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HUD’S RENTAL ASSISTANCE DEMONSTRATION PROGRAM (RAD)

The Rental Assistance Demonstration (RAD) is a voluntary program of HUD intended to
preserve public housing by providing Public Housing Agencies (PHAs) with access to
more stable funding to make needed improvements to properties. Public housing units
across the country need more than $26 billion in repairs. HUD refers to these repair
costs as capital needs. Congress has not provided enough funding for PHAs to keep up
with capital needs. As a result, PHAs have had fo make difficult choices between things
like repairing roofs and replacing plumbing—or worse, demolishing public housing. RAD
provides PHAs a way to rehabilitate or repair units without depending on additional
money from Congress. RAD allows a housing authority to manage its property under
either a Section 8 project-based voucher program (PBY) of Section 8 rental assistance
(PBRAY); thereby replacing the traditionai public funding of annual operating subsidies
and capital grants. As’part of this change, HUD would relinquish its Declaration of Trust
on the public housing property, thereby making it possible for PHAs to borrow make the
necessary improvements to preserve its housing stock. These borrowings may come
either through conventional financing programs or the use of low income housing tax
credits. It is important to note that fenants will not lose housing assistance and will not
be rescreened because of a RAD conversion — the program will not result in rent
increases to residenis. As part of the RAD conversion, a housing authority must
perform a detailed physical inspection to determine both its shori-term rehabilitation
needs and long-term capital needs to obtain HUD approval of the conversion.

To ensure that its projects are managed most effectively, the management team has
undertaken the task of analyzing whether it would be possible and beneficial to convert
to RAD financing under a scenario where 4% tax credits are utilized to rehabilitate the
properties by completing the improvements identified in its Capital Needs Assessment.

OVERVIEW OF THE LOW-INCOME HOUSING TAX CREDIT PROGRAWN {LIHTC)

The low-income housing tax credit (LIHTC) was created as part of the 1986 Tax Reform
Act as an incentive for the development and rehabilitation of affordable rental housing.
LIHTC addresses a major market failure—the lack of quality affordable housing in low-
income communities. The program’s goal is to give private-sector business incentives fo
develop, manage, and maintain affordable housing for lower-income tenants.




One of the criticisms of the LIHTC is that the federal subsidy per unit of new
construction is higher than it should be because of the various intermediaries involved in
financing these projects—organizers, syndicators, general partners, managers, and
investors—each of whom are compensated for their participation. As a result, a
significant part of the federal tax subsidy does not go directly into the creation of new
rental housing stock. Another criticism is that LIHTC projects are concentrated in low-
income communities where they have historically been segregated and where economic
opportunities may be limited, Finaily, while the LIHTC helps in the construction of new
affordable housing, maintaining that affordability is challenging once the required
compliance periods are over.

The federal government issues tax credits fo state and territorial governments. State
housing agencies then award the credits to private developers of affordable rental
housing projects through a competitive process. Developers generally sell the credits to
private investors to obtain funding. Once the housing project is placed in service
(essentially, made available to tenants), investors can claim the LIHTC over a 10-year

period,
COMPUTING THE CREDIT

Two types of LIHTC's are available depending on the nature of the construction project.
The 8% credit is generally awarded to new construction projects, while the 4% credit is
typically used for rehabilitation projects. Each year, for 10 years, a tax credit equal to
roughly 4% or 9% of a project’s qualified basis (cost of construction) is claimed. The
applicable credit rates have historically not actually been 4% and 9%. Instead, the credit
rates have fluctuated in response to market interest movements so that the program
has delivered a subsidy equal to 30% of the present value of a project’s qualified basis
in the case of the 4% credit, and 70% in the case of the 9% credit. The qualified basis
equals the fraction of the cost of the housing project rented to {enants meeting the
income tests. In our case, the goal is to rent 100 percent of the units to qualifying

tenants.

Developers sell the tax credits to investors, who may be better able to use the tax
credits and other tax benefits of the housing project (e.g., depreciation, interest paid, net
operating losses). Investors also contribute equity, often through a syndication or
partnership. The investors or limited partners usually play a passive role, receiving the
tax benefits assoclated with the project but not participating in day-to-day management
and oversight.

Most investors in LIHTC projects are corporations that have sufficient income tax liability
to fully use nonrefundable tax credits. Financial institutions traditionally have been major
investors, because they have substantial income tax liabilities, have a long planning
horizon, and often receive Community Reinvestment Act credit from their regulators for
such investments. Taxpaying investors cannot claim credits until the project is placed
[nto service. Typically, investors do not expect their equity investment in a project to

oo

produce income. Instead, investors look to the credits, which will-be-vsed-te—offsettheir
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income tax liabilitles, as their return on investment. The return investors receive is
determined in part by the market price of the tax credits. The market price of fax credits
fluctuates, but In normal economic conditions the price typically ranges from the mid-
$0.80s to low-$0.90s per $1.00 tax credit. The larger the difference between the market
price of the credits and their face value (§$1.00), the larger the return to investors. The
investor can also receive tax benefits related to any tax losses generated through the
project's operating costs, interest on its debt, and deductions such as depreciation,

ASSESSING THE VIABILITY OF USING 4% TAX CREDITS TO REDEVELOP QUR
PROJECTS UNDER A RAD CONVERSION

Management has assessed the viability of a RAD conversion utilizing 4% tax credits as
follows:

» We have determined the total construction cost of rehabilitating each property by
performing a capital needs assessment (CNA). That assessment and estimate
of costs was performed by an outside architectural consultant. To those
construction costs, we added the costs of financing the project, including
construction period interest and taxes, the pay-off of existing loans and
syndication costs associated with selling the tax credits. Other soft costs such
as attorney, accounting and title recording fees were included in the estimate of
total rehabilitation costs.

« We then estimafed the sources funds that would be available under each
conversion, which include the maximum supportable mortgage, seller take-back
financing and tax credit investor equity.

o The maximum supporfable morigage was estimated using the estimated
cash flow of the property after conversion.

o Selier take-back financing represents the mortgage that would be taken
by the housing authority for the sale of its property to the tax credit
parinership. Since the sales price of the property is included both as a
cost of the project and a source of funds, it has no impact on the
computation of the shortfall funding required for the conversion.

o We estimated the amount of tax credit equity that could reasonably
expected for the project by applying the credit rate to the eligible basis.
The pricing of the credits was estimated at 92% based on the current
market,

+« By comparing the total project costs to the total availahle funds, we determined
the amount of shortfall funds that would need to be raised from other sources.
Typically, these funds are raised from other sources, such as unspent capital
funds of the housing authority, HOME grants, CDBG grants, the FHLB

Affordable Housing Program and various other government programs.
QI““\QH'I

¢ The projected sources and uses of funds are detailed gn-the-attached-schadule:
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CONCLUSION

Based on the significant shortfall computed, it does not appear that the housing
authority could raise these funds from the sources noted above. Therefore, it is
our opinion that the RAD conversion should not be undertaken at this point. We
will continue 1o closely monitor ail programs made available by HUD that would
provide us the opportunity to secure funds necessary to rehabilitate our
properties. '
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