family and nonresidential mortgages in
the middle 1970s and mid- to late 1980s. In both
periods, nonresidential mortgage delinquencies also
increased but not as dramatically as multifamily
delinquencies. As shown in Figure 9, while actual
multifamily foreclosures did rise during the mid-
1970s, the increase is much smaller than what
might have been expected from the delinquency
rates. In the late 1980s, foreclosure rates have
increased dramatically.

The increase in delinquencies in the mid 1970s
may be due to the downturn in the real estate mar-
ket and the overall economy in 1974-1975. Inthe
rental housing market, real rents fell from 1972
through 1976. The increase in multifamily delin-
quencies and foreclosures in the late 1980s seems
driven by the bust in the oil patch states in their
overall economy and their real estate markets. In
1988, for example, the overall multifamily delin-
quency rate was 4.1% but the delinquency rate was
19.9% in the West South Central region of the coun-
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FIGURE 9

Mutrieamily MorTGAGE DELINQUENCY
AND ANNUAL FORECLOSURE RATES
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try, which includes Arkansas, Louisiana, Oklahoma
and Texas. In addition, the favorable tax status of
rental housing under ERTA in the early 1980s con-
tributed to overbuilding in many markets which, in
turn, resulted in financial problems for many rental
housing projects.

2. FHA

The story gets even worse when we consider the
multifamily programs at FHA. At this point, the
losses in the FHA multifamily mortgage insurance
programs have been well publicized. In September,
1989, Price Waterhouse issued a report showing
that the FHA General Insurance Fund which covers
the multifamily co-insurance program would have
$62 billion in insurance in force and a deficit of $3.1
billion on September 30, 1988; $2.6 billion of those
losses were realized in 1988.2! The co-insurance

program has since been canceled.

It is difficult to sort out the reasons for the
problems in FHA’s multifamily programs. Many
have concluded that the FHA experience illustrates
the inherent risks in multifamily mortgages, particu-
larly for housing targeted at Jow- and moderate-
income households. However, there were clearly

many problems with the implementation and man- -

agement of these programs during the 1980s. From
our interviews, it is clear that many experts believe
that the problems with the multifamily insurance
programs had much less to do with the design of
the programs or the risks inherent in rental housing
than with HUD’s inability to manage the programs.

3. FANNIE MAE AND FREDDIE MAC

As discussed earlier, Fannie Mae's multifamily activ-
ity has grown considerably in the last few years. At
the end of the third quarter of 1990, Fannie Mae’s
multifamily programs had $17.9 billion in loans. Of
the total portfolio, $6.9 billion are conventional
loans, $6.5 billion are conventional loans with
recourse, and $4.5 billion are FHA-insured. Fannie
Mae delinquency rates are calculated for that por-
tion of the portfolio for which Fannie Mae bears the
risk of loss. Hence, the delinquency rates are based
on the $6.9 billion in conventional loans where
there is no recourse or FHA insurance (referred to
as “at risk dollars”). DUS loans, for which the

lender shares the risk of loss with Fannie Mae, were

included as at-risk dollars. Delinquency rates are
based on dollar amounts and reflect loans for which
payments are over 60 days late, plus foreclosures.
The figures represent multifamily loans held in Fan-

nie Mae’s portfolio as well as loans which are securi-

tized and guaranteed by Fannie Mae (MBS).22
Fannie Mae’s delinquency rates rose from just
over 2% in the third quarter of 1986 to a peak of
6.6% in the fourth quarter of 1988. By the end of
the third quarter of 1990, the delinquency rate had
declined to 1.3%. Losses Or chargeoffs in the Fannie
Mae multifamily programs were $23 million in
1987, $29.1 million in 1988, and $38.2 million in
1989. Through the end of the third quarter of 1990,
multifamily chargeoffs are $32.3 million.

21 -pudit of the consolidated statements of the financial position of the
Federal Housing Administration.” Price Waterhouse, September 15,
1989.

22 Dawa on Fannic Mac's multifamily programs from Investor/Analyst Meet-
ing: Multifamily Housing Program (reference materials and slide presen-
tation), Fannic Mae. November 29, 1990.
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Interviews with Fannie Mae staff suggest that
delinquencies and losses are mainly attributed to
their 1984 to 1986 book of business and are geo-
graphically concentrated in the oil patch states. In
their view, the decline in delinquency rates in
recent years is attributed to, at least in part,
improvements in underwriting guidelines reflected
in their current DUS guidelines which were initially
developed in 1987.

As discussed earlier, Freddie Mac has experi-
enced significant losses in its multifamily programs
recently and, as a result, has largely closed its multi-
family programs. At the end of the third quarter of
1990, Freddie Mac’s multifamily portfolio totaled
$11 billion; $9.7 billion was generated through the
cash program and $1.3 billion from the guarantor
program. Delinquency rates are based on dollar
amounts and reflect loans for which payments are
over 60 days late, plus foreclosures. Since very few
of the loans in Freddie Mac’s portfolio are credit
enhanced, we assume that Freddie Mac bears the
full risk for any losses in their portfolio.?3

Freddie Mac’s delinquency rate rose from
2.24% at the end of 1988 to 2.53% at the end of
1989. At the end of the third quarter of 1990, delin-
quencies stood at 3.78%. The delinquency rate was
4.19% for the cash prdgmm and 0.82% for the guar-
antor program. Freddie Mac attributes the strong
performance of the guarantor program to the fact
that many of these loans were seasoned prior to
purchase, which meant that their payment histories
could be assessed; most of the loans were originated
by depository institutions that intended to hold
them and therefore underwrote them as invest-
ments; some of the loans had credit enhancements;
and, finally, many of the loans were on properties
located in the West where property values
increased substantially.24

Freddie Mac’s multifamily losses have risen dra-
matically from $3 million in 1986 to $14 million in
1987, $40 million in 1988, and $98 million in 1989.
As of September 30, 1990, multifamily chargeoffs
were $122 million. Freddie Mac staff have stated
that in terms of dollars, multifamily mortgages rep-
resented only 3% of their business but over 50% of
their losses.

23 Data on Ereddie Mac's multifamily programs are from the “Multifamily
Portfolio Analysis” in Freddie Mac’s new release on Third Quarter Earn-
ings, October 31, 1990.

24 -Multifamily Porfolio Analysis,” p. 4.

. FIGURE 10

FANNIE MaE AND FREDDIE MAC
Deuinauency Rates, 9/30/90
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Both Fannie Mae and Freddie Mac have indj-
cated that their multifamily problems are geographi-
cally concentrated. As shown in Figure 10,
delinquencies for 1990 for both agencies are high-
est in the Southeast and the Southwest.?> Within
those regions, Georgia and Texas present the largest
problems. Freddie Mac’s delinquency rates are
higher in all regions with the most significant differ-
ences occurring in the Southeast and Northeast.
Freddie Mac’s difficulties in those regions are con-
centrated in Atlanta and New York.

The data presented in this section raise the
obvious question of why Freddie Mac’s multifamily
performance is so much worse than Fannie Mae’s.
The Fannie Mae and Freddie Mac performance data
presented here were just released and provide an
extensive review of multifamily activities. As both
organizations continue to analyze their multifamily
portfolios and more information becomes available,
we will know more about what caused the prob-

25 These delinquency rates are based on Freddie Mac’s definitions of
regions. See Table F in Appendix 3 for further details. The Freddie Mac
data presented in Figure 10 are for the cash program only.
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lems at Freddie Mac. From what we have seen to
date, we make the following observations.

The written underwriting guidelines for multi-
family mortgage programs for Fannie Mae and Fred-
die Mac show surprisingly similar criteria.
However, the implementation of those criteria
seems to have been somewhat different. According
to equity analysts at Goldman, Sachs & Company,
both Fannie Mae and Freddie Mac have guidelines
concerning debt coverage ratios and loan-to value
ratios, but Freddie Mac focussed on the loan-to-
value ratio rather than the debt service coverage
ratio. While loan-to-value ratios are considered the
single most important variable in underwriting sin-
gle family mortgages, they are viewed as less impor-
tant than analvzing cash flows for multifamily loans.
Equity analysts at Paine Webber argue that Freddie
Mac was more lax about knowing the lenders who
were originating the loans and auditing the under-
writing standards that were being used.2¢

Interviews with Freddie Mac staff indicate that
Freddie Mac did not really develop the special exper-
tise necessary to underwrite and service multifamily
loans. It should be noted that Fannie Mae began to
develop more expertise in this area in late 1987 and
1988 after facing some problems in their multifamily
portfolio. However, Fannie Mae's problems did not
reach the magnitude of Freddie Mac's current situa-
tion because their level of activity in the multifamily
market was relatively small at the time.

The experiences at Freddie Mac and Fannie
Mae suggest that multifamily lending requires spe-
cial expertise. As suggested earlier, there has to
date been very little data collected on multifamily
performance. In addition, unlike the single family
mortgage market, there has been very little analysis
of the determinants of multifamily defaults. More
research in this area could improve significantly the
underwriting of these mortgages as well as their
performance.

There is no question that the data presented
above paints a rather bleak picture of the perfor-
mance of multifamily mortgages. The well publi-
cized problems at FHA and Freddie Mac have led
many to conclude that multifamily mortgages, par-

% Goldman, Sachs and Company, “Freddie Mac: Multi-Family,” October
19, 1990. Paine Webber, “Federal Home Loan Mortgage Corporation,”
October 19, 1990. See also First Boston, Freddie Mac, November 1,

ticularly those on low- and moderate-income hous-
ing, are very risky investments. In our interviews,
many argued that this is an unfortunate time to
examine the performance of these mortgages given
the problems in the real estate market, particularly
in the Southwest, and the deep problems at HUD.

4, Low- AND MODERATE-INCOME HOUSING SPECIALISTS

There appears to be a significant divergence
between industry default experience for multifamily
mortgages in general and the experience indicated
by those we interviewed who focus on low- and
moderate-income housing (e.g., CRA lenders, social
investment departments of life companies, non-
profit lenders, state housing finance agencies). In
sharp contrast to the default experience outlined
above, specialists in low- and moderate-income
housing that we interviewed repeatedly reported to
us strong multifamily portfolios showing few if any
defaults.

Plausible explanations of this marked differ-
ence in performance include:

1. Differing definitions and standards of perfor-
mance.

2. Lower vacancy rates in low/mod projects
than market rate developments, both because of
insufficient supply and tenant subsidy programs,
resulting in less market risk.

3. “Creaming” of subsidy-rich deals by special-
ists in low- and moderate-income housing; these
deals, bolstered by the subsidies, have less risk.

4. A greater investment in making the project
work, and a tendency to closely monitor each pro-
ject, on the part of those focused on low- and mjod-
erate-income housing. If the project is in trouble
they intervene early and manage workouts; their
work with the projects may be more labor-intensive.

5. Special expertise in underwriting and man-
aging low- and moderate-income projects that the
industry at large has not developed.

There are different definitions of delinquency
and default within the industry. Specialists in low-
and moderate-income housing may in practice have
different standards of performance. In many cases,
these lenders intervene very early when a project is
in trouble. These lenders may categorize loans as
delinquent or non-performing Jater in the process
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than do traditional market rate lenders. If there are
differences in the way market rate and affordable
loans are traditionally considered delinquent or non-
performing, is one a more accurate measure of the
loan's ultimate performance?

In many markets, the rental income stream for
low- and moderate-income projects are much more
certain than for higher rent units because low rent
units are in short supply. Hence, the risk of units
being vacant for long periods of time is relatively
small.

The notion that specialists in low- and moder-
ate-income housing cream the best subsidv-rich
deals and hence have fewer defaults is based on the
assumption that taking advantage of the diversity of
subsidy programs available requires a significant
investment of time and effort that only these spe-
cialists are willing to make. This era of scarce
resources may create significant barriers to entry for
would-be developers; only a few specialists with a
proven track record mayv have the expertise and
capacity to gain access to the complicated arrav of
subsidy programs available.

In our interviews. underwriters and servicers
clustered in CRA branches of banks, social invest-
ment departments of life companies, and nonprofit
lenders and developers emphasized the notion that
they had a system for underwriting low- and moder-
ate-income housing that was different and more
appropriate than the one used by conventional
market rate underwriters. Some of these specialists
point to specific tools of the trade that they use.
such as the use of letters of credit from develop-
ers/contractors. Others suggest that the develop-
ment of a special relationship with developers
allows them to better judge capacity and track
record.

Arguably, those focused on low- and moderate-
income housing watch their project very closely
from the beginning of the development. The “spe-
cialists” are more involved in every step of the
process. They may, for example, typically insist on
the involvement of community-based organizations
as part of their underwriting criteria, seeing this as
increasing the likelihood of project success. They

may, as does the Enterprise Foundation, have : ; |
broader economic development goals tied to the
multifamily project, and thus involve themselves
more thoroughly in design and management issues.
This greater involvement in the project may lead the
underwriters and servicers to be more committed
and responsive to the project. They may intervene
in a troubled project earlier, manage workouts more
aggressively, or be more likely to inject additional
funds into a troubled project than those involved in
conventional market rate projects.

The divergence between the experience of
specialists in low- and moderate-income housing
and the industry as a whole merits additional atten-
tion. Our research suggests that the success of
these specialists may be due to a special expertise
in underwriting and management, and to the fact
that these specialists can spend more time on pro-
ject management since they do far fewer projects.
The question is to what extent can the industry
learn from the specialists and develop more exper-
tise to improve the performance of multifamily
mortgages. Perhaps Fannie Mae has begun this
process. As stated earlier, we need to improve our
understanding of the determinants of delinquency
and default through more data and :m:ilysis before
we can identify with certainty the reasons for the
apparent success of these specialists.

D. Credit Enhancement:
Adjusting for Risk

The FHA multifamily mortgage insurance programs
have long been the major source of credit enhance-
ment for multifamily mortgages. As already dis-
cussed, the financial problems at FHA an d the
recent cancellation of the co-insurance program
have substantiaily reduced FHA's presence in the
multifamily market. From our interviews it is clear
that many experts view poor management by HUD
as the major problem with the co-insurance pro-
gram. However, with the current problems at HUD,
it seems clear that FHA insurance will not be a
major factor in the multifamily mortgage market in
the near future.
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Unlike the single family market, there has been
very little private mortgage insurance offered for
multifamily mortgages. Currently, various forms of
credit enhancement are provided by some state and
local governments, the federal credit agencies, and
the private sector. These efforts do not supply the
wide coverage that the FHA programs provided. In
many cases, the credit enhancement takes the form
of providing a guarantee on the mortgage. For
example, Fannie Mae mav provide its guarantee on a
mortgage that it does not own for a fee. With the
diminished role of FHA in this market, there is con-
siderable pressure to expand the efforts of other
actors.

E. The Rating Agencies

An alternative approach to providing more comfort
to potential investors is to obtain a rating from one
of the rating agencies. Essentially, a developer or
lender would seek to issue a bond or bonds backed
by either a single multifamily mortgage or by a port-
folio of multifamily morigages. The rating agency
would provide a rating on the bonds.

To date, few attempts at getting a rating for
bonds backed by multifamilv mortgages have been
successful. Our interviews with the rating agencies
suggest several issues with obtaining a rating. For
an AA rating, the rating agencies are looking for
debt service coverage around 1.5 and an LTV of
50%; for a BBB rating, the debt service coverage
required drops to 1.3 and the LTV rises to 65%. In
the ACLI data for 1989, multifamily mortgages had
an average debt service coverage of 1.24. In our
interviews with low- and moderate-income housing
specialists, it was clear that the rating agency stan-
dards would be very difficult to meet.

In addition, the rating agencies indicated that it
would not make sense to seek a rating for a transac-
tion under $40 million. In the multifamily market,
this volume may be difficult to achieve. Finally,
given that there is so little experience with ratings
for bonds backed by multifamily mortgages, it is
unclear how the market prices the rating. In our
interviews with the rating agencies, there was some
concern that in this market an AA rating was trading
like an A rating. If there is too little activity in the
market to distinguish among ratings, the value of

obtaining a rating is diminished. However, with
increased volume, obtaining a rating may be a viable
option for at least a portion of the multifamily mar-
ket.

F. The Mortgage-Backed Securities
[MBS) Market

As shown in Section II of this report, the market for
multifamily MBS has grown substantially in recent
years, but even with this growth, the volume of
activity remains relatively small. It is not surprising
that investors consider multifamily MBS less liquid.
Many Wall Street traders view multifamily MBS as
“story bonds:” traders must explain the financial
structure of the security and the underlying proper-
ties to potential investors. Describing the underly-
ing properties raises all of the issues regarding
investor perceptions of rental housing discussed
above.

In our interviews, investment bankers sug-
gested several reasons why the secondary market is
less developed for multifamily mortgages than for
single familv mortgages. Lack of standard-ization in
multifamily mortgages makes it more difficult to
package them into a security. An MBS requires that
the underlying mortgages be similar in many
respects. To the extent that the mortgages are non-
standard, it is difficult to pool them into securities.

Multifamily mortgages are often viewed as less
risky to the investor than single family mortgages
because they traditionally have had prepayment
protection in the form of either a lock- out period
during which the borrower cannot prepay, or yield
maintenance. which limits the loss to the investor
due to prepayment. Even with such protections,
however, prepayments may still be perceived as a
problem since lockouts or yield maintenance gener-
ally cover a relatively short period of time (5-7
years). Since an individual loan is large relative to a
mortgage pool, a single prepayment has a greater
impact on a pool’s performance. However, 5-7
years covers a significant portion of the mortgage
term and yield maintenance does provide at least
some prepayment protection not available in the
single family market.






Many of the investment bankers that we inter-
viewed indicated that a major problem in selling
multifamily MBS is that there is no systematic track-
ing of the performance of multifamily MBS over
time. In the case of single family MBS, most mort-
gage research departments on Wall Street have been
tracking performance for years and can provide
potential investors with this history as well as com-
parisons to other investments such as long-term
Treasuries. In our interviews, we found almost no
tracking of the multifamily MBS market. Hence,
there is no history for investors to assess.

As a result of a relatively inactive secondary
market, several nonprofits and banking consortia
across the country are trying to create their own
secondary markets. These efforts are often targeted
at mortgages for low- and moderate-income proper-
ties that some lenders perceive are not well-served
in the existing multifamily secondary market. Itis
difficult to assess the potential for these efforts
since most of them are relatively new and there is
so little volume to evaluate.

V1. Key Issues To BE ADDRESSED

The issues raised in this report suggest that there
are obstacles to accessing capital markets for multi-
family housing in general and low- and moderate-
income housing in particular. The secondary
market for multifamily mortgages is in an early stage
of development resembling the single family sec-
ondary market of rwenty years ago. However, the
market is at a point of transition. With the S&L cri-
sis, there is pressure to find alternative sources of
funding for multifamily loans. A more active sec-
ondary market could provide access to a broad
range of alternative sources of funds.

However, expanding access to capital for mul-
tifamily housing requires standardization of multi-
family mortgage Joans, increased credit quality with
better underwriting and credit enhancement, and
educating investors with respect to the structure of
the underlying mortgage instrument and the perfor-
mance and risks of multifamily securities. The indus-
try should define a small number of multifamily
mortgage products and design mortgage documents

which would represent the industry standard. As
we learned from the development of the single fam-
ily mortgage market, standardization of multifamily
mortgage products and documentation should
increase the marketability of these loans.

In addition, we need to collect consistent data
over time on the performance of multifamily pro-
jects in order to increase our understanding of the
risks and returns on these projects. On the debt
side, we need to analvze default data in order to
identify the key determinants of risk in multifamily
lending. Part of this effort should focus on under-
standing the current approaches to underwriting by
successful specialists in low- and moderate-income
housing. This work will help to develop better
underwriting practices for the industry and increase
overall credit quality. With the current withdrawal
of the FHA from insuring multifamily mortgages, it
is important to identify alternative sources of credit
enhancement. The potential roles of the federal
credit agencies, state and local governments, non-
profit organizations and the private sector must be
assessed.

Expanding access to capital for low- and mod-
erate-income housing requires that the financing be
structured in such a way that any conventional
mortgage is unencumbered by the existence of sub-
sidies and meets industry standards in terms of
credit quality. Given the relative scarcity of subsi-
dies. conventional mortgages represent the cheap-
est funds in the deal and subsidies are the most
expensive. Hence, the goal should be to maximize
the size of the conventional mortgage in the deal
within appropriate LTV limits.

Institutional investors such as pension funds
and life insurance companies as well as the invest-
ment banking community have very little expertise
in either the debt or equity side of rental housing.
[t is important to provide data on the performance
of rental housing as an investment to these players.
On the debt side, there needs to be better tracking
of the performance of multifamily mortgages and
MBS so that investors can compare them to alterna-
tive investments. As was the case in the develop-
ment of the single family market, the investment
community must be educated as to the relative mer-
its of investing in multifimily mortgages.
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Expanding the potential market for equity
investments in multifamily housing requires an
increased understanding of the risks and returns of
these investments. For multifamily housing targeted
at low- and moderate-income households, the
LIHTC is the current fashion for raising equity. As
understanding of the LIHTC has increased. it has
succeeded in attracting investment in low- and mod-
erate-income housing. However, tax laws are sub-
ject to change and such changes increase the costs
of building projects. If the goal is to create incen-
tives to provide low- and moderate-income housing
through federal tax policy, stability over time in the
structure of the incentives would help to achieve
that goal.

R R B 2R 2K 2% 2

Given that the mission of the Task Force is to
facilitate access to capital for low- and moderite-
income housing. our report suggests four areas of
focus:
®  Underwriting: What are the key variables in

assessing the risk of multifamily mortgages? To

what extent do low- and moderate-income pro-
jects require different underwriting standards

than the current industry standards? What
lessons might be learned from the successful
underwriting practices of specialists in low- and
moderate income housing that can improve
underwriting for the industry as a whole?

Mortgage Design and Development: What are
the elements of the mortgage instrument that
must be standard in order to increase its mar-
ketability? What are the alternative mortgage
designs that meet the standardization require-
ments? Is a fixed rate, level-pavment self amor-
tizing mortgage a viable product for multifamily
housing? How does the mortgage design influ-
ence the design of a mortgage security?
Financing Strucrures for Low- and Moderate-
Income Housing: To the extent that low- and
moderate-income housing requires tenant- or
project-based subsidies, how should the subsi-
dies be structured to maintain the marketability
of the conventional portion of the financing? Is
standardization of the structure of public subsi-
dies required?

Investor Education: What kinds of information
are required by investors to understand the risks
and returns of investment in multifamily hous-
ing? Who should collect these data?
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APPENDIX C: TABLES

TABLE A
TOTAL REAL ESTATE LOAN ORIGINATIONS AND HOLDINGS*

1980-1989 (Millions of Dollars)

ORIGINATIONS HOLDINGS
Single Multi- Non- Single Multi- Non-
Family  Family Residential Total Family Family Residential Total
1980 133,762 12,497 35923 182,182 857,526 113,945 204,910  1,176.381
1981 98,212 11,971 32.487 142,670 913,940 113,298 217,748 1,244,986
1982 96,951 11,633 34524 143,108 948,134 117,928 231692 1,297,754
1983 201,863  21.441 62448 285,752 1.032,196 125,581 257,602 1,415,379
1984 203,705 27,576 77.348 308,629 1,182,613 145,560 299,436 1,627,609
1985 243,075  31.931 99.360 374,366 1.294,430 160,816 337,265 1,792,511
1986 455,054 49,868 147374 652,296 1,506,944 190,034 393,447 2,090,425
1987 449,544 44.981 168.652 663,177 1,712,298 207,303 466,110 2,385,771
1988 374,401 37876 175754 588,031 1.897,775 222,509 505,408 2,625,752
1989 352,026 31145 149.950 533,12] 2,109,493 230,997 534,122 2874612

*Excluding Farm Properties and Land Loans
SOURCE: Tables I and 3, Survey of Mortgage Lending Activity Annual Tables, Office of Financial Manage-
ment, U.S. Department of Housing and Urban Development

TABLE B
HUD-Insured Share of Multifamily
Mortgages |
New and Existing Properties
1980-1989
HUD % of
Year TOTAL Conventional Insured Total
1980 12,497 8,609 38388  31.1%
1981 11,971 8.092 3879 32.4%
1982 11,633 7552 4081 35.1%
1983 21,441 7473 3968  18.5%
1984 27,576 22925 4.051 16.9%
1985 31,931 28,449 3482 10.9%
1986 49,808 41,128 8740 17.5%
1987 44,981 38,153 0.828  15.2%
1988 37.876 34,927 2,949 7.8%
1989 31,145 30,197 948 3.0% N
SOURCE: Table 4, Survey of Mortgage Lending
Activity, Annual Tables, Office of Financial Manage-
ment, U.S. Department of Housing and Urban Devel-
opment
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TABLE C

MULTIFAMILY LOAN ACTIVITY FOR ELEVEN MAJOR LENDER GROUPS
1980-1989 (Millions of doHlars)

MORTGAGE LOAN ORIGINATIONS:

Pension and State and
Commercial Mutual Savings and Life Insurance Retirement Federal Credit Local Credit Mortgage Private Mortgage
Banks Savings Banks Loan Assocs. Companics TFunds® Agencies Agencies Companics MBS Conduits Pools

Y% of Y% of Y% of % of Yo of Y of Yo of % of % of % of
Year Total Amount Total | Amount Total |Amount Total | Amount Total |Amount Total Amount Total [ Amount Total [ Amount Total |Amount Total |Amount Total
1980 12,498 1,247 1001 313 -1 3% 3,100 208 127 [ 131 1.0%, 2932 235", 1,356 10.8% 1,633 13.1% 129 1.0% 0 O.0%
1981 11,971 1,491 12.3% 593 S5.0% 2,339 19.5% 733 G320 [ I | Bt 3.215 20.9% 1,382 11.5% 2051 17.4% (€D 0.0% [§) 0.0%
1982 11,633 1,660 14.3% 561 +.8%, A7 27.3% #38 3.8 25 02N 3,361 28.9% 1,395 12.0% 960 8.3% 59 0.5% 0 0.0%
1983 21441 3,517 Y6.4% 1,908 9.2% 8.521 39 ™ 1,597 Tt 200 0.1% 2,837 15.2% 24150 11.3% 566 2.06% 0 0.0% 0 0.0%
1984 27570 3,466 12.6% 2,053 T 4% 13100 47T 1160 5.3% 18 0.1% 2,407 8. 1,563 16.53% 443 1.6% 0 0.0% 0 0.0%
1985 31931 1.498 149.1% 870 2.7% | 15,012 18.9% 2,772 T2 2,000 0.3% 3,362 10.5% 2,746 8.0% 0 0.0% O 0.0%
1980 49,868 7,176 1-4.4% 2,892 S.8% 19877 39 9% 3723 [ O N YA 1,739 35" 72700 1i.G6% 7072 14.4% 0 0.0% ] 0.0%
1987 44,981 8,299 18.5% 4,773 10.6% 17719 391 3547 o 2700 1,120 2.5% TOR7  15.8% 2,109 5.4% V] 0.0% 0 0.0%
1988 37,875 6,988 18.5% 2,853 T8% 17,326 40 3% 3553 DA 10 1155 3.0 1,158 3.4% 4,326 11.9% 0 0.0% 0 0.0%
1989 31045 7,669 24.6% 2.059 G.0% Iialo 36 6% 2,780 8 9% a8 1,194 3.8% 1,536 4.9% A3 14.3% 0 0.0% 0 0.0%
MORTGAGE LOAN HOLDINGS:
1980 113941 682 5.7 11,711 31,327 A0 19017 167" 3966 3 35% 15768 13.8"% 9,979 8.8% 1.697 1.5% 791 0.7% 7,206 6.3%
1981 113,298 7.098 11,249 33817 316" 18,9006 16 7% 1,700 1.2% 15,531 13,7 11,172 9 9% 1,201 1. 1% 0 0.0% 4,558 4.0%
1982 117,928 7.637 13,751 3720 31.0% 18,298 5.5, S50 10% 15.385 13.07 12,639 107% 1,360 1.2% 1,360 1.2% 4,858 4.1%
1983 125581 9,299 Tt 13,684 41034 o 18.680 [N 6,132 9% 15,031 12.0 15,152 12.4% 638 0.5% [}] 0.0% 3,931 4.7%
1981 115360 10,887 7.5% 15742 S151 354 18,591 128 3,355 ' 18.554 127" 19,703 13.5% 169 0.1% 0 0.0% 7.408 5.1%
1985 160 817 11,979 74% 8511 A% 62169 38,7 19,273 12.00, 3,679 5.5 23,6061 1-1.7% 22871 Fi.2% 419 0.3% 1] 0.0% 6,192 3.9%
1986 190,03+ 15173 8.0% 9.670 S5.1% 068,487 36:.0% | 200391 1O.7% 6GAIT0 32v, 25,288 13 3% 32,700 17.2% 1,001 0.6% 0] 0.0% 11,091 5.8%
1987 207,363 16,673 8.0% 12.695 G len | T 240 340t ] 22,005 10.6%, G130 3.0 25,821 125" 37,319 18.0% 214 0.1% 0 0.0% 15,232 7.3%
1988 222509 16,824 7 6% 13,512 [CREN T6.580 A 1% | 23925 10 8" 3.090 2.0 27790 12.5% 38112 17% 474 0.2% (4] 0.0% 19,596 8.8%
1989 230,997 19.077 8.3% 14,513 63", 6,189 33.1% | 21.615 D 5918 2.0 31,261 13 5% 39,090 16.9% 275 0% ¥} 0.0% 22729 9.8%
CONSTRUCTION LOAN HOLDINGS:
1980 14,755 ST 39 8o, 013 (IR 3.032 22.0%, ql 0.0, 91 07 1717 12.5% LAY 103 1,040 7.6% 362 2.6% 0 0.0%
1981 [T Eets] 635 470N 708 1O 2156 11O 10 01" 33 00 2570 178 1,351 9.3% (Y6 4.8% 0 0.0% 4] 0.0%
1982 17,015 T72 43.9% [ 3.0m 3.070 18 1% s [T 37 0.2 3.399 20007, 1,792 10.57% Ot 3.0% a4 o 1] 0.0%
1983 24,624 7,711 31 3% 472 1.9 8,092 REIRE 3i 0.1 25001 196 17.0% 3,035 12.3% 401 1.9% 4] 0.0% 0 0.0%
1984 26,380 8,008 30.7% 097 2.6 12,200 G0 3% 21 0. 1% 22 0.1% 1390 O 1% 3,492 13.2% 248 0.9% 0 0.0% 0 0.0%
1985 27,872 9,630 340.6% 785 2.8% 10,262 36.8% [ 0.2" 21 0% 1,126 5,19 5174 18.6% 500 1.8% 0O 0.0% 0 0.0%
1986 30,099 13,391 _i()_%‘f’.. 1,442 29" 10,282 28.00, 74 0.2% 19 0" 1,378 3 8% 9,600  26.2% 513 1.4% 0 0.0% 0 0.0%
1987 42,323 15,611 30.9% 2,895 (.8 1-1,858 3510 99 0.2% 25 0.1 1.215 2.9% 7,446 17.06% 174 0.4% 0 0.0% 0 0.0%
1988 38,856 15418 39.7% 3014 9.3% 13,407 39. 7% 139 0.4% 22 0.1% 1.055 274 2,946 7.0% 255 0.7% 0 0.0% [§] 0.0%
1989 38,081 17,965 47.2% 3,304 8.7"% 13,654 35 9% 122 0.3% 12 0.0% 8RO 2 3% 1,808 4.7% 336 0.9% 0 0.0% 0 0.0%

*Includes Private Non-Insured Pension Funds and Suite & Local Retirement Funds

SOURCE: Tables 1 and 3, Survey of Mortgage Lending Activity, Annual Tables
Office of Financial Management
U.S. Department of Housing and Urban Development
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TABLE D
MULTIFAMILY HOUSING STARTS

Five or
Year More Units
1970 535.9
1971 780.9
1972 906.2
1973 795.0
1974 381.6
1975 204.3
1976 289.2
1977 414.4
1978 462.0
1979 429.0
1980 330.5
1981 287.7
1982 319.6
1983 522.0
1984 544.0
1985 576.1
1986 542.0
1987 408.7
1988 348.0
1989 317.6

SOURCE: Housing Starts — “Table 1. New Privately
Owned Housing Units Started: 1959-1989,” Census
Construction Division
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TABLE E
ANNUAL MORTGAGE DELINQUENCY AND COMPLETED FORECLOSURE RATES

COMPLETED
DELINQUENCIES FORECLOSURES

Multifamily ~ 1-4 Family Non-Residential ~Multifamily ~1-4 Family Non-Residential

1965 1.65 1.02 0.43 033 0.47 0.06
1966 1.34 0.94 0.57 0.86 0.44 0.08
1967 147 0.81 0.49 0.38 0.34 0.07
1968 0.90 0.68 041 0.31 0.24 0.18
1969 0.73 0.73 0.30 0.16 0.15 0.14
1970 1.05 0.89 0.70 0.29 0.15 0.13
1971 1.01 0.93 0.83 0.20 0.15 0.13
1972 1.46 1.05 0.98 0.67 0.16 0.15
1973 2.66 1.01 1.23 0.52 0.15 0.09
1974 423 1.09 233 0.82 0.13 0.13
1975 5.87 1.22 3.56 1.66 0.16 0.68
1976 497 1.24 3.26 1.17 0.14 0.55
1977 3.94 1.34 2.10 0.77 0.11 0.59
1978 2.41 1.24 1.48 0.40 0.12 0.38
1979 1.01 1.09 0.61 0.23 0.08 0.20
1980 0.80 1.09 0.88 0.12 0.07 0.06
1981 0.63 1.20 0.60 0.05 0.09 0.05
1982 0.70 1.37 0.77 0.19 0.13 0.09
1983 0.85 1.37 0.85 0.07 0.23 0.10
1984 0.71 1.44 0.88 0.05 035 0.24
1985 2.15 1.59 0.94 0.12 0.43 0.29
1986 4.80 1.58 2.36 1.58 0.73 0.71
1987 434 1.22 2.42 1.95 0.88 0.81
1988 4.11 141 2.25 1.65 0.27 1.65
1989 3.07 1.38 232 1.77 0.25 1.77

Rates by amount of loans; delinquencies include foreclosures completed and in process.
SOURCE: Quarterly Survey of Mortgage Loan Delinquencies and Foreclosures, American Council of Life
Insurance
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TABLE F
FANNIE MAE AND FREDDIE MAC DELINQUENCY RATES, AS OF 9/30/90

(MILLIONS OF DOLLARS)
FANNIE MAE FREDDIE MAC
Loans 60+ Deling Loans 60+ Deling
Serviced  Delinq Rate Serviced Delinq Rate

Northeast 2,307.2 5.4 0.23% 4,586.9 191.1 4.17%
Southeast 541.8 27.4 5.06% 1,157.4 145.9 12.61%
Midwest 1,345.6 8.8 0.65% 1,576.6 26.2 1.66%
Southwest 758.4 36.2 4.77% 450.6 28.0 6.21%
West 1,962.1 10.1 0.51% 1,917.4 14.8 0.77%
TOTAL: 6,915.1 87.9 1.27% 9,688.9 406.0 4.19%

Freddie Mac figures reflect cash program only and do not include the guarantor program. Fannie Mae figures
represent at risk loans only (conventional loans without recourse or FHA insurance).

Delinquency Rates include loans in process of foreclosure.

States are grouped according to Freddie Mac regional definitions:
Northeast: CT, DE, DC, ME, MD, MA, NH, NJ, NY, PA, Puerto Rico, RI, VT, VA, Virgin Islands, WV
Southeast: AL, FL, GA, KY, MS, NC, SC, TN
Midwest (or North Central): IL. IN, IA, MI, MN, ND, OH, SD, W1
Southwest: AR, CO, KS, LA. MO. NB, NM, OK. TX. WY
West: AK, AZ, CA, Guam. HI. ID. MT, NV, OR, UT, WA

SOURCE: “Investor/Analvst Meeting: Multifamily Housing Program™ (reference materials and slide presenta-
tion), Fannie Mae, November 29, 1990: and Tables 3. 4. and 5, Multifamily Portfolio Analysis in Freddie Mac’s
new release on Third Quarter Eamings, October 31, 1990.
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