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CHAIRMEN's PREFACE 

W
are pleased to present t.he re~ort of the 

National Task Force on FU1ancU1g 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 historicaUy 
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 bl' 
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 ~ome of 
the successful models del'eloped in its wake. We 
h:lVe made three essential findings that have guided 
our efforts in developing a system to replace the 
old one. 

• 	 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 loe1l population :md housing 
markets. 

• 	 Second, investments in affordable rental hous­
ing, if done proper/l·. em be good business. 

• 	 Third , while government plays an inJispemahle 
role in any hOllsing finance system, we should 
maximize the imo/lement and il1l'estment of the 
private sector. 

According/l·. our Task Force sought to develop a 
system that would be 10Glllv hased. profit:Jhle. and 
that 1V0uid maximize the priv:ttl: sector's invest­
ment in afford:Jhle housing. We beliel'e the key­
stone of stich a slstem is ;1 large·selie secondary 

market for rental housing loans. Through the sec­
ondary market , mortgages are originated and then 
sold to financial intermediaries, who typicaUy tum 
them into securities and seU 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 
difficult to imagine that only thirty years ago, there 
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 del'e lopment of effective 
conduits for securitizing and selling mortgages to 
the secondary market-the secondary market has 
grown exponentially. In 19-2. only sn billion of 
one-to-four family mortgages ~-ere sold to the sec­
ondafl' market ; in 1990, that number had reached 
an annual I'olume of $405 biUion. As a result. there 
is now a large, stJble, and relatively inexpensive 
source of pril'ate capital to finance single-famiJ)' 
mortgages. which hJS endured despite the eco­
nomic and tax cycles of the I 980s. 

We believe that it is possible to achieve for 
multifamill' housing what has heen achieved for 
singl-e-familv housing. albeit on a more modest 
scale. We recognize that the single-family system 
cannot. and should not. simplv be tr:Jnsferred to 
the multifamily housing market. Multifamily hous­
ing presents special challenges and opportunities 
that do not exist in the single·family market. But 
the experience of the single·fJmily secondary ma r­
ket sho~s us ~' hat we must do to create a success­
ful secondary market for mliltifamil~' housing loans. 
We must create a standardized first mortgage for 
multifamilv housing. We must ensure that govern­
ment subsidy programs help. wher than hinder, 
the ability to sell the first mortgage to il1l estors . We 
must provide for local, conSistently expen under­
writing and c1evelop a streamlined loan origination 
process. ~Io reover . the sl's tem 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 caU 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 aU of the 
members of the Task Force who have labored so 
diligently for over two years on this project and, 
most especiaUy, the contribution of Kirsten \Ioy, 
who has been our guiding light and is primarilr 

Chaimlan. Battery Park City Authority 
Of Counsel , Patterson, J;lelknap , Webb & Tyler 

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 coUapse 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 weU as adding 
our voices to this great national debate, that we sub­
mit our report. 

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

Wayne E. Hedien 
Chairman and CEO 
Allstate Insurance Company 
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TASK FORCE MISSION 

To propose a predictable, flexible, accessible, and widely-understood system of 
long-tenn 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 
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This report reconunends the development of a 
revitalized system for financing multifamily 
housing in the United States. The cornerstone 

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 reconunendations 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 
key segments of the housing de\Tlopment and 
finance industry. 

Ba~ed on its deliberations O\'er the pa~t two 

ye:lrs. the Task force recommend~ the following 

mea~ures to reVitalize the multifamilv housing 

finance system: 


iI 	 Stambrdizing the key elements of the financing 
of multifamily housing. from the origination of 
nWl1gages to their s:lle to im'estors 

!I 	 Exploring new risk-slJaring mechanisms between 
old and new sources of credit enluncement 

3 	 Collecting information and providing education 
regarding the actual. as opposed to the per­
n:ired. lerel of risk of properly underwritten 
multif:lmily mortg:lges 

:il 	 Streamlining the production proces~ :It the local 
level 

~ 	 Est:lbli~hing a ~lultifJmih' Housing Institute to 
pursue the recommendations of the Task Force 
and, in particular, to create standards for the 
indu~tr)' 

The Task Force recommendation~ 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 nation:!1 

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 low-cost 

units.... The poor ... face high and rising 

rents as the slOck of low-cost housing con­

tinues to dwindle. As a result, millions of 

low-income households muSt live in units · 

that are either 100 costly relative to their 

incomes, inadequate 10 their needs, or 

both.1 


Other reports have likewise documented both 
the increasing number of the nation's renterS who 
are inadequately housed and the serere and widen­
ing affordabiliry gap they experience. Although 
rents have flattened recently in response to reces· 
sian. they remain near historic highs. And the situa­
tion. if anything, may worsen , since mllch of the 
affordable slOck is at risk of loss through abandon­
ment. demolition, or upgrading. 

Two-thirds of all poor renter households remain 
outside the housing assistance ne«;'''ork, depending 
on existing unsuhsidized housing for shelter. For 
those between 60 percent and 100 percent of 
median income, this portion of the housing slOck 
remains a good choice. It often provides. ~ithout 
rent:ll :Issistance, rents at no more than 30 percent 
of income-the definition of afforclability used b\' 
the LS. Department of Housing :lml L'rhan De\elop­
ment (HUD). Thus, except in certain high-cost mar­
kets. much of the existing conventional multif:lmih 
stock is affordable hou~ing. H()\\-ever. ne~' I~' COIl­

structed or substantiall~' rehabilit:lted housing fre­
quenth' must have project-based subsidies to be 
affordable to this group. 

Households with incomes belo~' 60 percent of 
the median generally reqUire rental assistance, 
whether they live in existing housing or in nn\ or 
reh:lhilitated buildings that also hare project-based 
subsidies. 

• 

I William C Apgar, )r., [)~Jlise Dir~squale. Jtan Cummings, NanCl' "!c\.rdle, T!Je Stale oj Ihl! .\({Iioll ·s HIII/silig 19') I . 

Cambridge, Mass .. Tht JOint Cemer for Hou.sing Studies of Harvard Lniversity, 1991. 
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The Proijlem and the OpporiLmi"ty 
Although direct Federal subsidies for affordable 
housing in urban and rural America have shnmk 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 gO\'­
errunent-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 system. 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-\'olume secondary m:lr­
ket that would serve subsidized as well :IS market-rate 
multifamily housing is clear; its tinlely development 
should not be left to chance. Moreover, broadening 
financing difficulties present a dU:l1 opporruniry from 
the perspective of affordabiliry: botll subSidized :lnd 
unsubsidized multifamily housing could benefit from 
a restructured financing system. 1l1is, in its Simplest 
terms. is the problem-and the opportunity-that 
prompted the creation of the National Task Force on 
Financing Affordable Housing. 

The Contraction of Mortgage Credit 
The Task Force first sought to underst:lnd what h:ld 
happened to the old multif:lmily 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 goverrunent 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 Feder:!l 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 creati\'ity 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 :In unfol1un:lte side effect: frag­
ment:ltion. The current practices in multifamily 
hOllsing finance increaSingly di\'erge from what uni­
form practice previously existed: yet for investors. 
uniformity is the key to understandable credit qual­
ifv. The disorganiza;ion of the current system has 
Ii:nited the growth of the nascent multifamily sec­
ondarv m:lrket. contributing to a more than 50 per­
cent decline in mllitifamily 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 fOlir-fJmiJy mortgages developed rapidly, 
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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 model 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 tradition:ll sources; increasingly 
sophisticated financial technology; and some of the 
same deregulation that unsettled the financial sys­
tem. By 1989,78 percent of single-family origina­
tions were sold into the secondary market and the 
:VIBS had become accepted by investors as a legiti­
mate founh asset class, after stocks, bonds, and 
cash. The MBS ' :lbilitl" to secure both a lower inter­
est rate for borrowers and a higher return for 
investors than either could otherwise achieve 
assures it a pernunent place in the capital markets. 

The second:l!)' market has been dominated since 
its inception by the federally-created credit agen­
cies: the Government ;\:ltional :Vlol1gage Corpora­
tion (Ginnie i'vlae), the Federal ;"\ational :Vlol1gage 
Association (Fannie i'vlae), and the Federal Home 
LO:ln ~lol1gage Corporation (Freddie :VIae). These 
institutions purchase mortgages or provide credit 
enhancement in the fom1 of direct or implied gOI"­
ernment gU:lranties, but their acti\'ity has been over­
whelmingly in the area of single-family mOl1gages. 

In recent year.;, two developments luve signaled 
the beginning of a change in this pattern. First, pri­
vate MBS activity has begun to develop using mort­
g:tge collateral not gUJranteed by the Federal credit 
agenCies. Second, there is :In increasing, though still 
sm:lli . volume of tmde in securitized debt other tlun 
single-family mongages-notably commercial and 
multifamily mortgages, :lnd home equity loans. 
These promising developments suggest that a fully­
functioning secondary m:lrket for multifamily mOI1­
g:lges-one with a l:lrger 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 secomla!)' market are too 

numerous to allow the chaUenge 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 mOl1gage 
investment much more attractive to pension funds 
and other institutional investors. 

The Mission of the Task Force 

In this context, then , of contracting mOl1gage credit 
and an increasingly disorganized market , the mis­
sion of the Task Force has been as follows: 

To propose a predictable, j1exible, acces­
sible, and lL'idely-understood system oj 
long-tenn fillancing Jor 1I1ulliJamify 
hOllsing, one that extends to sen'e 
affordable-illcludillg sllbsidized-hous­
illg. More specificall) j the Task Force 
seeks a secondary marketJor afJordable 
I11l1ltiJamily mortgages that is efficient 
and liquid, milch like tbat Jor sillglejam­
ify 1110rtgages. 

Why has the Task Force focused its attention 
specifically on access to the capital markets? As sug­
gested abol"e , the answer is rwofold : to gain better 
pricillg (lower interest rates). but more impol1antly. 
to g:lin continuing access to mortgage credit. These 
rwo features are most readily available in the capital 
markets. J marketpbce that is n:ltional in scope and 
where high volume offers liquidity. A housing 
finance system that reduces the cost and impro\"Cs 
the :II:1iJabilit)' of mOl1gage credit across the entire 
spectntm of multifamily housing would be a major 
contributor to affurdability. 

Findings 

Over the Course of its more than rwo years of work , 
the Task Force has arrived at the following general 
conclusions. 
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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 any 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 th~t write·offs will be t~ken 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, mitig:lte them, and compen· 
sate the pri\'a te 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 govenunent at every level. [n fact , the pri\'ate 
sector can only do its job in the mortgage credit sys· 
tem if gO\'ernment is performing its job effectivel\'. 
Further. maintaining constant and predictable polio 
cies is as important as fulfilling a role in the first 
place. Frequent policy changes and the uncertain£:' 
they engender are among the greatest threats to a 
healthy multifamily finance system. 

In addition, there is a connection berween direct 
subsidy dollars and a healthy mortgage credit sys· 
tem. Subsidy dollars are the scarcest and therefore 
the "most e~pensive" 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 subsid ized 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 im·estors. 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 
di\'erse-and balanced-makeup of the Task Force. 
Because it was designed to include all partiCipants 
in the housing finance system-lenders, 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 
"realit)' 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 spectnInl of multifamily housing. 
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Summary of Task Force Recommendations 


ORIGINATING THE FOOT MORTGAGE 

• 	 Create a mode! first mortgage instrument for 
multifamily housing loans, This mode! would 
include the following key provisions, which 
meet the needs of investors for predictability of 
cash flows and liquidity, while acconunodating 
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 equiry in\'estment for 

acquisition or new construct ion, which­
- in the case of a for-profit de\'e!oper, must 

include a contribution of the 
developer/sponsor's own cash 

-	 in the case of a nonprofit de\'eloper/spon­
sor, may consist of grant funds 

• 	 Accommodates low-income housing tax 
credit projects by­
- recognizing the requirements of limited 

partners 
- recognizing tile value of tn credit equiry 

in an appropriate wa~' in the financial 
structure 

:I 	 Develop a common approach to underwriting 
that recognizes the unique strengths and risks of 
affordable, and especiaUy subsidized, housing­
an approach that, while incorpor:uing numerical 
ratios and guidelines, allows flexibility and dis­
cretion on the part of expert originators, 

• 	 Create appropriate and rigorous qualifying crite­
ria for seller/servicers of affordable multifamily 
mortgages, These criteria should emphasize: 

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

• 	 Local market knowledge 
• 	 Periodic re-quali.fication 

• 	 Standardize loan documents and forms across 

the industry, 


STANDARDIZING THE SUBSIDY 

• 	 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" mortgage and for any other 
subsidy instruments, in order to standardize 
them as much as possible, 

GETTING TO THE CAPITAL ~l\RK.ETS 

• 	 Work with the rating agencies to design a uni\'er­
sal risk-weighting system uniquely suited to mul­
tifamily housing (from market-rate to subsidized) 
that wiU 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 mortgJges, 

• 	 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 Afford3ble Housing Act 
monies to fund resen'es or otherwise support 
credit enhancement progr3ms 
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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 

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

II 	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. 

II 	 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. 

II 	 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 \'iew to restoring FHA as an effec­
tive multifamily mortgage financing verucle . 
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-year 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 

II 	 Encourage local communities to carefuUy 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. 

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

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

REMAINING BARRIERS 

II 	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 defJult 
• 	 Establish a database using common defini­

tions of mortgage chJracteristics, 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 rustorical d;Ha 
and track the factors affecting successful 
lending and underwriting that are identified 
in the research. 

II 	 Develop educational progrJms and materials for 
investors and their Jd\'isors, consultants, and 
lawyers to inform them regarding the risks and 
returns of affordable muJtifamily mortgages as an 
asset class, demonstrating that such loans can be 
profitable and are not necessarily risky . 

II 	 Undertake a thorough review of Federal, state, 
and local laws and regulations affecting multi­
famil y housing investment. This review should 
focus on dispelling misperceptions of invest­
ment risk, identifying actual barriers to invest­
ment , and , if necessary, re\'ising or 
reinterpreting such laws :md regulations to per­
mit or encourage investing in prudently-under­
written multifamily mortgages and 
mortgage-backed securities that provide nurket­
rate ret urns. 
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NEXT STEPS 

• 	 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 
hOllsing 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 
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ORIGINATING THE 
FIRST MORTGAGE: 

REcONCILING SThNDARDS 
AND FLEXIBILITY 

RECOMMENDATIONS 

• 	 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 projeds 

• 	 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 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 

• 	 Standardize loan documents and forms across the industry. 
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O
ne of the Task Force's key findings is that 
multifamily investing-to be successfuJ­
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 equiry-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 
10 the standardization of credit qualiry, an essential 
requirement of investors (see also the discussion in 
chapter IV, Getting to the Capital ,Harkets) . Stan­
dardization is the key to a large volume of mortgage­
backed securities, and it is volume that provides 
liquidiry and entry 10 the capital markets. Thus stan­
dardization must be preserved in the areas where it 
is critical 10 success. 

However, standardization must not be achieved 
by sacrificing the essential elements of flexibiliry 
required at the local level 10 address various market 
conditions, to allow a knowledgeable local under­
writer to exercise judgment, and 10 accommodate 
unusual but feasible projects. Flexibiliry must be pre­
served in those areas where it is critical 10 success. 

Reconciling these two conflicting require­
ments-the need for standardization and the need 
for flexibiliry-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 IOtal 
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 
10 qualify multifamily originators, that is, to under­
write the underwriters. It is in the realm of multi­
family originators that local diversiry 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 liquidiry, 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 predictabiliry and liquidiry, 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 10 standardize. They 
proved to be surprisingly few: 
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;J 	 The Task Force recom1nl!1lds the creation 
of a model first mortgage instrument for 
multifamily housing loans. This model 
would include the foUowing key provi­
sions, which meet the needs of investors 
for predictability of cash flows and liq­
uidity, while accommodating the needs of 
affordable multifamily housing projects: 

• 	 Fixed rate 
• 	 Standardized term and amortization 

schedule 

• 	 Sta"dardized prepayment protectiOlI 
• 	 Integration ofthe permanellt mort­

gage withforwardfunding concepts, 
to facilitate newly-built and substan­
tially rehabilitated projects 

1) H\:ed Rate. Although a floating rate can 
work weU 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. tile 
Task Force recommends one standard term and 
amortization schedule. Currently, a variery of both 
are used. ranging from 25 to 40 yea rs in the case of 
subsidized projects and from 5 to 40 yea rs in the 
case of non-subsidized projects. 

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

In addition, the standard term selected must he 
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 predictabiliry for the investor, even 
though the probabiliry of prepayment of this rype 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 inabiliry to absorb rate increases. 

Gap Financing: The Bells and Whistles 

The financial structure of a subsidized housing pro­
ject rypically has three components: the first mort­
gage, the gap financing , and the equiry. 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 tills the 
deficiency, or gap, that appears because the first 
mortgage amount and the equity typically do not 
co\'er the entire project cost. (fhe gap finanCing 
may actually be sever:t! pieces and may be donated 
rather than loaned .) Subsidies generally come from 
the public sector :1I1d most carry with them some 
form of lise restriction designed to maintain afford­
able rent levels over the long term. 

II The Task Force recolt/mellds that subsi­
dies ill the fonll of gap financing be 
accepted as lollg as tiJey are properly 
structured to be fully subordinate to the 
first mortgage. 

Subsidies today most often take the fo~ of a 
second mortgage. There are a wide varierv of such 
second mortgage instruments. However, the two 
discussed below-"hard seconus " and "soft sec­
onds"-are gener:lI categories into which all ot hers 
can be classified. [n 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 reconunendations on how 
to properly structure subsidies to protect the salabil­
ity of the first mortgage, see chapter UI, 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. Asoft 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 :md 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 motiv:ned 
by the opportunity to earn profits and by concern 
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
nersh.ip 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 tJ...X 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 tJ...X requirements will remain extremely 
important. 

The presence of tax credit equity can also have 
an in.fluence on the value of the project (see the dis­
cussion on determining economic value under T7Je 
Art of Ulldenuriting, below). 

In addressing the treatment of equity, the Task 
Force reconunends a "conunon 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, 

• 	 The Task Force recommends a common 
treatment oj equity that accomplishes tbe 
jolwwing.­
• 	 Requires a sponsor equity investment 

jor acquisiti01l or new construction, 
wbicb- • 

-	 ill the case oja jor-profit devel­
oper, must include a contribution 
ojthe developel"/sponsor's own 
cash 
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- in the case oja nonprofit devel­
oper/sponsor, may consist oj 
gmntJunds 

• 	 Accommodates low-income housing 
tax credit projects by­
- recognizing the requirements oj 

limited partners 
-	 recognizing the value ojtax credit 

equity in an appropriate way in 
thefinancial structure 

The Art of Underwriting 
Underwriting is the identification and evaluation of 
risk ; as such, it is an art, not a 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-bm­
il)' underwriting has been; it cannot be reduced to 
fonns and fonnulas , and there are few rules that 
cannot be broken in some circumst:lOces. 

Even though the present real estate envirorunent 
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, 

II The Task Force recommends development 
oj a common approach to lInderwl"iting 
that recognizes the unique strengths and 
risks oj affordable, and especially subsi­
dized, housing~n approach that, while 
illcorporating numerical ratios and 
guidelilles, allows flexibility and discre­
tion on the part ojexpert originators. 

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

would provide the underpirutings of a new underwrit­
ing approach. However, until such data are available 
and the fact-based detemtinants of default for multi­
family housing are bener understood, the Task Force 
decided not to recommend specific numerical ratios 
or guidelines for underwriting standards. Future 

research may provide guidance for developing more 
meaningfulloan-to-value and debt service coverage 
ratios. In the meantime, the outstanding perfonnance 
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 successfuJJy on a large scale (see W'hat'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, rdther than prescribed stan­
dards, the Task Force has identified key issues to 
conSider in evaluating projects. These are listed 
below, with brief conunents on how to approach 
each one. It should be emphasized that if knowl­
edgeable judgment is not exerCised, the result will 
be to miss profitlble lending opportunities, on the 
one hand , and to waLk btindly into high-risk situa­
tions on the other. 

1) Market Analysis_ Market analysis matters in 
underwriting subsidized projects, but it plays 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 pennanent these 
restrictions are. In such cases, the fact that rents are 
below market may not be particularly relev:lOt ; the 
more important question is how the project com­
pares in price and quatity 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 detennining the amount of the 
first mortgage, with due regard for the lengtn of the 
contract (should it be shorter than the mortgage 
term) and for any insurance or stand-by mechanism 
to compensate for a short-tenn contract. 
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develop clear and rigorous criteria for managers of2) Management The managers that succeed 
multifamily and especially subsidized projects.with subsidized housing projects are different from 

those that succeed with market-rate projects. On 3) Borrower. Nonprofit developer!borrowers 

the one hand, subsidized housing projects may have are common in subsidized multifamily projects. The 

a captive market and therefore low vacancy rates; lender must be able to evaluate the capabilities and 

on the other, they can be difficult to manage and creditworthiness of nonprofits, which, like for-prof­

may require the manager to deal with neighborhood its, must meet threshold requirements of compe­

issues as well as on-site ones. Although strong and tence. A number of specialist-originators have 

experienced management is essential for success, developed appropriate criteria for evaluating non­

once it is in place, the risk associated with a subsi­ profit borrowers. For-profit developers of the "mom 

dized project may be lower than for conventional and pop" variety are also an important customer 

ones, which continue to be subject to greater mar­ segment that lenders should learn to evaluate. 

ket risk. It is evident that the industry needs to 

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 irulOvative 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. (SAt\1CO), a 
statewide for-profit lender consortium in 
California; TIle Community Preservation 
Corporation (CPC), a New York City non­
profit lender consortium; the South Shore 
Bank in Chicago, a commercial bank; and 
the Farmie Mae Delegated Underwriting 
and Servicing (DUS) program, begun in 
1988, which built upon Farmie 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 a11lend at or near mar­
ket rates; but they have a public purpose 
as weU. 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
tery). 

All of these organizations or programs 
have turned in strong performances. 
Since its creation in 1969, SA.I\1CO 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 
Farmie Mae DUS program to date has an 
exceUent 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 I1l.Ultifamily 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. 
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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. Asup­
portive network of neighborhood organizations and 
instirutions is particularly important; adequate ciry 
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 often desirable from the standpoint of 
neighborhood stabiliry. 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 communiry 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 abiliry 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 \.0 (100 percent coverage) to 1.3 
(130 percent coverage) or even higher, with the 
risk 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 detennination 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 principaUy 
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 severiry 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; accepfable 
ratios range anywhere from 60 percent to 90 per­
cent. But for affordable housing projects with 
capped rents, re-sale restrictions, or subsidies, the 
ioarHo-vaiue ratio has less utiliry. This is so even 
when value has been determined in a meaningful 
way; the debt service coverage still has more utiliry 
in determining risk. 
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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-ta-value 
ratios may vary depending on the project, pa11icu­
lady 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
iry 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-ta-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 apprais:!1 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 ris!,.'y 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. Alarge 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, 

• 	 The Task Force recommends the creation 
oj appropriate and rigorous qualifying 
criteria Jor seller/servicers ojaffordable 
multiJamily mortgages, These criteria 
should emphasize: 

• 	 Specialized competence in multifam­
ily housin& including that which is 
subsidized 

• 	 Local market knowledge 
• 	 Periodic re-qualificatioll 

Few housing lenders are well qualified at present 
in the area of multifamily lending. let alone lending 
to subsidized projects. Standards for identifying 
competent and well-capitalized originators in the 
area of multifamily lending should be deyeloped by 
the national secondary market partiCipants, with 
assistance from knowledgeable specialized origina­
tors such as those discussed abO\'e (see If7Jaf's 

Working), 

It might be productive for the national sec­
ondary market agencies, Fannie ~Iae and Freddie 
Mac, to re-examine their seiler/sen'icer 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 accommollate successful special­
ist-originators such as those discussed abO\'e 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, 

I t is this process of qualifying originator/ser­
vicers that-performed successfully-can make the 
critical maniage 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
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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-restric£ive 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, 

• 	 The Task Force recommends that the 
regal documents that formalize the appli­
cation, appraisa~ commitment, mortgage, 
and any other features of the financillg 
be standtlrdized across the industry_ 

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

No More "eRA 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 fulJy 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 return. 

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 to invest. Subsidies to pro­
jects would be explicit and separate, not hidden by 
credit mechanisms. QnJy then can the volume to 
support a liquid secondary market be achieved. 
When that happens, regulated financial institutions 
will have a vehicle for fuliilling their communi!,)' 
reinvestment responsibilities without ab:lOdoning 
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 
AND SOCIAL OBJECTIVES 

• 	 Create a standard "soft second" mortgage instrument that­
• 	 Is fully subordinated to the first mortgage 
• 	 Facilitates production 

• 	 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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I
f multifamily rental housing is to be affordable 
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 
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 secondlry 
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 practi­
cal way that facilitates the project, rather than 
overburdening it with transaction costs. The project 
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 rea: 
sonable opportunity for profit as well. These practi­
cal considerations are as important to the first 
mortgage lender as they are to the developer. 

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 
mortglge 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. Ln 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 
seco!Jd-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), lnd 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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• 	 The Task Force recommends that a stan­
dard "soft second" mortgage instrument 
be created that: 
• 	 IsfuUy subordinated to thefirst 


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
tiallyall 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 Atfordability 
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 levels (as a percentage of HUO 's fair market 
rents for the region) and/or tenant incomes (as a 
percentage of area median household income). In 
addition, for mLxed·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 HUO's Community 
Oevelopment Block Grant (COBG) program. For 
projects to qualify for COBG 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 COBG: 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 derailed here and in the sec­
tion that follows. To have a "cie:lO- 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 , nlmy 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, 

• 	 The Task Force recommends that the fol­
wwing provisions to protect tbe first 
mortgage be incorporated as essential 
features of a standnrdized soft second 
mortgage illstrument. 

1) Flexible Use Restrictions. The use restric· 
tions that accompany the soft second should be as 
broad and as flexible as possible. In [he event that 
the first mortgage is in danger of foreclosure (in 
"financial distress " in the language 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 mortgage lender 
will be wary of a project that requires below·market 
rents or tenant income restrictions that could prove 
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uneconontic 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 nonperfonnance of 
either financial or use obligations, then it is essential 
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 Pennanent 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 redel'e]­
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 
nonperfonnance shoulu not continue past the certi· 
fieu 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 011 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 aduitions to reserves 
requireu 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 tenns shoulu 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 spelJed out. Subordinated 

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

5) The Tenn of the Soft Second Should 
Equal or Exceed That of the First Mortgage. No 
repayment of principal should be required during 
the tenn 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 loan 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 tenns of partiCipation of the sub­
ordinated lender (if participation is required at aU) 
in the proceeds of a sale, syndication. or refinanCing 
should be clearly defined. As in a com'entional 
tr.lI1saction, 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 al'ailable to rebuild and 
should not be required to be applied against the soft 
debt. This is especially important in the case of t:IX 
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, m:m)' subsidy 
prol'iders 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 
detinition 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 
imp:tired. 
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10) Matching Limited Partner Provisions. 
Any provisions of subonJinated loans th:1t deal with 
the rights of limited p~rtners should correspond to 
those of the first mortgage (see recommendations for 
originating the first mortgage, chapter II) , 

The Practical Goal: 
Facilitating Production 
Another group of kel' provisions can be termed 
"production prOlisions," Though not necessarily a 
factor in balancing :1 project's financial and social 
objectil'es, they are pr:lctical considerations th:1t 
allow the project (0 Ilappen more easily :lnd to be 
managed more successfully mer time: they may 
elen be neceS~:II' Il) :i1llllY it to i1arpen :/t :tll , th 
providing for :Iccep(;lble lereh of risk and return for 
the delelopcrl'I)(1I1~or, Ihey [':lcilit:tte lin:lnci:ti 
structuring, prol'ide t1nibility, and reduce negotia­
tion time :IS II-ell. ThlTdore, 

• 	 TIle Tnsk Forei! ri!co/llll/elufs tIJi! folio//' · 
illg pro/'isiolls to faci/itnte tIJe jJrodllc­

tioll ofnjJort/uiJle /11l1ltij[J/IIi/\' IJo/lsillg 

1) Designation of a "Lead Suboruillate 
Lender." Tile discu~~il)!l in Ihi~ ch:ljlter :lIlticip:ltcs:1 
role in project tin :lllcing I'(JI' clJuil\. fi rsl Jllong:lgc, 
and soft secund p:lrticq);l[l[s IlllIl'CIU, n1: lnl' :Iilord­
able hOllsing I)rojcc'ts illl ollc :Idditionai ~()urces of 
financing; oftcn suilsidl i'i obtaincd ['rom (\lrl't Of 

more SOurces, Allot' till: ,'iul'si(iI I)lmiders, ()ttell 
working in different Icgal :Ind liscil ClJllIc:\ts, tllllst 
meet the st:1ild:lrd~ idcnlitinl hcrc, l)csigll:lting :1 
lead subordin:lte lender c:ln sillJplih the process of 
finanCial stll.ICturing Ivlll'1l a prol)el'[\' is initialh' 
financed; it Clll be CITIl Jllore critical in situations of 
property distress, Il'hen quick action is often needed 
and public policy goals may be ill starkt:st contlict 

the need to [lroteCi the first mortgage invest­
ment. By coordill3ting communication and decision­
making among aU particip~nts, the lead subordinate 

simplify both of these complic:tted processes, 

2) Latitude to Tailor the Interest Rate and 
to the Requirements of Individ· 

Projects. The interest rate and amortization 
of the soft second embody the subSidy 

lIlakes it finanCially feasible to Jchieve housing 

affordability, On the one hand, a subordinated 
lender quite understandably wants the interest rate 
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 Jow 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 
Jppraised v~lue of the property, Because a project's 
rentJI income is often constrained bl' the use 
restrictions of the soft second, the economic I'alue 
of the property, as defined by :In income· based 
appraisal. is often less than the del'e!opment cost. 
,\s IUll~ :IS the soft second is fully subordinated as 
described in tile preceding section, the tirst mort· 
g:lge holder ~llOUld not object to this situatioll , F() r 
illU~t t:1:\ credit proJl'cts, 11Ol\'el'er, :I[lpr:lis:ll~ 1l11I ~ t 

equal hoth the first and second morrg:lge (Icht In 
these cases, :lp[lraisals that uke into :lccount the 
1:IiUl' ()f the credits should be accerted 

-:i) ~on·Recourse to the Borrower. Thc !Jor­
ro\ler should h:II 'e no person:1i oblig:ltiol1 [() ['cpal 
Ihc ,\)I't 'CCOlld, Ilhich is secmed !JI' the propcrtl' 
Oil II', , \11 nception to this prmisiol1 mal' est:lbli~h 
the personalli:ll)i1irl' of:1 t()r-prolit bOIToII 'c:' ~'o r 

tr:lud , II ' a~te , or loss ari~ing ullder enlirolllllt:IlLII (lr 
other in(il:illllitiD, 01' for irnpro[ler dil(:rsioll or' 
tund~, 

;) Reasonable Allowance for Profit and 
Return On Equity. There should be cic:lr detini­
tions of :till)\\':IiJlc pratit alld ol'erhead t'or thc delcl· 
opel', of allol\'able return 011 equi[l', and ()f tlTillS of 
p:lrticip:ttion ill the net rrocenls 0[' a sale, sl'lldic:l ' 
tion, or retinancing, In :l t:l:\ credit project. requirc" 
mentS for return on equity "ill he dril'en hI currellt 
pricing in the equity markets , 

6) Forward Conunitment. Ideall\' , the soft 
second should be a forward commitment for com, 
bined construction :lI1d permanent fin:lI1cing , with 
the subordinated lender'S funds to precede the COIl­

I'entional construction funds into the projel'l, If the 
subordin:Hed lender does not participate in the con· 
stll.JCtion 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 coUateral where appropriate, such as in the 
case of a conversion of some or aU of the Wlits 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 (;LX requirements. 
If 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 outrighl 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 aU the legal instruments 
include the appropriate key provisions, but they 
should not conflict with one anolher. Therefore, 

• 	 The Task Force recommellds tbat a man­
ual of acceptable legal provisions be 
developed for use with soft second mort­
gages and other subsidy ;nstntmems. 
Such a manual could be drawn on as 
needed, in a "mix and match" fashion, to 
standardize these instntmetlts as much 
as possible. 

To the extent thal 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 . 
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GETTING TO THE 
CAPITAL MARKETS: 

RECONCILING BORROWER 
AND INvESTOR NEEDS 

RECOMMENDATIONS 

• 	 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. 

• 	 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 local 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 


• 	 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 eco­
nomically securitize subsidized projects in the $250,000 to $2 million range. 

• 	 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. 

• 	 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 indude­
• 	 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 

• 	 Whether the mechanics of current insurance programs provide FHA with suffi­


cient flexibility to respond to problems relating to troubled loans 
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T
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 
local borrower. But the abiliry 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 \'inual disappear­
ance of Federal mongage insurance. have obliterated 
the old route to the capital markets. Asatisfactory 
new one has yet to be m:Jpped out. 

The Need for Credit Enhancement 
What is credit enhancement and why is it needed) 
Consider that if the capital m:Jrkets are to be 
accessed , then the same first mongJge 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 ryp­
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 rypically 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. It then offers investors its own securiry, 
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 mongage or pool of 
mongages bears a universaIJy-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 
in\'estor essentially buys the securiry of the credit 
enluncer; in this way, the mongage or pool of mon­
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 
a\'aibble are that the term of the contracts may be 
less than the term of the first mongage or contract 
funding constrained by the appropriations or bud­
get practices of a particular jurisdiction. Insurance 
or some form of credit enh:lncement is needed to 
maintain credit qualiry in case shon-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 shonfJlls 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 credit qualiry, discussed below. 

Standardizing Credit Quality 
For a multifamily mortgage or pool of mortgages to 

obtain credit enhancement, it is essential to be able 
to determine credit qualiry. There is currently no 
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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 institutional 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 risk:' an investment is multifamily 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 Institutions 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 
enough 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 sm:cessful 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, 


• 	 The Task Force recommends that, in 

cooperation with the rating age1lcies, a 

ulliversal risk-weighting system be 

designed that is uniquely suited to multi­

family housing ([1"Om mm-ket-rate to sub­

sidized) and that will ,neet 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 
TI1e 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 Role, 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 multifamily mortgageS-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 cumbersbme 
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 th~ economy due 
to sllch things as volatile interest rates and changing 
tax laws. In addition, the labor-intensive nature of 
multifamily underwriting and the level of expertise 

27 





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 generaUy 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 usuaUy 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 AM Duff 
and Phelps claims-paying ability rating of its affiliate, 
Asset Guaranty, GRS provides credit enhancement 
for tuable and tax-exempt bonds issued by public 
authorities and private trusts. It uses stringent 
underwriting criteriJ and typicJUy requires 20-40 
percent recourse to the borrower. 

For the near term , the prospects for the priv:lte 
insurance industry in providing credit enhJncement 
are not bright. However, GRS is currentl), working 
with a mJjor bank Jnd J large state housing fimnce 
JLlthority to develop a 15-year product for financing 
low-income housing wx credit projects. According 
to GRS, this program Ius the potential to Jccommo­
dJte smaJJ affordable hOllsing projects in pools JS 
small as $30 million on J slmed-risk basis between 
GRS and the bJnk. 

Risk-sharing is not a new idea. However, as a 
result of the current lack of full-coverage insurance. 
there is increJsing emphasiS on developing Jlterna­
tive risk-shJring arrangements. In such arrange­
ments, more than one entity may participate in the 
risk of a particular project, bJsed on such things as 
the particular reiJtionship e:tch hJS to the project or 
their particular expertise. For eXJmple, the devel­
oper, the lender, or a muniCipality-being closest to 
the project-might be comfomble taking J 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 wa), to limit the loss 
that would be borne by anyone parry, irs more 
important function may be simpl)' to make aU 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 incent.ive 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-efticient form of internal credit enhancement. 
~lore effort to develop such structures is needed 
and could be helped consider.lbly by stJnd:udizing 
credit quality and by relaxing the risk-based capital 
requirements that currently hJmper banks and 
thrifts from pursuing this option. 

1l1ese bank regulJtions pose a serious impedi· 
ment to risk-sharing. For example, Fannie Mae's Del· 
eg:lted Underwriting and Sen'icing (DUS) progr.lm 
utilizes the principle of risk-sharing for multifamily 
loan purchases. Unfortunately, since that program 
began in 1988, new regulations ha\'e been put in 
place through the Financial Institlltions Reform. 
Restructure and Enforcement Act (HRREA) . These 
reforms in effect penalize a fin:tncial institution for 
retaining partial recourse on loans it selJs-it must 
retain 100 percent of the risk (with the attendant 
impact on its capital requirements), even if it rewins 
onl)' 20 percent recourse on the sold loan. This dis­
incentive penalizes both multifamily origination and 
securitizJtion Jnd hJS cut severel), into Fannie's 
DUS business. Therefore, 

• 	 The Task -Force recomme1lds that tbe 
Federal govemmellt review and cot/­
sider revisi1lg tbe risk-Weighted capital 
requireme1lts oj FIRREA tbat discour­
age multifamily ie1lditlg a1ld the securiti­
zatiot/ ojmultifamily mortgages. 
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Risk-sharing is a rational and effective alternative 
or supplement to credit enhancement. It seems not 
only appropriate bur 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 
(SO NYMA) , which provides mortgage insurance on 
individual projects. SOI\f'\NI.A. 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 aU 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 multifamily mortgage 
insurance program that have been critical to its 
acceptance among institutional investors include 
the following: 

• 	 Dedicated Funding. The program is funded 
by a dtdicated 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 tqual to 75 ptrcent of 
the unpaid principal balance of the loan. 
Where pension fund purchasers are involved, 

SONYNlA covers up to an amount equal to 
100 percent of the unpaid principal balance 
for the same types of losses. 

• 	 Clear Loss Recovery Mechanism. 

SONYNlA'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, SONYNlA 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 SONYNlA to achieve broader access to 
the capital markets. 

The SOND-lA model is a useful one. However, 
it may not be feasible in aU 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 goverrunent 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 ha\'e 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 potentialJy pivotal partici­
pants in a revamped housing finance system. 

In addition, states could explore creative uses of 
funds available undtr the National Affordable Hous­
ing Act for credit enhancement. Capitalizing a mort­
gage insurance agency like SO NYrvlA , for example, 
or increasing the reserves of a housing finance 
authority to better position it for a credit enhance· 
ment role could provide excelltnt leverage for pub­
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lic funds . Therefore, 

• 	 The Task Force recommends investigat­

ing the Jeasibility oj new state and local 

agency roles in providing multifamily 

credit enhancement, such as the Jollow­

ing: 


• 	 Development oJmortgage 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 oj National AJJordable Housing 
Act monies toJund reserves or other­
wise support credit e1lhancement 
programs 

• 	 Development oJnell' risk-shari1lg 
arrangements betwee1l the Federal 
mortgage agencies, state bousillg 
finance agencies, and others; explo­
ration oj reinsurance and other risk­
shari1lg strllctures sbol/ld be a top 
priority 

Fannie and Freddie 

Fannie Mae and Freddie MJC are the most stable and 
successful institutions in the otherwise unsettled 
housing finance system. Despite the tempor:lry 
withdrawal of Freddie Mac from the multifamily 
arena while it retools its program, both of these 
organizations wiU 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 ha\'e 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 to 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 direct housing subsidies; the 
cap on tax-exempt bonds; and weakened demand 
due to overbuilding. Such expectations are a slife 
reCipe for losses and ultimate coUapse, as befeU FHA. 

\Vbat 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 J general posture the Federal mortgJge Jgen­
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, layered 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 
undemrite each one. A role in reinsuring local or 
regional insurers such as SONYNlA should be J top 
priority. Therefore, 

• 	 11Je Task Force recommends that Fannie 
Mae and Freddie Mac expand their exist­
i1lg programs to make them morejlexible 
and better able to accommodate subsi­
dized projects. 

The Mechanics: Pooling and the 
Need for Conduits 

Large, rugh-quality loans may achieve access to the 
capit:!l markets through the Federal mortgage agen­
cies or in some cases through private bond insurers. 
The bigger chaUe-nge is to take the mortgages of 
many small subsidized projects-collateral that 
couldn 't otherwise be sold economicaUy into the 
secondary market-and to create a bond more 
acceptable to the market than the underlying coUat­
eral. This can be done by 1) pooling loans to create 
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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 
hampered by the number and variety of originators, 
by the small size of loans (sometimes well below 
$1 million), and by the need for a high volume of 
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 chaUenge of securitizing a pool of mul­
tifamily mortgages is not just financial; the mechan­
ics are fonnidable as weU. 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, 
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
tion 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 condUit function, each for a limiteu sector of 
the 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 loans in pools of other­
wise conventional loans or by aggregating pools of 
like loans are among those that bear investigation. 
Therefore, 

• 	 The Task Force recommends that Fannie 
Mae and Freddie Mac investigate ways 
that tbeir MRS pools can be used to eco­
nomically securitize subsidized projects 
intbe $250,000 to $2 miUion range. 

Afew large originators securitize their own port­
folios for sale directly to the market. In addition, a 
small number of nonprofics, notably the Local Initia­
tives Managed Assets Corporation (U~L\C) 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, 

I 	 The Task Force recommends investigat­
ing the feasibility ofa system of nationa~ 
regiona~ and/or local private conduits 
tbat, in conjunction with tbe Federal 
mQrtgage agencies, would belp create, 
poo~ credit enhance, and perbaps buy or 
sell smaller affordable bousing 111011­

gages in tbe secondary market on a 
larger scale tban is presently being done. 

Such conduits would specialize in bringing mort­
gages of affordable, including subsidized, multifam· 
i1y projects to market as deSCribed above. With 
proper capitalization, conduits would be able to 
provide some recourse as well, eaSing the waYJo 
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 fash.ion to best assure self·suffi· 
ciency and longevity, its aim would not necessariJy 
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be to maximize profit. A modest profit or even a 
break-even performance should be acceplable 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 liquidiry but which would like to 
retain loan servicing and fee income could benefit 
from such a conduit. Similarly, nonprofit organiza­
tions, utiliry companies, financial institutions, and 
Slate 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 
ofa 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 I3rge 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, 

• 	 The Task Force recommends that the 
Federal government 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 gov­
ernment to bear, with a view to restoring 
FHA as an effective multifamily mortgage 
finandllg vehicle. Issues to consider 
include­

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

• 	 The Federal govenzment role in insuring 
against political risk, such as that OCca­
siolled by 5-year subsidy commitments 
for projects with long-termfinandng 

• 	 Whether the mechanics ofcurrent insur­
a/lce 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. 

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

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

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 prerequisite 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 DEUVERY 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 rehahilitate 
or to construct an affordable housing project is an 
awesome task for a project developer. Assembling a 
workable financing package-the task of achieving 
feasibiliry 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, aU intended to spur the production and 
preservation of affordable hOUSing-are complex 
and dispersed. The diversiry of programs has actu­
aUy 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 ciry departments and sometimes from as 
many as three levels of go\"enunent. If you combine 
the complexities of govenunent 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 necessiry 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 govenunent support may be \'ery 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 nO! 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. 

Asignificant "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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g 	 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 pubI.ic 
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. 

Ironically, 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
maUy among a handful of investors. 

DEVELOPER/SPONSOR PROBLEMS 

Problems in resource delivery h:1ve resulted in :1 
decline in the number of for-profit developer/spon­

sors of affordable housing. Whereas FHA insurance, 
t;LX benefits, and Section 8 subSidies once made for a 
profitable specialty, aU 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, 
O\'er 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. 
ivlost 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 de\'el­
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 Fanners 
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, politic:li, 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 detennining 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 a lOCality-includ­
ing local land values and the cost of labor 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 fonn of NIMBYism may 
be barriers. In addition, potential rural developers 
confront a lack of physical and institution:li 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 enonnous 
variety of local environments, some would argue 
th:1t 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 
ch:mging 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 components 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, 
beclUse they are potentially replicable if cus­
tomized for a particular lOCality. However, these 
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approaches are principally iJJustrative; they are not 
the onJy solutions. Nor are they mutually exclusive; 
most conununities 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 19BOs, 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 conununity demands and to the 
requirements of the Community Reinvestment Act. 
CRA calls for federally regulated financial institu· 
tions to meet conununity credit needs. The crea­
tures of local banking conununities, lender 
consortia are focused principally on the problem of 
resource delivery, often addreSSing public sector as 
well as private sector resources. But they also arne· 
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 
two-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 taiJored to fit the local 
politiCS, housing stock, and housing economics, and 
they have usually forged at least an informal partner­
ship with 10caJ 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 (SAl\1CO) of California, and the California 
Community Reinvestment Corporation (CCRC). 

Some consortia, such as The Conununity Preserva­

tion Corporation (CPC) in New York City and The 

Conununity Lending Corporation (CLC) of upstate 

New York, are regional. Both CPC and SMICO 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 
Conununity 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 $BOO million. 

SAl\1CO, another volume lender, has financed a 
cumuJative total of $274 million for over 9,000 mul­
tifamily units throughout California. In 1990, $52 

million in permanent financing made possible I ,BOO 
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. SAl\1CO, 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 govenunent programs with construction and 
permanent financing from its private-sector spon­
sors, CPC has made formerly arcane programs 
accessible to smaU 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 nlm 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 ability to reli­
ably incorporate the economic value of those bene­
fits into its mortgage underwriting. It finds the 
piece of the affordable housing im·estment that is 
bankable; using private funds for that portion 
reduces the need for public subsidies. Under CPC's 
program, if public subsidies are imolved, the,· are 
in aU respects subordin:ue 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 secondJry 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 rypicaUy fragmented 
public and private finanCing vehicles. 

Because they are profitable, or at the very least 
not money losers, lender consortia are permanent 
instirutions; they stand a good chance of surviving to 
remain as a permanent streamlined delivery system 
more stable thJn govenunent. They have the addi­
tion:!1 advantages of JUowing private lenders to 

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

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 govenunent, whose com­
mitment to subsidies and expedited processing 
makes affordable housing possible in New York 
Ciry. 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 chaUenge of using its 
potential to re-shape the larger environment, then 
its impact will not be as great as it otherwise might 
have been. 

HouS\j"G PARTNERSHIPS 

Public-private housing partnerships Jre usuallv 
cirywide 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 swffs 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 nonprofit communiry development cor­
porations (CDCs) to develop CDCs' capacities and to 
assist their projects by providing technical assistance 
and financing. Housing partnerships h:1Ve the abiliry 
to pull off some of the most difficult projects in the 
most difficult neighborhoods. They may work with 
for-profit developers as weU. 
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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 
Jow-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 
pennitting, 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. 

llmitations. 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 leaders. 

SPECIAUST 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 weU-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-<:apitalized 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 smaUer and less experienced 
developers who foHow. 

Specialist development companies also address 
the resource delivery problem by aggregating 
resources themselves just as a com'entional devel­
oper does, on a project-by-project basis. They achieve 
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 IS cities around 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 12;th 
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 weU­
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 smaU number of 
construction lenders with which it has established 
relationships, borrowing funds at both market and 
below-market rates; its permanent financing gener­
aUy 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 weU as low-income housing. 
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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 equiry, 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 envirorunents. 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 goverrunent-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 goverrunent 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 goverrunent mortgage program that com­

prehensively addresses the production problem 

found almost universally in rural areas-a shortage 

or complete lack 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 

tax credits as has often been the case in recent 

years, feasibiliry 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 14 
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 I 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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pOW1ded 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 wilike 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, 

• 	 The Task Force recommends that local 
communities carejuUy 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 W1certainty 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 

Uthe resource delivery problem can be solved, 
the developer/sponsor problem will take care of 
itself, except for W1usually difficult projects. There­
fore, 

• 	 The Task Force recomnumds that local 
government subsidy programs be made 
dependable and accessible by integrating 
them with local private sector financing 
programs and streamlining the delivery 
ofboth. 

3) Asystem 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, 

II 	The Task Force recommends that oppor­
tunities for private participation on a 
profitable basis be maximized in local 
affordable housing 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. 
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EMA NING 

A ERS 


RECOMMENDATIONS 

• 	 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 detenninants 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 fonnat 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. 

• 	 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 Jaws 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 
regulalions to permit or encourage investing in prudently-underwritten 
multifamily mortgages and mortgage-backed securities that provide market­
rate returns. 
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I
n preceding chapters, the Task Force has made 
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 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 eXlraordinary 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 multifamily 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 ERlSA (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 

mon 
years as more of the public funds, particularly the 

mon 
largest ones, have established "economically tar­

Iiqui
geted" investment policies (see, for example, chap­

Fter IV's discussion of investments in affordable 
and

housing mortgages by New York pension funds) . 
largLAlthough information on these types of investments 
sudis limited, indications are that their investment per­
witl"

formance has been generalJy positive. Housing has 
rect"

accounted for the largest share of such investments; 
kno

however, the majority of the funds have been tar­
cee,

geted to single-family housing. 
abo 

The volume of all of these multifamily invest­ mis 
ments together is minuscule, however, in relation to 

CIS, 
the magnitude of total investment capital potentially 
available. Pension funds , for instance, are estimated 

sist,
to have assets of roughly $3 trillion. Currently only a 

hOt
small percentage of these assets is invested in hous­

the
ing, either directly or through mortgage-backed 

im
securities, and most of that is in single-family mort­

gages. In 1989, the top 200 defined-benefit plans 

res· 

gel

had invested less than 5 percent of their assets in 
en,

real estate (mostly commercial real estate rather 
afr,

than housing) and less than 3 percent in mortgages. 
de ' 

If just 5 percent of pension fund assets were 
re:

invested in multifamily mortgages, the amount of 
fie

capital available would approximate S150 billion. 
n:t 

Given the breadth of its present mission, the 
Task Force has not been able to undertake an in­

str
depth review of investor needs and of barriers that 

all
face investors considering the purchase of multifam­

bt 
ily mortgages. However, it has been able to identify 

to 
the types of investor barriers that exist and to sug­

til 
gest, in a general way, how they might be over­

come. These barriers fall into three broad 

m 

in 

categories: 1) information gaps, 2) institutional bar­
tl' 

riers, and 3) regulatory and statutory barriers. 
al 
at 

The Information Gap il 
ti 

A genera/lack of information is one of the primary 
n 

barriers faCing investors w~ho are considering multi­ c 
family housing. First, historical data on the perfor­ k 
mance of multifamily housing is inadequate and r
second, no uniform system exists to track multifam­ I, 
ily performance nationally. Both problems must be 

I
addressed to correctly assess credit quality, accu­
rately predict cash flows , compare performance 
with other types of investments, and precisely price 





mortgages, If these things could be accomplished, 
mortgages would become more easily tradable and 
liquidity would foUow , 

For institutional investors such as pension funds 
and insurance companies, which are among the 
largest potemial multifamily mortgage investors , 
such information is absolutely crucial. \Vhen faced 
with a type of investmem that they perceive-cor­
rectly or not-as very risk-y, 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 m:Jn), cases to 
misperception of its risks as well , especially in the 
case of subsidized housing, 

The first information problem-the bck of con­
sistent and readiIY-:J\'ailable data nn multifam ily 
housing performance oyer time-\\':Js identified in 
the Joint Center report as a major problem for 
investors, The report noted, for example, tlUl 
research is needed to explain the apparent llil'er, 
gence berween the gener:J1 industry default experi­
ence for multif:Jmily mortg:Jges and th:Jt of the 
affo rd:Jble housing specialists who report few if any 
defaults (see discussions in chapters II and V) , The 
real risks of mu ltif:Jmily lending need to he identi­
fied through a better understanding of the cletermi­
nams of delinquency and default, 

The second information problem calls for con­
Structing a comprehensil'e database in a format that 
allows the performance of multifamily mortgages to 
be evaluated, For such a database to be an effectiYe 
tool, common definitions of mortgage characteris­
tics must be adopted hI' all those who supply infor­
mation, This requirement is a difficult one to 
impose, as no such definitions currently exist ; nor is 
there any entiry presentl), charged with developing 
and promulgating them , [f such a clatabJse were cre­
ated and were to incorpome historical data , 
investors could begin to make increaSingly fine dis­
tinctions regarding credit qualiry 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 1001 in reducing risk because it allows 
lenders to underwrite knowledgeably, Therefore, 

• 	 The Task Force recommends that, to pro­
vide the injonllntioll necessary jor 
investors to invest in mlllJifamiiy housing 

in much higher volume than tbey 
presently do, tbe industry take tbejoUow­
ing steps: 
• 	 Immediately l/Ildertake researcb and 


data collection on the past perfor­

mance oj lIlultifamily housing, witb a 

focus Oil idelltifying­
- the determinants ojsuccessjul 


lelldingjor affordable bousing 

-	 tbe key ullderwriting issues asso­


ciated with delillquency and 

dejault 


• 	 Establish a database usil/g common 

defillitions ojmortgage characteris­

tics, ill a/l appropriate jormat and itl 

suffiCient detail to be usejul to 

illl 'estors ill tracking the perjormallce 

oj IIIlIltifamily /oalls over time. Such a 

database sbol/ld illc01porate histori­

cal data alld track thejactors affect­

ing sl/ccessjl/l lelldillg alld 

lllldenvritillg Ihat are idel/lified ill Ibe 

research. 


Institutional Barriers 
Institutional barriers 10 illl'estment in multifamily 
mortgJges consist of procedur:J1. as well as whJt 
mJY be termed "cultur:II." bctors, They are most I'is­
ible in the operJtion of penSion limds, but the\' 
operate to some degree \\'ith ail institutional 
investors , They include gaps in in-house expertise; 
the structure of. :Ind disincentil'es inherent in , the 
pension lilDd :Idl'isor system: and problems of size 
and scale, 

Staff investment expertise varies widely among 
institutional inYeSlOrS, A particular lilDd's st:lff may 
lack experts who are fuUy COl1\'ersant with mort­
gages (particularly with affordable housing mort­
gages) or who can e\'aluate more arcane in\'estments 
such as structured financings , This problem is aggra­
vated by the large scale at which most institutional 
investors in\'esl. The smail scale of most mortgtlge 
offerings requires as much anal)'sis as signiJica11lly 
larger investments: the mismatch creates an ineffi­
ciem use of time for the in\'estment staff 

In addition to the lack of staff expertise or 
knowledge about less common investments, the 
heavy reliance b)' pension lilDds on olltside advisors 

45 





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. TI1erefore, 

• 	 The Task Force recomml?nds the develop­
ment of educational programs and mate­
rials for investors and their advisors, 
consultants, and lawyers to infonn them 
regarding the risks and retUnlS of 
aJfordable multifamily mortgages 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 gm'em­
ing investing was not within the scope of this 
report , in the course of its investigation theTas\.; 
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 multifamil\' 
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 and 
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 in 
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, consultants, 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 situations 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, 

• 	 The Task Force recommends a thorough 
review of Federal, state, and local laws 
and regulations aJfeding multifamily 
housing investment. This review should 
focus on dispelling misperceptions of 
investment risk, identifying adual 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 mortggges and mortgage-backed 
securities that provide market-rale 
returns. 
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RECOMMENDATIONS 

• 	 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 goaJs 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 historicaJ research and the maintenance of an ongoing data­

base on the performance of mUltifamily housing 

-. Providing materiaJs for the education of investors 
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1 

E
ach of the preceding five chapters has ana­
lyzed one p~rt of the complex multifamily 
housing finance system. EJch chapter has 

made recommendations to restructure that partiCLI­
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 II , Onginating tbe First J[ortgage. 

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 
appro~ch that accepts subsidies and equity in fomls 
that are common to subsidized housing. but that are 
also acceptable to investors. To preseITe the flexi­
bilit) of originators, it was also recommended that a 
"common approach " -r.lther than rigid prescrip­
tions-be developed for undelwriting stand:mls. 
The Task Force further recommended the de\'elop­
ment of qUJlifying standards for originators-stan­
dards tim can effect the reconciliation of national 
standards with loc~l tlexibiliry. 

In CllJpter 1lI , Stw/(/(/rdi::ill!!, tlJe SII!JS/(~)'. the 
Task Force made recommendations for standardizing 
the most common fOffil in which subsidies are found 
IOda\·. namely subordin~ted gap tin:lncing. It recom­
mended provisions for standardizing gap tin:lncing, 
both 10 ensure that such fin:lncing is fuUy subordi­
n:lte to the first mortgage (thus making the sale of 
the first mortgage possible) and to f:icilitate produc­
tion, while meeting the social goal of preserling 
affordability . Chapter III also recommended the st;1I1­
dardization of other subsidy instruments. 

Chapter IV, Gellillg to tlJe Capita/ .I1(/rkets, rec­
ommended the development of a new risk-weight­
ing system that would stand3rdize credit qualit) in a 
way that serves both borrowers and im-estors. It 
proposed new risk-sharing 3rrJngements between 
existing and new paflicipams in the housing tinanc­
ing system, and it recommended relising regula­
tions that presently inhibit risk-sharing. It also 
recommended exploring the creation of new con­
duits that would address the mech3nics of gaining 
3ccess to the capital markets for sm311 subsidized 
projects by buying, wuehousing, pooling. and 
credit enhanCing loans. 

Chapter V, Volume Production, made recom­
mendations 10 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 Vl , Remailling 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 dt\'elopment of informational 
materials 3nd programs, and a thorough review of 
legal and regulatorl barriers confronting investors 
who might consider multifamily mortgages. 

In deleloping tl.lese recommendations, the Task 
Force sought 10 consider the multifamily finance 
problem in all its complexi[\-. 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. Consequenth·. none of the rec­
ommendations represents a finalized standard, docu­
ment. or formula . much ;IS these ;Ire 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 
the)' must be implemented before progress is possi­
ble on others. These key recommendations are as 
follows: 

• 	 Create a model permanent first mortgage instru­
ment 

• 	 Develop a common 3pproach to underwriting 
• 	 Create criteria to underwrite and periodically 

requa 1iJ)1originaiors 

• 	 Standardize documents industf)wide 
• 	 Create a standard soft second mortgage 

instrument 
• 	 Design a risk-weighting system to standardize 

credit qualiry for multifamily mortgages 
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• 	 Investigate new state agency roles in credit 

enhancement 


• 	 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 pri­
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 Multiiamily 
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 bener 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 mul­
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' 


- achieve agreed-upon conventions without 

undermining competition? 


- maintain the momentum that has been 

achieved so far? 


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

!II The Task Farce recommends the creation 
oj a specialized institution-lhe Mulli­
Jamily Housing Institute-to pursue the 
recommendations oj this Task Force a7,d 
to become a permanent protectar and 
Jacilitator Jor the mllllijamily housing 
finance system and Jor affordable hous­
ing i1l particular. These goals would be 
accomplished by­
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• 	 Providing aforumfor participants in 
the system to solve problems unique to 
multifamily housingfinance 

• 	 Promulgating standards and conven­
tions for underwriting and other 
aspects ofmultifamily mortgage lending 

• 	 Serving as an information clearinghouse 
• 	 Facilitating historical research and the 

maintenance ofan ongoing database on 
the performance ofmultifamily housing 

• 	 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 possibiliry of becoming a government-sanc­
tioned organization such as FASB should be 
explored by the Multifamily Housing Instirute. 
Another possibiliry 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 reconunen­
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 

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 . 

TItis project was generously funded by AEtna 
Life & Casualty Company, BankAmerica Foundation, 
Chase Manhattan Bank/Chase Conun unity 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 . 

AS 






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 mortg·ages. With 
increased standardization and improved marketabil­
ity of single famil y mortgages, the secondary market 
for single family mortgages burgeoned and dramati­
caUy 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. 

[n this report we try to find out why. We 
examined the process of building and financing 
multifamily housing from the perspectives of aU the 
players - the developer, the lender, the investor. 
the public sector, and the secondary market actors. 
While d:Jta are limited, we analyzed some investor 
portfolios, developer pro formas, contract docu­
ments, underwriting guidelines, and available per­
form:.tnce 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 
!a..'{-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 toU in 
the multifamily market. TIle striking regional differ­
ences in the real estate market caused some :Jreas to 

have particularly disastrous experiences with multi­
family rental housing. The weU-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 bartks 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. 
[ncre:Jsed 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. [n 
Section III we examine the impact of the federal tax 
code and b:Jnk 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 Vwe examine the market for debt and equity 
for rental housing and look at multifamily mortgage 
performance. [n particular, we explore the ways in 
which underwriters and the market try to evaluate 
risk for multifamily housing. FinaUy, 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 Financi:tl 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 1and 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 overaU mortgage 
market.' 

FIGURE 2. -~~~:~ 
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, Data for aU the figures in the report arc provided in AppendL. C. A7 
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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 doUar 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 conunercial 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 traditionalJy 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) repre­
sented only 3% of total originations in 1989, in 
sharp contrast to the early 1980s when FHA's share 
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was over 30%. For mortgage originations of new 
properties onl)', FHA insured more than 52%in 
1982 and less than 8% by 1989. As the FHA 
reassesses its role in the multifamily market, its 
acth'iry is likely to remain at these low levels.2 

C. Holdings 

In 1989, there were $231 billion of multifamily 
loans outstanding, compared to over $2 trillion for 
the single famil)' market. Again, thrift institutions 
are the major player, holding between 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 hle insur­
ance companies stood at 9%, down considerably 

2 St:t: funhcr tliscll:;sion in Sections V.c. Petiorm:.lnl.:t:' :lnd V.D. Cn:uit 
Enhlno:mc:nt. 
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from [7% in 1980 

The large slme of holdings by thrifts carries 
some complicated implications in light of the S&L 
crisis. The new risk-based capital requirements of 
F1RREA 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. [n 1989,47% 
of mu[tifamily construction loans outstanding were 
held by commercial banks (Figure 6). Thrifts held 
36%. 

.l 	Sec s.:c!ion> III.C The (hanging Role of l.t:n~m 1I1~ IV.A. Financing 
Marke! R:l!e Rental HOll;ing for funher disclCision of f1RREA's effects on A9 
multifamily i.nvt's lmc::nt. 





E. Secondary Market Activity 

While there was substantial growth in the sec­
ondary market for multifamily mongage 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 mongages, 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 federaJ credit 
agencies issued S400 million in multifamily MBS in 
1982, S2.2 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 S1.2 billion in 1987, to $ 3.8 billion in 
1988 and do,,'n to $3.3 billion in 1989. Freddie 
Mac 's volume has decreased from a high of S3.4 bil­
lion in 1986 to s600 million in 1989, reflecting the 
problems in Freddie Mac's multifamily performance 
which will be discussed in detail later in this repon. 
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 S6.1 
billion multifamily MBS in 1989, they issued $195 
billion in single family MBS" 

4 loans sold include whole loans. Source: T,ble 3. HUD Sun'ev of Mort­
gage Lending Activit\' . ArulIIll T,bb. Office of Financial ",nJgemen!. 
U.s. Dtpartm<ot of Housin~ and Urban Development. 

S Oat] on kdcr:d credit agency MBS Jcriviry is taken from A SlJ ris ricJi 
Summary on HOUSing and ~lungJgc: fin::mce Acrivitics, 1970-1989,AID T"bb XIV and XV. Economics Department , Fannie M"e. ~\Jy 18. 1990. 

III. RENTAL HOUSING, THE FEDERAL TAX 
CODE AND BANK REGULATIONS 
The data presented in Section II indicate that multi­
family originations have declined since 1986 and 
illustrate the imponance of thrifts and commercial 
banks in originations and investment in multifamily 
mongages. In this section we suggest that changes 
in tax policy explain at least in pan 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 mongage market. 

A. Overview of Tax Treatment 

Since rental hOUSing is an in\'estment asset , the 
return on investment is an imponant 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 
\'ery favorable ta..x status to rental housing. In fact, 
panicularly 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 man)' 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 
pannership. An individual investor builds or pur­
chases a property and often manages it. Limited 
pannerships 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 t;wo 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 198\ CERTA), ERTA, and the 





Tax Refonn 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 Refonn 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 Refonn Act, the tax 
life has been increased to 27.5 years. 

These changes in tax treatment significantly 
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 ta.x life 
and the Acceier:l!ed Cost Recovery System method 
of depreciation under ERTA, 88%would have been 
depreciated by the 13th year6 Under Tax Reform. 
with a tax life of 27.5 years and mandated stnight 
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 lowe! the after tax return 
on rental housing. The marginal ta.x rates of 
wealthy (shelter seeking) investors dropped 
sharply. The ma.ximum marginal tax rate in the late 
1970s was 70%but under ERTA (1981-1986) was 
50%; the maximlUll marginal rate of 28% under Tax 
Refonn 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 Refonn 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 
Refonn 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 198 1-1986. tho Acceler:lled Cost Recovery System (ACRS) 
schedule employed was approximately equivalent to a 175% doublo 
declining balJJlce method in the eJrly year; with a switch to SI •.ught 
line dc:pn:ci:uion in (he lafer years. 

MULTIFAMILY HOUSING STARTS 
1970-1989 

In Thousands 

1000>---- - - - - - - ----- - ­

800-7~~--------------

600 /--+------ -----­

400 -----1r----f--~Ir_-+--~I..__-

200 ---~L---------------

o I t I I I I ! ! , ! I ! I I I I I I I I 

1970 1972 1974 1976 1978 1980 1982 1984 1986 1988 
Year 

Structures with five Of more unih 

Source: U.S. Census Bureau 


investments. For many investors this provision sub­
stantially eliminated the tax benefits of investing in 
rental housing. 

During the debates before passing the Tax 
Refonn Act of 1986, there was considenble 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 Refonn in 1986 multifamily starts 
have declined sharply. 

This decrease in construction should increase 
rent levels. DiPasquale and Wheaton (1992)7fore ­
cast the long run impact of Tax Refonn 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 
Refonn, real rents are forecast to climb by 8% over 
the next decade. 

7 Denise DiPasquale and WiUiam C Wheaton. "The COSt of Capital. Tax 
Refonn. JJld the Fumre of the Rental Housing Market: 1992. fonhcom · 
ing in the Journal of Urban Economics. All 





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 s 

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 pans of the country, "afford­
able" rent levels can only be ach.ieved 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 Jacto 
federal housing supply program by creating the Low 
Income Housing Tax Credit (LIHTC). The L1HTC 
represents the current standard approach to pro­
ducing low-income housing. The program provides 
substantial incentives for investment in 10\\'-income 
housing and often provides the only "equity' found 
in affordable housing developments . 

Under the UHTC, 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 h:ls federal subsidies or tax-exempt financ­
ing. The UHTC provides a 4% credit for acqUisition 
costs.9 

Just over $300 million in tax credits ha\'e been 
available in each of the three years since the pro­
gram's inauguration in 1987. A tax credit dollar is 
available annuaUy for ten years. Hence, the S300 
miUion in t:lX credits available in a given year, if 
fully utilized, results in $3 billion in credits O\'er ten 
years. The initial authorization of $300 million for 3 
years, if all credits were aUocated , was :I commit­
ment of $9 billion over 12 years. 

H We (h()()~t (0 :I\'oid lkbJting ilrrt: wbilh guitldines ro liSt' in defin ing 
Maffonbhlt hOllsing- and inslt'JU rt"cogniz(;' ~I(lw· anu modt'fJrc·inc..:oOlt' 
hou.sinj.( :to:; hou.sing which is :1fforu:1h!e [Q lo"..'cr in(Oml' houst'hoic..h . 
An ~Jffon.labll' rent " in /JoslOn is not .'10 JITonJ:1hlt." in Sr. Louis : :1 (;unily 
411:Jlifyi ng J~ !o\V-inl'rlme br HUO guiddint..'s in ~rt'w York (In tU\'l.' a 
much different income [han (he ~ Iow-incomc farnil( in :-iL Paul 

9 TIle 4~il :lnd 9% creuits hlve been rep!:H.:eu hr a rrt"~t'nr \'~.dut.' L'rl'ui( ofAl2 50% ,lnd iO%, rl'~p t.'Cli\'dy . 

L1HTCs 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 actuaUy aUocated. By 1988, as develop­
ers and financial advisers became more familiar with 
the program, aUocations were up to over $200 mil­
lion. In 1988, the $202 million was allocated to 
3,048 projects representing orer 95,000 units, 87% 
of which were low-income units. This works out to 
roughly $2,500 in t:LX credit for each low-income 
unit per year for ten years. As the volume of L1HTC 
applications increases, the state caps are beginning 
to impose an additional constf3int as several states 
hit their ceilings. 10 

Case (991)11 estimates the present value of 
tax benefits to investors in low·income housing 
under the three t:LX regimes discussed earlier. He 
points out that projects suppol1ed by the earlier fed­
eral direct subsidy programs recei\'ed significant 
subsidies th.rough the t:lX 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 S I 0.000 of total project 
costs is estimated at S1.654. 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 UHTC, Case esti­
mates that the present v:llue of the marketable 9% 
credits is $),194 per S10,000 in de\'elopment costs; 
when the additional t:LX benefits from depreciation 
are added, the present v:llue rises to $5,377 which 
is equivalent to a subsidy of 5-4%. 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% 
UHTC as a very targeted version of ERTA. As Case 
points out , Congress recognized that the LlHTC was 
lucrative and therefore restricted their use. These 
restrictions include the caps on state :lUocations, 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 from in(orm;.Hion compiku hy lilt: \;uionJI Coun(il of StJle.: Hou~ing 
Agencies. 

II Karl CJ~t". witwt.'S(ors, Denloper5. :IOU Suppl~··SiuL" Subsiuirs: How 

'luch is Enoll~h ?," HUl1.'.iing Policy OI.:bJle. P:tpn'S Pn'semeo J [ the FJIl­
nie.' ~1a(.' :\nmIJi HOllslng Conft:fenl"l', 1990. " 01. 2. hsue 2, 1991 . 





C. The Changing Role of Lenders 

1. FIRREA 

The Financial Institution 's Refonn, Recovery 
and Enforcement Act of 1989 (FlRREA) 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: I ! 

• Capital Requirements: F1RREA establishes 
minimum capital requirements. Multifamily 
mortgages ami acquisition, development and 
construction (AD&C) loans are specifically 
identified as more risky and are both assigned 
100%risk weighting. In contrast , single family 
mortgages tim 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. U 

• 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 sign.i.ficant implications for the larger 
multifamily-related loans and for rural areas 
where a single thrift may serve a large area . 

• Qualified Thrift Lender Tests: FIRREA raised 
the ponion of thrift portfoliO assets that must 
be housing-rel:ited from 60%to 70%. Housing­
related assets must be "qua1ified thrift invest­
ments" as specifically defined . 

• Loan-to-Value Restrictions: The FIRREA 
guidelines include a loan-to-value ratio (lTV) 
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 ilarban Ak X:lJIun. -Will 1990 Si!;l1lllhe Enu Of l Demlnd-Driven Hous­
ing Markel': Salomon Urolhe". JlnOJrl' 20. 1990. 

13 lo:ms on mull ifamiJy projeclS of 5 10 36 unils with In L1>' of 80%or 
Ie$.'; wi th st:lbh:: O( CUP:lOCY aLit k asl 80% during Ihe previous rear have 
been uefineu "-' -qualifyi ng mullifamily housing 1000S: These loans 
receive a >0% risk weigilling. (Feut ..,1 RegiSler, Vol. 54, No. 21 5, 

• 	 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

rured 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 Acr 

Stepped-up attention to the Conununity 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 conununities. Since 
1977, bank regulators h:l\'e conducted "CRA 
reviews" as part of their routine bank examinations, 
but CRA ratings were notoriously lax and were not 
disclosed to the pubUc. 

However, the public outcry for stricter banking 
regu13tion in the wake of the S&l criSiS and a spate 
of successful bwsuits agJinst non-confonning 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
mems should bring more bmks and S&ls to the 
table , either individually or in consortia. This effect 
is already evident in cities like Chicago, which has 
the Rescorp consonium; 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 Conununity 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 barLk regulations have 
major impacts on investment deCisions for rental 
housing. As we enter the '90s, the playing field con ­
tinues to change. The UHTC remains in practice 
the only federal production program for low- and 
moderate-income housing but its furure is unclear. 

Al3 





F1RREA 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. FINANCING MULTIFAMILY HOUSING 
Aclose 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 
de\·e1opments . A better understanding of these dif­
ferences helps identify barriers to accessing capital 
markets unique to multifamily development. 

Again, there is limited d:lIa 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 equir
financing are clear. 

fund~ 

abou 

1. ACQUlsmoN, DEVELOPMENT AND CONSTRucnON 	 bank 
(AD&C) 	 pracl 

askirThe 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 	 thro 
heard from non- and for-profit developers that con­	 fect 

struction financing was readily available from con­	 reve 

ventionallenders. Bankers across the country 	 mul 

pointed to AD&C financing as their major if not only the 

involvement in development of rental housing. 	 cha 

Construction lending offers the clear advantage of 	 buii 

being relatively short-term. Staff of the Housing 	 for 

Assistance Council reported that rental construction tha: 

finanCing in rural areas is done overwhelmingly by 	 attl 

commercial lenders - often representing the only 	 fin: 

conventional financing in housing deals. In the 	 thi 

months since our interviews, the situation has 
changed dramatically: AD&C financing for market 	 tol 
rate rental housing has virtually disappeared. 	 to 

FI' 
m 

- FIRREA's EFFEcr ON AD&C FINA:'KING 
m 

Under F1RREA, risk-based capital requirements and 
2.Single-borrower loan limitations restrict AD&C lend­

ing by thrifts. Salomon Brothers calculates that L 

based on the new capital requirements, fewer than d 

40 thrifts nationwide have the requisite capital to A 

make a $20 million AD&C loan, and only about 15 e 

could extend a 550 million loan.l 4 Further, the 
practice of profit sharing b\' 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. 15 The survey polled I142 
respondents, 199 of whom identified themselves as 
multifamily developers. This is a small sample, and 
one em expect self-selection biases, but the 
responses are still useful ill indicating some national 
and regional trends. 

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

I ·j A1nJndcr. p. ~. 


15 -Acquisition. Devdopmeot & Coostructioo (AD&C) Fioancing Surve),. ­

Ecunomics :mu HOllsing Poliq' Dc:p:lr1ffirnr. Nation:!1 Asso(i:ll ion of 
Hume Builders. May 16. 1990. 14 





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 regulations, mostly by 
asking for more equity. 

Detennining 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 de\'elopers in the South :md Northea~t) . l'vlore 
than 3/4 of the de\'e1oper~ report that they have 
attempted to make other arrJngements for AD&C 
finanCing as a result of these changes, with only a 
tturd reporting ;Jny success. 

It will take ~ome tinle for lenders :md regulJ­
tors to sort out the full implic;Jtion~ of FlRREA 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 
m;Jgnitude of its effects. 

2. PER\IANENT FI:'I.-\:'l/CING 

Unlike single family mortgages, there is little stan­
dardiwion in multifamily mortgage loan~. 
Although some originators with multifamily experi­
ence ~re beginning to standardize at least some fea­
tures of multifamily mortgages, multifamily 
mortgJge structures do not begin to approach the 
cookbook stand;Jrdization 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 3D-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, self-amortizing 

fixed rate mortgages for low-income housing. The 

California Community Reinvestment Corporation is 

planning to build a portfolio of permanent level-pay­

ment ft...xed rate loans of 10-, 15-, and 30-~'ear terms. 


Multifamily mortg:lge investors are typically 
protected from prep:l\'ment risk through prepay­
ment protections (or yield mJintenance), a standard 
feature of multifarn.ily mortgages. A schedule of 
penalties or absolute prepayment lockouts provides 
the illl'estor some reliability and predictability. The 
prepayment fees typically prO\'ide prep;Jyment pro­
tection for 5- 10 years (the "yield maintenance 
period"). Partial prep:llment of the mortgage is 
generally not Jllowed except under special circum­
stances. The impOSition of sub~tantial fees for full 
prepayment m~J..:es multifamily mOrtg:lges ~ more 
certain inl'estment than single family mortg:lges dur­
ing the )'ield maintenance period. There is some 
debate on how successfull\' an inl'estor is protected 
from prepayment risk in multifamily development 
even ~\'ith these lockouts. On the one hand, some 
argue. after the yield maintenance period or the 
lockout period, multifamily mortgages become less 
predictable than single family mortgages because 
in<ii\'idual investor decisions are el'en more difficult 
to predict than the beha\'ior of homeowners. Oth­
ers argue that this is not true - individual investor 
decisions ~re no less predictable than homeowners '. 
What's more, lenders/in\,estors can ultim:Jtely take 
control over prepayment provisions during initial 
negotiations - if they are uncomfortable with t!:le 
risk, they em insist on prepayment lockout for the 
entire term as a condition of lending. 

3- SOURCES OF EQUITI' 

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 LlHTC, often combined with additional 
state or local subsidies , is the current standard 
approach to finanCing low- and moderate-income 
housing. 

1. STRUCJ1JR.E OF IllITC DEALS 

Syndication of the LlHTCs often provides the only 
equity for low- and moderate-income housing pro­
jects. In low cost areas, the combination of the 
L1HTC 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 LlHTC 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 LlHTC "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 LlHTC projects to identify typical deals or to 
allow for meaningful comparisons. The NationJl 
Council of State Housing Agencies (NCSHA) has 
begun surveying its member organizations about the 
nature of their UHTC deals. Since in almost every 
case the L1HTCs 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. 

I 16 
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Since there is a significant time span between credit 

Asallocation and project completion and many aspects 
Incof the project change, these surveys provide little 
cizinformation on the final financing structure. 
inl 

Without a major centralized data source, we 
thl 

have to rely on evidence culled through interviews. pr
Around the country we consistently heard that the an 
rule of thumb for the breakdown of finance pieces ex 
was something approximating 1/3 equity, 1/3 con­ p; 
ventional financing, and 1/3 gap financing. Even 

m 
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

r' dard. 
a 

In reality, many projects that we looked at 
t: 

across. the country seemed to approach a 
30/30/~O% breakdown of equity, conventional mort­
gage and gap financing . Depending on the de\'elop­
ment costS for the area, 30-40%of com'entional 
financing was as much as most projects could carry. 
After putting together the LlHTC equity piece, 
securing the maximum con\'entional 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 
max.imize the size of the conventional fi.rst 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 
.\Iayo(s office estimates that their typical low­
income projects could get only 20% of total de\'el­
opment costs covered through conventional 
financing. while in nearby Contra Costa County sub­
urbs. conventional financing typically covers 50%of 
project costs . 

One successful private developer in the Mid­
west reports that he does not h:Jve any com-entioml 
permanent financing available. Instead, he uses a 
combination of LlHTC, state and local direct subSi­
dies, and mortgage money financed through tax­
exempt or taxable bonds issued through the state 
housing finance 3gency. Rural areas often h:lve the 
same problem of a lack of conventional finanCing: 
instead, these areas re.ly heavily on FamJers Home 
Administration progr:lms for permanent finanCing 
(discussed more in the section below). 
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2. COSTS OF 11iE LillIC PROGRAM 

A5 with any indirect subsidy program, the Low 
[ncome 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 UHTC may be higher than for com­
parable investments. These expenses ultinlately 
mean that less of the funds raised through the syndi­
cation of the tax credit end up in the project. 

Arecent General Accounting Office (GAO) 
report l6compared 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 
L1HTC projects are more expensive than pJrtner­
ships without tax credits, thereby reducing the 
amount of equiry available for the actual construc­
tion and rehabiJitation of low-income housing. By 
their c:llculations. the low-income housing p:l!1ner· 
ships demte an average of 27%of funds raised to 
fees and expenses, whiJe the other types of real 
estate partnerships use :!bout 21 % for this 
purpose.17 

Our interviews provided :lOecdotal support 
that fees for t:lX 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 :IS 
contributing to the skyrocketing number of IJwyer­
and accountant-hours per deal. 

Pan of the increase in costs of doing afford:lble 
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 do a 

16 -TAX POUCY: COS15 Associaled wilh low Income Housing Tax Cmlil 
P'rtnerships.- Gener." Accounling Office, Jul)" 1989. 

17 There is some controversy about the interpretJtion of the data used in 
Ihe repurt . In' leller 10 Ihe GAO aboul Ihe repOrt , Rotx:rt A. Slanger IX 

Co.. [he d;II' source for GAO's report , argues Ih" Ihe <Ill> on fees are. 

in many ClSC:S , 'thc::orttical max.i.mums" which are based on guiddinc::s 
sct by the North American Sc::curities Adminisu....l1ors As5ociation:md 
m,y 0\'e1>131e "lUll fees . tn ,ddilion, they ''llue Ih" if 10131 fees and 
cxpcn.ses 3.IC masurc::u against :lssets acquired rathc::r than 19:tinst 

equity, low-income: hOUSing projects spend 8%of lhc::ir assc:ts as com· 
p3recJ {Q 16%for (he other pmntrships. TIlis is btClU5e low·income 
projem h3\'e , consiucr:.bly lower proport ion of cquiry Ih,n do markel· 
r;ut: pro)l'llS. 

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 UHTC 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 
rJnge 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 administrJtive costs, a 
well-structured LlHTC partnership deal is competi­
til'e with other real estate partnerships. Stability 
:lOd predictabiliry of the LlHTC progrJm could add 
substantially to its effiCiency. 

3. RUR\l AREAs 

In rural areas, developers often match the UHTCs 
with Farmers Home Administration (FmHA) pro­
grams to meet the costs of building multifamily pro­
jects with rents affordable to area residents. 
Representatil'es of the Housing Assistance Council 
and FmHA agree th:!t 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 reoral housing projects could be made 
affordable in some areas without tax credits, the 
credits provide the onlr incentive to actually get the 
housing built . The t;lX credits provide higher 
returns to developers and give the necess:!f)' incen­
tive for large developers to conSider rurJI areas. 

In building affordable, adequate housing in 
nlral areas, however, the problem is usually not the 
lack of LlHTCs 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. !n 
many cases, one thrift served a large geographical 
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 FINAl'lCING 

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 
panicular which contributes to the problems in 
finding a market for multifamily mongages. 

Typically, the gap between the project cost 
and the combination of the first mongage and total 
equiry is filled by several sources of funds , involving 
several players. Rural areas rely heavily on FmHA 
programs to help finance projects. Urban areas tum 
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 proviue 
"soft seconu" mongages. In S.an Francisco, the ciry 
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 "Iinkage- or dedicateu 
taxes, the public sector often will proriue loans at 
extremely favorJble rJtes as pan of their contribu· 
tion to the project. 

In addition to grJnts and loans, cities anu states 
regularly provide land or buildings at below market 
or no cost. Long-term tax abatements or payment­
in-Iieu-of·tax (pILOT) agreements are common in 
affordable projects. 

There are three imponant points about gap 
financing from the public sector: 
• 	 The structures of gap finanCing are nonstan­

dard both within a region and across regions. 
• 	 From the developer's point of view, these sub­

sidies are the most inexpensive funus in the 
project. In fact , in many locations, public sec­
tor "loans" to affordable projects are implicitly 
unuerstood to be grants. 

Al8 

• 	 When the public sector enters as a "develop­ fa 
ment panner" it rypically is looking to achieve ft 
several goals at once - to build housing, to P 
minimize its subsidy cost per unit, to deepen r. 
affordabiliry, to preserve affordabiliry beyond a f 
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 variery of sources which 

accounts for some of the nonstandard qualiry 

of gap financing. The structure of the gap 

financing may encumber the first mongage if, 

for example, it comes with deed restrictions. 

The role public sector financing plays in the 

marketing of multifamily mongages is dis­

cussed funher in the section on underwriting 

later in this repon. 


v. MULTIFAMILY PERFORMANCE: 
SoRTING OUT THE RISKS 
Compared with other real estate in\·estments. data 
on the risks and returns of multifamily housing are 
scarce. Multifamily mongages make up a relatively 
small ponion of most private lenders ' portfolios. 

Most lenders/investors aumit that ther do a 
poor job of tracking the performance of their multi­
family housing investments. Originators anu hold­
ers of multifamily mortgages often ha\-e uifficulry 
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 builuing and are perhaps 
more comparJble to nonresidential .Ioans; in fact, 
multifamily performance data is often lumped in 
with commercial investments. 

The most consistent time series data on the 
performance of muitifaffiily mortgage investments is 
maintained by the American Council of Life Insur­
ance (ACLI). These data track investments made by 
life companies Over the past two decades. Freddie 
Mac and Fannie Mae, while improving their trJcking 
of multifamily activiry, have not been in the multi­
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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 bousillg is 
viewed as diJficuU. 

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. 

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 housing is 
viewed as even more risky than mar­
ket rate muUifamiIy housing because 
of several issues related to tbe target­
ing of low- and moderate-income 
households. 

l) Management. lnvestors 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
ties may be burdened by other social issues that 
affect residential management. 

2) Income Stream. On the one hand, success­
h11 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. 18 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 ~ents 
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 William C. Apgar,Jr., Denise DiPasquale,J= Cummings and Nancy 
McArdle, -The 5tlte of the Nation's Housing: 1991), - Joint Center for 
Huusin~ Studies, Harvlnl University, June. 1990. A19 





confused with increased risk, The fact that growth 
in rental income is limited Sl10uld be more relevant 
to equity investors than to investors on the debt 
side, On the debt side, concern should be focllsed 
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 ol'er 
time, 

However. the downside risk of low/mod rental 
housing may be larger than for market CHe housing 
because the structures n1:1)' be in worse condition 
and located in distressed neighborhoods, Low· and 
modnate·income rent:l!S are less likel)' to be new 
de\'elopmcnts, The ret()re , the older and rehabbed 
buildings un be npellsiH' to operate and l':1Il com· 
plil':lte pl:!nning for future capital needs, Thi:­
dOll'llside risk i~ :1 concern fur both equitl :lIld debt 
inlestors , 

Recellt(r, illstitl/tiollal il/I'estul's see 

IIII1/tijilil/i~\' liS II l'illIJle al/el'lliltil'e /0 

otlier re({ll!st(lte derl!!uplllellts, 

\\ 'hclilcr the'l
, 
' h:II'c ili,storic:tllI'

, 
l'icI\'l'lIIllUlli· 

t:lI11ill ;1, :1 't:lhk, 'te:llil iIlCllIlH:'pmducer 11I':I, :1 
horllets ncst of ri~b, ill, ti[lIlioILII iIllCS[{Jr,'Sl'l'lll 
Illorc Ililling [0 consider rellul 11Ilu,ing l'I:ceIHII' 
hcc:lu,c oIl he ClIrrl'11l dUII11l1lrl1 in otiler p:lrt' o( 
lile re:i1 1:'1:lll' ll1 , lr~et , \Io)t imcst()[',' II :1I11 t{l Ill .IIIl · 
t:lin :1 portioll Ilf [ileir portfolio in rl':11 esC!!, illl 'l"t· 
IllCllIS :11lL1 :Ire looK ing til inCi'l';I,e [lortt(lliu 
dill'J'sitil':lliol1 , :\, il ttiCC :lIldl',t:lil inl 'l'~i:ll,nh C,lll' 
tillllC t() ped'orlll h.ldll IllLiltif:illlill imcstlllCIl I.' 
iJegln [0 1()I)k bettef. Seell In this light. rtIllal pflJ· 
ICelS pml ide a stt':ll ll' , l'l'l:ltill'IIITliahk inUJlllC 
,trelm, Rcsidelltial rellt:Ii re:Ii CsLltc nLII' :i1so hc 
secil a~ ilaling the Illost'tlexible " income stre:lm: 
Ialldlord, hal'e more I tar tll IC:lr cOlHrol and some 
lenders as,'icrt til:lt rcsidenti:i1 rcnts adjust Illorc 
free ii' to intbtion shifts than do commercial and 
industrial rents and therefore pro"idt more illtbtioll 
protection, 

illstilutional il/vestors have Jew il/cel/­

tives to take risks. 

Faced with an investment they either perceive 
as very risk)' or about which they know little. 
investors have vcry few reasons to pursue the 
investment. The structures of investment institu· 

tions often inadvertently discourage the exploration 
of new areas of investment and provide disincen· 
tiles for spending time getting lip to speed on ;t 

ne"', complicated investment, 

Pension funds are restricted in their investment 
options bv a network of constraints, Some pension 
funlls are prohibited by 13w from inl'esting in any 
type of real estate; others are limited as to the kinds 
of real estate investments they can make, Pension 
hlilds luve a fiduciary responsibility which results 
in :1 bi:ls against il1\'tstments that are perceil'etl as 
risk,' relatil'e to alternative im'estments, Corpor:lte 
pension hll1ds are regulated bl' the strict prm'isions 
of ERJ~A, Puhlic pension hll1ds :Ire not hound bl' 
F.rJ~ ,\ hut some h:II'e de\'elopnl similar guidelines , 
~(}i11t' arguc that puhlic pcnsion hlllds :Irl' tlen 
more cUIlStr:lincd heclusc thel IUI'(' :111 cxtr:l LII'er 
IJ[ li, iiJ ili[l :Ind :ICllJtIlll:lhilill I() tl\l' l:1\p:II'l'!'S, Oil 
tilt' othl'f h:llltl. pllhlic pcnsi()1l fund~ .Ire I)erccill'd 
1'1 so me to be under grl'ater pn:ssllr~ til:11l pril;Ite 
p('ll~i(J1l fUllds to CIrri ;I'\()ci:11 inIT~tmen[' mis· 
'iol1, 

TIll: I(lck oj s/l'lil//5 1/1I,ltifi//IIi~1' illres/· 

/IIel// IIctiri/j' suggests tlJat tlJe price oj 

/11l1ltif(/lIIi~l' il/I'es//llei//s does I/O/ 

/IIi//clJ /lJe i/ll'estol''s jJl!rcejJtiol/ oj 

t/Jeir risks. 

1),) 11II e>1IJf.' ,ill :111.11 1['1)11, i'l:ll.llllrJllsing 
hec . llI~1' thesc illll'S[i11l'nh :Ire not priccd :Ippropri· 
.11l'l1 I,) lIJlll IJtIlS:ltl' for till' nsk., or hl'l':IUSI' thc 
il1le' torS do not il:IIC thL' ,kill> <J r IIlCl'llIileS 
rU,jllirl'd to propnh :111:III/.c lill' ri,b ' rhis is :1 dif 
tilult question to :Inswcr gil'cn thc LId pf da!:1 Oil 
til l' l)l'f! '{JI'IlJ:lIlL'C of I1lultif.lmiil illll'stlllClllS The 
ne\t 'ecri()l1S iry [0 : Iddrl"~ thi, issue bl I( )( )king at 
perf0rl1l:1 11 ce :Ind 1Il1dcI\lriting of nlllltif':lmill' mort· 
gage) :li1d nlltltifamill anil'itl in the seco\1(!:try mar· 
Ker. 

B. UnderNriting: Evaluai ing Risk 

Lndemriting guicielines prolide a hasis for under· 
standing how lende\Si vicw the risks associated with 
multifamily mortgagcs, Guidelines for underwriting 
multi.family mortg:tgcs resemble those for mortgages 
on commercial properties 
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1. FAJ'\'NIE MAE AND FREDDIE MAc GuroEUNF.S 

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. As a 
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, "[uJntil 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 ." 19 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 anent ion 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; FJnnie Mae does not review the loan 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 intention to seU 
them to Fannie Mae. The lender puts together the 

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 progr.un in that DUS 
loans are purchased at a lower yield than loans 
under the Prior Approval program. FinaUy, 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 
aUow for eligible mortgages ranging from S 1 million 
to $50 million. Underwriting guidelines for these 
programs emphasize examining occup:tncy levels, 
rent roUs and lease terms, the structure of equity 
participation, as weU as detailed studies of the phys­
iell 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 shJring with the lender. TypicaUy, 
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 J 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 F1RREA, 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. 

19 U:tt<rto ShJreholders of Freddie MJc. Octob« 31, 1990, pJ. A21 

http:progr.un




Akey element in multifamily underwriting is 
the determination of the property's value. Faflllie 
Mae requires that each property must be appraised 
by three methods: i) 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 berween "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 loan-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 ~lae 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. TIlis 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 

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. PuBuc SUBSIDIES 

Several issues are raised when underwriting low­
and moderate-income housing deals that include 
public subsidies: 
• 	 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 f:lil. On the other 
hand, the involvement of public sector invest­
ment may signal to the in\'estor 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 ~'ho 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., :I 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 grJnts - that the public entity will never 
actually call in tlie loan or will inste:ld 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. 

20 "t)H8 Fin;tncial Audit: FC<.krJI HOlI:-. i014 Adminis(rJIIOn,- (;..:ncr:tlA22 	 Al'eounring Offie t . Scpttmbcr. 1')89. p. 9. 
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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. 

• 	 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 anempt to achieve additional goals other 
than simply multifamily production, providers 
of subsidies often encumber the conventional 
fIrst mortgage. Deed restrictions, right.s-<lf-first­
refusal, or special tenant income guidelines are 
typical examples of ways in which public and 
private subsidy providers may anempt to ensure 
long-term affordability, deepen project afford­
ability, or add broader conununity 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. 

LACU 

ACU 's data, which goes back to the mid-I 960s, 
permits comparisons of multifamily mortgages with 
1-4 family and nonresidential mortgages. In the 
ACU data, delinquent loans are defined as loans 
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 

MORTGAGE DELINQUENCY RATES 

Percent 
6------------~-----------------­

4------------+---4-----------~--~ 

r-, ...... 

o I I I I ! ! I I I I I I I I I I I ! ! I ! I I ! I 

1965 1967 1969 1971 1973 1975 19771979 1981 1983 1985 1987 1989 
Year 

- Multifamily -1-4 Family - - - Nonresidential 

Source: ACU 

Rotes by omount of loons; delinquencies include foreclosures 


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 expecled from the delinquency 
rates. In the late I980s, 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 overill economy in 1974-1975. In the 
rental housing market, real rents fell from 1972 
through 1976. The increase in multifamily ~elin­
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 r:lte was 4.1 % but the delinquency rate was 
19.9%in the West South Central region of the coun­
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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 I980s con­
tributed to overbuilding in many markets Which, in 
tum, 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 weU 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 198821 The co·insurance 

21 •Au~it of 'he consoli~J,ed slltcmen<5 of 'he fin"nl"i,1 posi'ion of 'he 
FClkraJ Housing Aoministr.nion.- Price: WJltrhousc, Septemhn 15,A24 19R9 

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, panicu­
larly for housing targeted at low· 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 S17.9 billion in loans. Of 
the total portfolio, S6.9 billion are conventional 
loans, S6.5 billion are conventional loans with 
recourse, and S-1.5 billion are FHA-insured. Fannie 
Mae delinquency rates are calculated for that por­
tion of the portfolio for which Fannie ~\ae bears the 
risk of loss. Hence, the delinquency rates are based 
on the 56.9 billion in conventional loans where 
there is no recourse or FHA insur:tnce (referred to 
as "at risk dolJars"). DUS loans. for which the 
lender shares the risk of loss with Fannie Mae, were 
included as at-risk dolJars. Delinquency rates are 
based on doUar 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 weU 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 S23 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. 

22 DatJ on Fannie: ~fJl"'s multif:tmily programs from In\"cswr/AnaJyst \-kct· 
ing: MuJluJmily Housing Program (rcfc:rt:m.:e mJu:riJ.ls wo slide presen­
tJtion), Fannie.: .\tJC, ~()'it::mhtr 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 DOS 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 
SII billion; $9.7 billion was generated through the 
cash program and $1.3 billion from the guarantor 
program. Delinquency rates are based on doUar 
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 portfoli0 23 

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 program and 0.82% for the guar· 
antor program. Freddie Mac attributes the strong 
perfonnance 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 , finaJJy, 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· 
maticaUy 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 tenns of doUars, multifamily mortgages rep­
resented only 3% of their business but over 50% of 
their losses. 

2j Om on Frrddie Mac's multifamily programs are from the "Multifamily 
Portfolio Analysis- in Freddie Mac 's new release on Third Quarter Elm, 
ings. OctOber 31. 1990 

24 -Multifamily Portfolio Analysis. - p. 4. 

FIGURE' 10 '.: .~:- _ 

FANNIE MAE AND fREDDIE MAC 
DEI.INQUENCY RATES, 9/30/90 
Percent 
14------------------ ­

12---­

10 --- ­

8---­

6--- ­

4 

2 

o 
Northeast Southeast Midwest Southwest West TOTAL 


Region 


• Fannie Mae • Freddie Mac 

60+ days delinquencies plus foreclosures in process 

Both Fannie Mae and Freddie Mac have indi­
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. 25 Within 
those regions, Georgia and Texas present the largest 
problems. Freddie Mac 's delinquency rates are 
higher in aU regions with the most Significant differ­
ences occuning 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 
perfonnance 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 infonnation becomes available, 
we will know more about what caused the prob­

21 These delinquent)' rates are b=d on Frrddie Mac's definitions of 
regions. Ste Table F in Appendi.' 3 for further det.:LiJs. The Freddie Mac 
data presented in Figure 10 are for the cash program only. A25 
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lems at Freddie Mac. From what we have seen to 
date, we make the following observations. 

The written undeIWriting 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 Gol.dman , 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 undeIWriting sin­
gle family mortgages, they are viewed as less impor­
tant than analyzing cash flows for multifamily loans. 
Equity analysts at Paine Webber argue that Freddie 
~Iac was more lax about knowing the lenders who 
were originating the loans and auditing the under­
writing standards that were being used 2 6 

Interviews with Freddie Mac staff indicate that 
Freddie Mac did not reaUy develop the special exper­
tise necessary to undeIWrite and service multifamily 
loans. It should be noted that Fannie Mae began to 
develop more expertise in this area in late 198- 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 siruJ­
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 
undeIWriting of these mortgages as well as their 
performance. 

There is no question th:1l the data presented 
above paints a rather bleak picture of the perfor­
mance of multifamily mortgages. The weU publi­
cized problems at FHA and Freddie Mac have led 
many to conclude that multifamily mortgages, par­

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 SPECIAUSTS 

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: 

I. 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 lTlod­
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 undeIWriting 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 later in the process 

26 GoldmlIl , Sachs and ComplIly, -Freddie Mac: Muhi·Familv. - October 
19, 1990. Paine Webber, -Feder.1l Home Loan MOr1g:>ge Corpor.uion," A26 October 19, 1990. See lIso Fir.;t Boston, Freddie Mac, November I, 
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than do traditional market rate lenders. If there are 
differences in the way market rate and affordable 
loans are traditionaily considered delinquent or non­
perfonning, is one a more accurate measure of the 
loan 's ultimate perfonnance? 

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 
smail. 

The notion that specialists in low- and moder­
ate-income housing cream the best subsidy-rich 
deals and hence have fewer defaults is based on the 
assumption that taking advantage of the diversity of 
subsidy programs J\'ailable requires a significant 
investment of time and effort that only these spe­
cialists are will.ing to mAe. This era of scarce 
resources m:ly create significant barriers to entry for 
would-be de\'elopers; onh' a few specialists with a 
proven track record m~\' h~\ 'e the expertise and 
capaci£:' to g~in access to the complicated amy of 
subsidy programs available. 

In our interviews. underwriters and serricers 
clustered in eRA branches of banks, social im·est· 
ment departments of life companies. and nonprofit 
lenders and developers emphasized the notion that 
they had :I system for underwriting low- and moder· 
ate-income housing tlut was different and more 
appropriate than the one used by convention:ll 
market rate underwriters. Some of these speci:llists 
point to specific tools of the trade that they use. 
such as the use of [etters of credit from deve[op­
ers/contractors. Others suggest that the develop­
ment of a special relationship with developers 
allows them to better judge capacity and track 
record . 

Argu3bly, those focused on [ow- 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, typicaUy 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 wlw extent can the industry 
learn from the specialists and de\'elop more exper­
tise to improve the performance of multifamily 
mortgages. Perhaps Fannie Mae has begun this 
process. As st:iled earlier, we need to improve our 
underst:lnding of the detenninants of delinquency 
and default through more data and analysis before 
we C3n identify with certain£:' 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 enh:lOce­
ment for multifamily mortg3ges. As already dis­
cussed, the financial problems at FHA an d the 
recent cancellation of the co-insurance program 
have substantially reduced FHA's presence in the 
multifamily market. From our interviews it is clear 
that many experts view poor m:lOagement by HUD 
as the m3jor problem with the co-insurance pro­
gram. However, with the current problems-at HUD, 
it seems clear th3t 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 may 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 mortgages. 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%. [n 

the ACU data for 1989, multifamily mortgages had 
an average debt service coverage of 1.24. [n 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 f"Jting was trading 
like an A rating. If there is too little activiry 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 thi,s 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 
imestor perceptions of rental housing discussed 
above. 

[n our interviews, investment bankers sug­
gested se\'eral reasons why the secondary market is 
less developed for multifamily mortgages than for 
single famil\ ' mortgages. Lack of standard-ization in 
multifanlily mortgages makes it more difficult to 
package them into a securiry. 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. 

A28 






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 perfonnance of multifamily MBS over 
time. In the case of single family MBS, most mort­
gage research departments on Wall Street have been 
tracking perfonnance for years and can provide 
potential investors with this history as well as com­
parisons to other investments such as long-tenn 
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 
nurket , several non profits 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-sen'ed 
in the existing multifamily secondary m:Jrket. It is 
difficult to assess the potenti:Jl for these efforts 
since most of them are relatively new and there is 
so litlle volume to evaluate. 

.. ,....... 


VI. KEY ISSUES To BE ADDRESSED 
The issues rJised in this report suggest tim lhere 
are obstacles to accessing c:Jpital markets for multi­
family housing in general and low- and moderate· 
income housing in panicubr. The second;m 
market for muitif:lmily mortgages is in an e:Jrly stage 
of development resembling the single bmily sec­
onuary mJrket of rwenty yeJrs ago . However. the 
market is :It a point of tr:Jnsition . With the S&L cri­
sis, there is pressure to finu altern:ltive sources of 
funding for multifamily loans. A more active sec­
ond:Jry market could provide access to :J broad 
rdnge of alternative sources of funds . 

However, expanding access to c:lpital for mul­
tifamily housing requires standardization of multi­
family mortgage loans, increased credit qualir) with 
betler underwriting and credit enhancement, and 
educ:lting investors with respect to the stmcture 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 perfonnance of multifamil)' pro­
jects in order to increase our understanding of the 
risks and returns on these projects. On the debt 
side, we need to analyze 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 del'elop betler 
underwriting prJctices for the industry and increase 
overJll 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 :lnu local gOl'ernments, non­
profit organizations and the pril'ate sector must be 
assessed, 

Expanding access to clpital 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. Gil'en the relative scarcir)' of subsi­
dies. convl'Olional mortg;lges represent the cheap­
est funds in the ueal anu subsidies are the most 
expensive, Hence. the goal shoulu be to maximize 
the size of the cOl1lentioml mortgage in the deal 
within appropriate LTV limits . 

Institutional il1l'estors such as pension funds 
and life insurance companies as well as the invest­
ment banking communi f)' have very little expertise 
in either the debt or equity side of rental housing. 
It is important to provide uata on the perfornunce 
of rental housing as an investment to these players. 
On the debt siue, there needs to be betler tracking 
of the performance of multifamill' 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 multifamily 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 equiry, As 
understanding of the UHTC 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
th'es to provide low· and moderate-income housing 
through federal tax policy, stability over time in the 
structure of the incentives would help to achie\'e 
that goal. 

+++++++ 

Gi\'en that the mission of the T:lsk Force is to 

f:lCilitate access to capital for low· and moderate· 
income housing. ollr report suggests four are3S of 
focus: 
• 	 underwriting: Wl1at are the key \'ariables in 

assessing the risk of multifamily mortgages) To 
what extent do low· and moderate-income pro· 
jects require different underwriting st:mdards 

th:m the current industry standards) What 
lessons might be leamed from the successful 
underwriting practices of specialists in low· and 
moderate income housing that can improve 
underwriting for the industry as a whole) 

• 	 ~Iortgage Design and Development: \Vhat are 
the elements of the mortgage instrun1ent that 
must be standard in order to increase its mar· 
ketabiliry) What are the alternative mortgage 
designs that meet the standardization require­
ments) Is a fixed rate, level·payment self amor· 
tizing mortgage a viable product for multifamily 
housing) How does the mortgage design infIu· 
ence the design of a mortgage securiry) 

• 	 Financing Strucrures for Low· and Moderate· 
Income Housing: To the e\1ent that 10""· and 
moderate·income housing requires tenant· or 
project-based subsidies, how should the subsi· 
dies be structured to maintain the marketabiliry 
of the com'entionaJ portion of the financing) Is 
swmJardization of the structure of public subsi­
dies required) 

• 	 Im-eslOr Education: What kinds of infonnation 
are required by in\'estors to underst:md the risks 
and rerurns of investment in multifamilv hous­
ing) Who should coUect these data) . 
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APPENDIX C: TABLES 

TABLE A 

TOTAL REAL ESTATE LOAN ORIGINATIONS AND HOLDlNGS* 
1980-1989 (MjJ}ions of Dollars) 

ORIGINATIONS HOLDINGS 

Single Multi- Non- Single Multi- Non-
Family Family Residential Total Family Family Residential Total 

1980 133,762 12,497 35.923 182,182 857,526 113 ,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 34.524 143,108 948,134 117,928 231,692 1,297,754 
1983 201,863 21.441 62.4-48 285,752 1.032,196 125,581 257,602 1,415,379 
1984 203,705 27,576 Ti.3.:i8 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 1r.3--i 652,296 1.506,944 190,034 393,447 2,090,425 
1987 449,544 44.981 168.652 663,177 1.712,298 207,363 466,110 2,385,771 
1988 374,401 37,876 1-:-5.-5-4 588,031 1.897,775 222 ,509 505,468 2,625,752 
1989 352,026 31.1-i5 1-i9.950 533 .121 2.109,493 230,997 534 ,122 2,87-4.612 

'Excluding Farm Properties and und Lo~ns 

SOURCE: Tables 1 and3 , Survey of ~Iortgage Lending ACli\'ity Annual Tables, Office of Financial Manage­
ment, U.S. Department of HOllsing and Crban De\'e!opment 

TABLEB 

HUD-Insured Share of Multifamily 
Mortgages 
New and Existing Properties 

1980-1989 

HlTD %of 
Year TOTAL Conventional Insured Total 

1980 12,497 8,609 3.888 31.1% 
1981 11,971 8.092 38-9 32.4~{) 

1982 11 ,633 -,552 -4.081 35.1% 
1983 21 ,441 ]"7.4-:-3 3968 18.5% 
1984 27,576 22.925 4.651 16.9% 
1985 31 ,931 28,-4.:i9 3.-482 10.9% 
1986 49,868 41,128 8.-:--40 17.5% 
1987 4-4,981 38,153 6.828 15.2% 
1988 3':-.876 34.927 29-i9 7.8% 
1989 31,145 30,197 9-48 3.0% 

SOURCE: Table 4, Survey of Mortgage Lending 
Activity, Annual Tables, Office of Financial Manage­
ment, U.S. Department of Housing and L'rban Devel­
opment 
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TABLE C 

MUlllFAMllY lOAN ACTIVITY fOR ElEVf:N MJUOn I.£NOEn GrWUPS 

1980-1989 (Millions of dollars) 

MORTGAGE loAN ORIGINATIONS: 

Yc.'tr Total 

Commercial 
Banks 

Amount 
O/u of 
Total 

Mutual 
Savings Banks 

Anlonn. 
'If" ()f 

Total 

Saving~ and 
1..0:ln " ...SOc..... 

(\,uounl 
°li, of 
TOl;> I 

P<:n~ion and 
Life In~lI,.al1cc I Ih: lin.: IUCIlI 

CUlll panil-!'o Ftul(..b," 

(~~j uf I 'Yo, of 

I\mount Towl 1.-\ lnOlillt Total 

Federal Credit 
ttgcnci(:s 

"Ii, of 
Anl()UIII Total 

Stale and 
I"cal C.redit 

Ag.cncics 

I\IUO\lnl 

'\1'(1 of 
TOlal 

Mortgage 
Conlpanics 

% of 
MUOUn( TOlal 

Private 
MRS Conduits 

Mortgage 
Pools 

O/ll of I % of 
Anlount Total Amount TOlal 
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TABLE D 

MULTJfAMllY HOUSJNG STARTS 

Five or 
Year More Units 
1970 535.9 
1971 780.9 
1972 9062 
1973 7950 
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-Residentlal 

1965 1.65 1.02 0.43 0.33 0.47 0.06 
1966 1.34 0.94 0.57 0.86 0.44 0.08 
1967 1.47 0.81 0.49 0.38 0.34 0.Q7 
1968 0.90 0.68 0.41 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 4.23 1.09 2.33 0.82 0.13 0.13 
1975 5.87 1.22 3.56 1.66 0.16 0.68 
1976 4.97 1.24 3.26 1.1 7 0.14 0.55 
1977 394 1.34 2.10 0.77 0.11 0.59 
1978 2.41 l.24 1.48 0.40 0.12 0.38 
1979 l.01 l.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 0.15 009 
1983 0.85 1.37 0.85 0.07 0.23 0.10 
1984 0.71 1.44 0.88 0.05 0.35 0.24 
1985 2.15 1.59 0.94 0.12 0.43 0.29 
1986 4.80 1.58 2.36 1.58 073 0.71 
1987 4.34 1.22 2.42 1.95 0.88 0.81 
1988 4. 11 1.41 2.25 1.65 0.27 1.65 
1989 3.07 1.38 2.32 1.77 0.25 1.77 

Rates by amoum of loans; delinquencies include foreclosures completed and in process. 

SOURCE: Quarterly Survey of Mortgage Loan Delinquencies and Foreclosures, AmericJn Council of Life 
Insurance 
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TABLE F 


FANNIE MAE AND FREDDIE MAC DELINQUENCY RATES, AS OF 9/30/90 

(MILUONS OF DOUARS) 

FANNIE MAE FREDDIE MAC 

Loans 60+ Delinq Loans 60+ Delinq 
Serviced Delinq Rate Serviced Delinq Rate 

Northeast 2,307.2 5.4 0.23% 4,586.9 191.1 4.1 7% 
Southeast 541 .8 27.4 5.06% 1,157.4 145.9 12.61% 
Midwest 1,345.6 8.8 065% 1,576.6 26.2 1.66% 
Southwest 758.4 36.2 4.77% 4506 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 onJy (conventional loans without recourse or FHA insurance) . 

Delinquency Rates include loans in process of foreclosure. 

States are grouped according to Freddie ~13C regional definitions: 

Northeast: CT, DE, DC, ~IE , MD, MA, NH, N) , 1\'1', PA, Puerto Rico, RI , VT, VA, Virgin Islands, \Y,'V 

Southeast: Ai, FL, GA, KY, MS, ~C, SC, TN 

Midwest (or North Central): IL. I~, lA, MI , MN, NO, OH, SO, WI 

Southwest: AR, CO, KS, LA. il-10. NB, N~I, OK. TX. \'I/Y 

West: AK, AZ, CA, Guam . HI. 10. NIT, NY, OR, liT, WA 

SOURCE: "Investor/Analvst '''Ieeting: il-Iultifamily Hou~ing Program" (reference m:uerials and sude presenta­
tion), Fannie Mae , November 29, 1990: mu Table~ 3. 4. anu 5. ~lultifamily Portfouo Analysis in Freddie Mac's 
new release on Third Quarter Earnings. October 31. 1990. 
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