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LOCAL INITIATIVES SUPPORT CORPORATION

Local Initiatives Support Corporation (LISC) is
dedicated to helping nonprofit community
development corporations (CDCs) transform
distressed neighborhoods into healthy
communities of choice and opportunity — good
places to work, do business, and raise children.
LISC mobilizes corporate, government, and
philanthropic support to provide CDCs with:

= loans, grants, and equity investments.
m technical and management assistance.
m local, statewide, and national policy support.

LISC is a national organization with a community
focus. Our program staff are based in every city
and many of the rural areas where LISC-supported
community development takes shape. In
collaboration with CDCs, LISC staff help identify
local priorities and challenges, delivering the most
appropriate support to meet local needs.

Since 1980, LISC has marshaled more than

$6 billion from 3,100 investors, lenders, and
donors. In over 300 urban and rural communities
nationwide, LISC has helped 2,400 CDCs build or
rehabilitate more than 158,000 affordable homes
and almost 23 million square feet of retail,
community, and educational space — totaling
almost $13 billion in development. As a result,
hundreds of thousands of people have better lives
and brighter futures.

Visit www.lisc.org for more information about LISC.
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FOREWORD

The RHS inventory of 269,000 affordable rental apartments subsidized through the Section 515
program, a major program created in 1962 to finance affordable rental housing in rural areas, serves as
an important resource to rural communities throughout the U.S. and to the low-income people who
live in them. The 2004 Comprehensive Property Assessment prepared for RHS analyzing these 10,000
properties around the country concludes that while this portfolio is generally in decent condition, the
stock as a whole faces significant recapitalization and long-term viability challenges. The release of
this assessment, together with its significant policy implications, and the release of the Interim Final
Rule for RHS's entire multifamily program, suggests that significant changes may lie ahead for the 515
program. In assessing the different proposals for the future of the program, however, it will be
important to understand how the 515 affordable rental program works today — and in what ways the
current structure and operation of the program complicate efforts to provide a permanent resource of
affordable rental housing in rural areas of the United States.

This handbook is a compilation of articles intended to describe the 515 program as it exists today.
Although each section was written to address a separate issue of interest, together they provide a
broad overview of the program as a whole. This is intended to help nonprofit organizations that have
an interest in serving the needs of rural communities and the low-income people who live in them
improve their understanding of the rules of the 515 program, practical issues confronting owners,
managers, and tenants, and some of the recent thinking and practice in the field.

Chapter 1 describes the Section 515 Rental Housing Direct Mortgage program of the Rural Housing
Service, including its history, function, regulatory scheme, characteristics of the existing stock, and
programmatic trends.

Chapter 2, based to a large extent on interviews with experts in the field, discusses major obstacles to
the preservation of RHS Section 515 properties and strategies for overcoming these obstacles.

Chapter 3 provides a comprehensive explanation of funds available to nonprofit development
organizations undertaking the acquisition and/or rehabilitation of Section 515 properties, including
funds available through RHS and other sources.

Chapter 4 discusses and analyzes the current legal framework surrounding prepayment and
preservation of Section 515 properties and relevant case law.

Chapter 5 describes current efforts to facilitate Section 515 preservation transactions through the
transfer process, with a particular focus on the principles and potential impacts of Administrative
Notice 4010.

The Section 515 program is already in the midst of significant change, and there is every indication
that even more significant scrutiny, analysis, debate, and change are in store in the months and years
ahead. Hopefully this guide will help to inform that process, and will contribute to a strong, effective
program for affordable rural rental housing that can endure for many generations to come.

Vincent E O'Donnell

Vice President of Preservation

Local Initiatives Support Corporation
March, 2005
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CHAPTER ONE

OVERVIEW

Leslie Strauss

undreds of thousands of rural Americans are

in danger of losing the homes they rent.

Almost 10,000 projects encompassing about
269,000 units have mortgages financed through the
U.S. Department of Agriculture’s (USDASs) Section 515
Rural Rental Housing program that are at risk of
prepayment. After prepaying a government-restricted
mortgage, a property owner may be able to raise
rents, displacing low-income tenants. Armed with an
understanding of USDAs prepayment process,
nonprofit organizations can preserve these units for
their originally intended occupants.

This manual is written for community-based nonprofit
organizations with some basic knowledge of affordable
rural housing development, though not necessarily any
knowledge of rural rental housing preservation. It
provides background information about rural rental
housing and the Section 515 program including current
legal and regulatory issues, explains challenges to
preserving Section 515 units, details the process of
transferring ownership to a nonprofit, and describes
resources available to help.

Section 515 is a major program used to finance
affordable rental housing in rural areas, but it is not the
only one. USDAs Section 514 loan and 516 grant
programs fund the development of housing for
farmworkers, and U.S. Department of Housing and
Urban Development (HUD) programs can be used in
rural areas as well. Prepayment has seldom been a
concern for farmworker housing developments, perhaps
because their owners are far less likely than Section 515
owners to be profit-motivated developers. HUD-
financed projects are a concern on a far greater scale,
with many hundreds of thousands of units nationwide
subject to prepayment and even more facing expiration
of their restrictive use mortgages. There seem to be no
data indicating how many of these HUD units are in
rural areas. While this manual focuses on Section 515,
much of the information it presents would be useful for

a nonprofit or public body seeking to acquire a
HUD-financed property. For more information about
issues relating to preservation of HUD-assisted property,
see LISC's Stemming the Tide: A Handbook on Preserving
Subsidized Multifamily Housing and a forthcoming guide
from LISC on recapitalization of affordable rental
properties by nonprofit owners.

Rural Rental Housing Need!

More than 5.5 million households in nonmetropolitan parts
of the United States (about one-quarter of all nonmetro
households) rent their homes. They suffer some of the
worst housing problems in the country, including high cost
burdens and poor physical conditions.

The gap between housing costs and incomes is the most
significant problem. More than one-third of rural renters
(about 1.9 million households) are cost burdened — that is,
they pay more than 30 percent of their income for
housing. Over 900,000 rural rental households (10.4
percent) live in severely or moderately inadequate housing.
A total of 2.4 million rural renter households experience
housing problems.

People with low incomes are particularly likely to have
housing problems. HUD defines worst case needs
households as renters who are very low-income, extremely
cost burdened, and/or inadequately housed, and who do
not receive government housing assistance.? More than
one million rural renter households meet this definition,
and 92 percent of them are severely cost burdened, paying
more than 50 percent of their income for housing costs.

Over the past 40 years, the USDAs Section 515 program
has created more than half a million decent, affordable
rental units in rural areas. Without this successful
program, current need would be far higher. Yet many
existing Section 515 units are at risk of becoming
unavailable to the low-income families they were built
to house.

CHAPTER ONE: Overview of the Section 515 Program
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The Section 515 Program

Program History

Created in 1962, Section 515 enables USDA to make
deeply subsidized loans directly to the developers of
rural rental and cooperative housing. The program
has very rarely been used for cooperative housing, and
its few coop units are unlikely to be subject to
prepayment, so that part of the program is not
addressed in this guide.

The Section 515 program was originally under the
jurisdiction of USDAs Farmers Home Administration
(FmHA), which was replaced in the mid-1990s by
USDASs new Rural Economic and Community
Development “mission area” and the Rural Housing and
Community Development Service. Those names were
soon shortened to

How the Program Works

Section 515 provides loans directly to developers of
rural rental housing. Currently, the loans have thirty-
year terms and are amortized over fifty years. Almost
all types of development entities are eligible: for-profit
and nonprofit corporations, partnerships, public
agencies, individuals, and others. Interest Credit
subsidy is provided on loans to nonprofit entities and
to those for-profit entities that agree to operate on a
limited-profit basis. The subsidy lowers the effective
interest rate to only one percent. (Loans made before
August 1, 1968 and not refinanced after that date
have “Plan I” Interest Credit with a three percent
interest rate.) Program funds can be used to buy and
improve land and to provide necessary facilities such
as water and waste disposal systems, as well as to
develop buildings.

USDA Rural Figure 1 Rental units funded
Development RHS Section 515 Production and Funding History under Section 515
(RD) and the 45,000 $1.200 must be occupied by
Rural Housing very low-, low-, and
Service (RHS). 40,000 s1000 Moderate-income
35,000 ' families; elderly
USDA staff in Rural persons; and persons
. 30,000 $800 . i
Development field with handicaps and
offices around the 25,000 seo0 | disabilities. Very
country administer 20,000 low-income is
the RHS h(_)usmg_ 15,000 $400 defined as below 50
programs, including percent of the area
Section 515, in 10,000 sp00 | Median income
addition to programs 5,000 (AMI); low-income is
of the Rural Business- 0 $0 between 50 and 80
Cooperative Service '63 '65 '67 '69 71 '73 ‘75 ‘77 '79 ‘81 '83 '85 '87 '89 '91 '93 '95 ‘97 '99 ‘01 ‘03 percent of AMI; and
(RBS) and Rural = New Unit Production === Available Funding (in millions) moderate income is
Utlllty Service (RUS) Source: RHS Multifamily Housing Capped at $5,500

Applications for
Section 515 funding, and for prepayment, are initially
submitted to local or state offices.

Section 515 program implementation started slowly;
with two loans in 1963 producing a total of 24 units.
Production escalated rapidly, peaking in 1979 with
1,645 loans yielding 38,650 units. Annual production
declined through the 1980s, however, and then dropped
precipitously when Congress cut program funding from
$512 million in 1994 to $183 million in 1995 (see
Figure 1). The reduction was due primarily to concerns
about a handful of program abuses described in a
Government Accountability Office report.* USDA made
changes to address the abuses, but production never
again reached the levels of the 1970’ and funding levels
remained low. In 2004 Section 515 produced only 902
units, while 2,812 units from the Section 515 portfolio
were prepaid and thus left the program.

above the low-
income limit. (This is different from HUD’s definition
of moderate income.) People living in substandard
housing are given first priority for tenancy. When
Section 521 Rental Assistance (described in Chapter 3)
is used, top priority is given to very low-income
households.

Every year USDA develops a list, based on need, of
“designated places” where new Section 515
developments may be located. Applicants compete for
the limited pool of Section 515 dollars. Technically,
USDA Rural Development state directors have
authority to approve loans up to $1.5 million, while
requests for larger amounts are reviewed by the
national office. In practice, however, in the last
several years the national office has reviewed and
ranked all applications because a very limited amount
of funding has been available for new construction.

2
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In the 1960s and 1970s, Section 515 was often the only
source of development financing used in rural rental
projects. As the availability of funds fell over time,
developers of rental housing, like others, commonly
combined two or more financing sources. After the
Low Income Housing Tax Credit program was created
in 1986, it became a popular addition to Section

515 funding.

Section 515% ability to reach the very lowest income
rural residents was enhanced in 1978 when the Section
521 Rental Assistance (RA) program, authorized in
1974, began operations. While Section 515 loans with
Interest Credit resulted in somewhat lower rents, the
impact was not sufficient to allow properties to serve
very low-income households.

or 78 percent of those with rent subsidies) relying on
RHS Section 521 Rental Assistance. One of every five
tenants (20 percent) pays more than 30 percent of
income for rent.

The income level of the Section 515 rural tenant
population is comparable to that of tenants nationwide
who receive Section 8 Housing Choice Vouchers and
those who live in public housing: voucher holders’
mean income was about $10,000 in 2000° and public
housing residents’ was $9,531.°

The family composition of the three groups varies

more. Sixteen percent of Section 8 recipients are

elderly, 15 percent have disabilities, and almost three-
quarters (61 percent) are families

The availability of RA

to eligible tenants, however,
subsidizes their rent to the point
that they do not pay more than 30
percent of income for rent, with
the balance paid by RHS. RA

is tied to projects, not tenants.

Figure 2

Characteristics of Existing Stock
According to RHS data available
as of November 1, 2003, the

total portfolio of the Section

515 program consists of 15,899
properties containing

434,296 units.

According to other RHS data as of Hispanic
January 2003, 92 percent of the
units are occupied. Seventy-two
percent of the tenants are white

Heads of 515 Households by Race

[ White Non-Hispanic

African American Non-Hispanic

Il American Indian/Alaskan Native
Other/Unknown

with children.” Forty-three
percent of U.S. public housing
residents are children. About a
third of public housing
households are elderly (31
percent) and another third
include at least one member with
a disability (32 percent).

Units at Risk

According to Rural Rental Housing
— Comprehensive Property
Assessment and Portfolio Analysis
(Comprehensive Property
Assessment) prepared for RD by
ICF Consulting and released in
November, 2004, there are
approximately 9,698 properties in
the Section 515 portfolio,
representing about 269,000 units,

non-Hispanic and 17 percent are
African-American non-Hispanic. Nine percent are
Hispanic, one percent are American Indian or Alaskan
Native, and the remaining one percent are Asian/Pacific
Islander, mixed, or unknown (see Figure 2).*

Almost half of all tenants (44 percent) are women who
live alone. Just over one-third of the tenants (36
percent) are elderly, and another 21 percent have
disabilities. The average annual income of all tenants is
only $9,365, and the average income of those who
receive Section 521 Rental Assistance is $7,311.
Reflecting program requirements, 93 percent of tenant
households have very low incomes, below 50 percent of
AMI. Another six percent have low incomes, between
50 and 80 percent of AMI.

Three-quarters of all tenants (74 percent) receive rent
subsidies, with the majority (58 percent of all tenants,

that were constructed before 1989
and therefore eligible for prepayment.?2 A 2002 report
by the Government Accountability Office (GAO)
indicated that the owners of about 104,500 units in
3,872 properties could be considered likely to prepay
within the next 8 years.® GAO assumed that nonprofit
organizations or public entities would not prepay
mortgages on properties they owned, that properties
heavily dependent on rental assistance would be
unlikely to prepay unless located in a growing area
where rents could be raised to maintain cash flow, and
that developments in counties with declining
populations would be unlikely to prepay because
demand for housing was likely to be low. However, the
Comprehensive Property Assessment estimates that
there are only 1,648 properties, consisting of about
46,000 units, for which prepayment is economically
viable. This disparity is based in part on analysis in the
Assessment of market conditions and individual

CHAPTER ONE: Overview of the Section 515 Program
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property finances not analyzed by GAO. On the other
hand, the Assessment did not include interviews with
owners, some of whom might seek to prepay for
personal reasons even if there is some cost to do so.

RHS Prepayment Rules®

The ability to prepay a Section 515 mortgage, and the
process for doing so, are governed by statutes and RHS
regulations. Mortgages made after December 15, 1989
cannot be prepaid during their terms. Mortgages
financed before December 21, 1979 can be prepaid only
if the owners decline RHS incentives to stay in the
program and RHS determines that the prepayment has
no adverse impact on minority housing opportunities.
Projects with Interest Credit subsidy or Rental
Assistance approved between December 21, 1979 and
December 15, 1989 are subject to twenty-year use
restrictions, and those without either subsidy are
subject to fifteen-year restrictions. Legislation in 1992
imposed the pre-1979 requirements on mortgages
initiated between 1979 and 1989.

The date of the mortgage documents determines
whether a loan was made on or after December 15,
1989. Determining whether a project was financed
before or after December 21, 1979 is more difficult,
however. Based on the language of the statute, USDA
considers the relevant date to be the date it issued its
Form AD-622 committing a loan for the project, not
the date the loan actually closed. USDA Rural
Development and the property owner have this
information, but it is not provided in the mortgage
documents in the public record.

The restrictions applicable to a loan approved before
December 21, 1979 change if a consolidation or re-
amortization of the loan occurs, or if the loan is
transferred to and assumed by a new borrower.

The date of that action, rather than of the original
commitment or mortgage, determines what restrictions
apply to the property.*

USDA began developing revisions to its entire
multifamily regulatory scheme in the mid 1990s,
finally publishing an Interim Rule on November 26,
2004, which took effect on February 24, 2005 (3560
Interim Final Rule, see Regulatory Changes below).*?
Parts of the property transfer process were clarified in
RHS Administrative Notice (AN) 4010, issued on
September 23, 2004* and described in more detail in
Chapter 5. This notice is intended to clarify the
transfer process, make the process more transparent
and efficient and clarify servicing authorities available
to RHS State Offices.

The prepayment and preservation process is
administered by the Rural Housing Service’s Office
of Rural Housing Preservation (OHRP), located in
the agency’s Washington, D.C. national office.

Transfers to Nonprofits

Although RHS regulations focus on agency involvement
in prepayment requests, many owners are willing to sell
their Section 515 properties to nonprofits without
going through the prepayment process. As explained
in Chapter 2, agency-sanctioned transfers follow a less
explicitly defined path than prepayment requests, but
may provide the best opportunity for preserving these
units. Details on the transfer process, and recent
changes in RHS transfer procedures, are discussed in
Chapter 5.

Trends and Possible Changes

Since September of 2004 several significant policy
changes and proposals have emerged, which together
could significantly alter the Section 515 program. The
only clear trends regarding Section 515 preservation
seem to be increases in the issue’s importance and in
the uncertainty surrounding it. Every year more units
become eligible for prepayment, and aging properties
are in increasingly urgent need of repair and
rehabilitation. Lawsuits consider a variety of legal
theories and create pressures on USDA to avoid
potential liability for court-awarded damages. Owners
seek ways to divest themselves of their properties
without going through the formal prepayment process.
A broad range of legislation has been introduced in
Congress to protect tenants while allowing owners to
sell their properties, but there has been no significant
legislative or regulatory change since the early 1990s.

Regulatory Changes

In developing what ultimately became the 3560 Interim
Rule, in June 2003 RHS published a Proposed Rule to
streamline the regulations for its multifamily housing
programs (Sections 515, 514/516, and 521). RHS
reported receiving over 3,000 comments on the
Proposed Rule, and issued the 3560 Interim Rule that
combines 14 previously separate regulations into a
single 146-page regulation supplemented by
multifamily housing handbooks on loan origination
(HB-1-3560), asset management (HB-2-3560), and
project servicing (HB-3-3560). The Interim Final Rule
took effect on February 24, 2005.

The Interim Final Rule includes a lengthy section on
prepayment and preservation, in addition to sections
covering many other topics. The main changes are:*

4
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1. Administration. The rules clarify the authority of the
national Office of Rural Housing Preservation to
coordinate, direct, and monitor preservation activities.

2. Nonprofits. A broader definition makes it easier for
regional and national organizations to qualify for both
transfers and mandatory sales.

3. Owner prepayment requests. Application paperwork
is simplified.

4. Notice to tenants. Tenants will receive a series of
notices during the prepayment process, rather than a
single notice.

5. Incentive offers. If an owner accepts incentives but
has not received them within 15 months, the owner
has several options, including resuming the
prepayment process.

6. Minority impact. In its required determination of
prepayment’s impact on minorities, the agency must
consider how minorities will be affected who are either
in the project, on the waitlist, or in the market area.
Impact on minorities should be “disproportionate” to
trigger a response — a new requirement that does not
match the statutory language.

7. Letters of Priority Entitlement (LOPES). Tenants now
have up to one year to request letters giving them
priority access to other Section 515 properties.

8. Restrictive use provisions. Owners have a new option
to prepay, but agree to restrictive use provisions for 10
years and then offer the project for sale to nonprofits
and public agencies.

9. Enforcement of restrictive use provisions. The rules
are now more explicit that tenants can enforce these
protections through legal action.

10. Owner payoff in response to agency acceleration

of the loan. Where the agency suspects the owner may
have defaulted in a deliberate effort to circumvent the
prepayment process, the agency will consider
alternatives to accelerating the loan.

Comprehensive Property Assessment

During 2003, USDA Rural Development contracted
with ICF Consulting to engage a research team to
conduct a Comprehensive Property Assessment of its
Section 515 portfolio. The researchers considered
several aspects of the properties:

= They surveyed a representative sample of 333
properties to determine their physical condition,
future physical needs, and financial status;

= They examined the local markets for the properties
and their equity value; and

= They considered policy issues relating to the structure
and management of the program, the financing of the
developments, and the use of rental assistance.

The analysis and conclusions of the Assessment have
been presented by RHS and its consultants to
lawmakers and housing advocacy groups, and are
expected to have a strong influence on future RHS
policy initiatives. Its major findings are:

= The portfolio is serving a truly needy population, and
presents no serious, immediate health and safety
problems; revitalization is in the public interest;

= Two-thirds of the stock is not physically sustainable
without additional resources;

= Rent increases alone cannot solve recapitalization needs;

= Owners of about 10 percent of the properties are
likely to prepay, if given the opportunity; and

= Debt restructuring and private investment can
significantly reduce the total public cost of portfolio
revitalization, relative to a scenario using Rental
Assistance alone.

Its recommendations include:

= Strengthening debt restructuring tools;

= Creating five financial restructuring templates
intended to streamline restructuring transactions and
leverage private investment;

= Creating a new Office of Portfolio Revitalization
with new statutory authorities and a new
regulatory structure;

= Streamlining prepayment procedures, while
strengthening tenant protections;

= Standardizing legal documents; and

= Providing new guidance, training and technical
assistance.

Funding

Since 1999, loss of affordable units due to prepayment
nearly equals production of new Section 515 units, as
Figure 2 shows. As noted earlier, funding for the
Section 515 program has dropped sharply, and there are
no strong signs that it will increase in the near future.
In its Fiscal Year 2006 budget proposal, the
Administration proposed reducing 515 program
funding to $27 million from the 2005 level of $100
million, with all funding dedicated to repair and
preservation and none for new construction. Congress
rejected a similar restriction on new construction in the
FY 2005 RHS budget.

CHAPTER ONE: Overview of the Section 515 Program
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Even the $116.5 million appropriated in FY 2004 was
insufficient to cover necessary costs of even a very
small new construction program as well as the
maintenance of existing stock and incentives to avoid
prepayment. The Housing Assistance Council
estimates that the $592 million appropriated for Rental
Assistance in FY 2004 fell $22 million short of the
amount needed merely to renew expiring contracts,
and that $100 million of new Section 515 funding is
needed to develop at least one new project in each
state, $50 million for necessary portfolio maintenance,
and $25 million for equity loans to prepaying owners.
Thus a total of $175 million would cover minimal

Figure 3
Section 515 Prepayment and Production

3000 2812

2500

2000

1500

1000

500

0

'99 ‘00 ‘01 '02 '03 ‘04

M Units Produced I Units Prepaid

Source: RHS Multifamily Housing

essential activities under Section 515.** As noted
above, the need for affordable rental housing in rural
areas far exceeds this minimum.

Financing for the existing portfolio is needed as well.
Anecdotally, the portfolio as a whole — though not
every building — is suffering from the effects of deferred
maintenance. The 2005 appropriation level does not
include enough Rental Assistance to renew expiring
contracts, assist tenants in newly constructed Section
515 units, and meet other needs such as preservation
incentives. Compounding the shortfall, in 2004
Congress reduced the dollar amount for RA by
changing contracts from five years to four. The need to
provide funds for the fifth year will simply be deferred
to a later date.

The Administration’s budget proposal for Fiscal Year
2006 provides $214 million in new funding to protect
tenants affected by mortgage prepayments through the
Section 542 voucher program, which has never

previously received significant funding. Section 521
Rental Assistance would be funded at $650 million,
enough to renew all expiring contracts.’* By focusing
on tenant protections and omitting funding for
payment of owner incentives, the budget implies that
RD intends to allow prepayments at a significant pace,
as contemplated in the Comprehensive Property
Assessment. RHS has indicated that a legislative
package implementing many of the recommendations
in the CPA, providing details for the new tenant
protection voucher program, and establishing a
comprehensive ten-year portfolio revitalization
program will be submitted to Congress in the spring
of 2005.

It is worth noting that in 2002 the Housing
Subcommittee of the House Committee on Financial
Services Committee narrowly rejected an amendment
that would have eliminated prepayment restrictions on
Section 515 properties, largely because of
Subcommittee concerns that there was inadequate
funding for tenant protection vouchers at that time.
Observers believe a similar proposal could be re-
introduced, especially in the wake of the prepayment
litigation discussed in Chapter 4. Several other
legislative proposals to increase the resources available
for preservation are summarized in Chapter 3.

Chapter 1 Notes

! Based on Housing Assistance Council analysis of
the 2001 American Housing Survey and the 2000
Census of Population and Housing.

2 Kathryn P. Nelson, Jill Khadduri, Marge Martin,
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Housing and Urban Development, 2000), p. 2.

* Government Accountability Office, Rural Rental
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(Washington, DC 1992).

+ USDA Rural Housing Service, “Results of the 2003
Multi-Family Housing Annual Fair Housing
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18, 2003. The word “tenants” is used here to mean
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characteristics of heads of household.
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6 Budget of the United States Government, Fiscal Year
2006 — Appendix (Washington, DC: U.S. Government
Printing Office, 2005). Available at
http://www.whitehouse.gov/omb/budget/fy2006.

CHAPTER ONE: Overview of the Section 515 Program

7



CHAPTER TWO

KEEPING SECTION 515 PROPERTIES AFFORDABLE:
CHALLENGES AND POSSIBLE SOLUTIONS

Lindley Higgins, Ph.D

Overview

he Section 515 program is intended to provide
decent, affordable housing for low-income rural

residents. As the program has evolved, two

significant issues have come to have a growing impact:

the aging of the Section 515 properties, and the
growing desire on the part of owners either to sell the
property or to pre-pay their Section 515 mortgages
and thereby terminate their obligations to manage
their properties as affordable under RHS rules. In
recent years, many owners and preservation advocates
attempting to transfer these properties (either as
affordable housing resources or for other purposes)
and to recapitalize them have become frustrated by
what they perceive to be reduced RD staff and funding
levels, complex program rules, lengthy processing
times, and uneven and unpredictable application of
program requirements. As this handbook is going to
press, however, RHS is striving to address a number of
these procedural issues at the same time it is
attempting to address the aging and slow deterioration
of the portfolio as a whole. But while many of the
problems cited in this chapter by both buyers and
prospective sellers are being addressed by recent and
proposed reforms, it is still important for those
seeking to preserve 515 properties to understand
historic problems and perceptions.

A successful Section 515 preservation transaction
should provide some reasonable incentive to both
sellers and purchasers, finance appropriate property
repairs and improvements, and incorporate some
assurance of the property’s long-term accessibility to
low-income residents. But because many rural rental
properties experience little or no increase in market
value over time and because the debt on a 50-year,
one percent mortgage decreases very slowly, an
appraised market value that a buyer is willing to pay
for a property may barely cover existing debt and
transaction costs, leaving little for property repairs

and improvements, much less any remaining cash

for the seller. As a condition for approval of the
transaction, RHS may sometimes require minimum
property repairs, and may also restrict the total cash
payment to the seller. Further, necessary
improvements rarely increase the property’s appraised
value in an amount equal to their cost. These
circumstances generally mean that, in addition to
compromises by both buyers and sellers, low cost
financing or additional subsidies are often necessary.

Overcoming the barriers to preservation requires the
cooperation of the current owners, potential buyers,
financial institutions, and public officials. However,
despite the difficulties, many organizations have been
successful in keeping Section 515 properties
affordable. This chapter, based on interviews with
rural housing practitioners, provides an overview of
the challenges facing those who wish to preserve the
affordability of Section 515 housing. The chapter
provides a discussion of some of the financial
challenges to maintaining affordability, describes some
obstacles associated with historic USDA
organizational, regulatory and process issues, and
relates some possible strategies for dealing with

these challenges.

The challenge of preserving affordability can become
more difficult as properties age. Many Section 515
properties were built with cost containment as a
driving factor, and although they have been subject to
stringent RHS inspection requirements, some
properties need significant capital improvements, to
the point where rehabilitation expenses may exceed
the value of the property. The 2004 Comprehensive
Property Assessment commissioned by RHS found that
most properties are facing significant replacement
needs, but have inadequate replacement reserves.!
Preservation can also be more difficult if the original
RHS affordability restrictions on the property have
expired, since profit-motivated investors are willing to
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pay more for a property that can generate higher rent
revenues. As detailed in Chapter 4, RHS properties
financed prior to 1979 had no restricted use period,
while those financed after 1979 and before 1989 with
RHS subsidies had a 20 year use period. Regardless,
both the pre-1979 and 1979-1989 properties are
subject to prepayment restrictions as a result of
subsequent legislation.

A significant number of owners are seeking to
terminate RHS’s affordability requirements and rent the
units at a market rate, as a result of improved market
conditions. Some are approaching retirement age and
are looking to get out of the business of managing
properties altogether. Others want to dispose of
properties with “phantom income,” taxable income
resulting when depreciation is exhausted and mortgage
principal payments increase, forcing owners to pay
taxes on a property’s net revenue even when that
revenue is needed to pay debt service.

Financial Issues: Costs and Partners

The Section 515 program has evolved over time with
regard to how it provides public financing for private
ownership and management of rural rental properties.
USDAS role was originally intended to be temporary,
with borrowers encouraged to refinance their
properties with private credit as soon as possible.

As detailed in Chapter 4, from 1961 to 1968 RHS had
two Section 515 loans: a 3 percent loan for nonprofit
and public agencies and a “market rate” loan for profit-
motivated entities. This changed in 1968, when
Congress authorized the interest credit program.

But until 1973, interest credit was only extended to
nonprofit and public agencies, not for-profit entities.
The problem of prepayment and loss of use restrictions
arose in 1973, when USDA opened up the interest
credit program to for-profit entities by changing the
“credit elsewhere” requirement without changing the
“graduation” requirement. This allowed for-profits to
come into the program and leave at will.

Congress subsequently placed pre-payment restrictions
on the Section 515 loans to keep the properties
affordable. Once an owner prepays a property’s Section
515 loan in order to raise rents, the apartments are
unlikely to be converted back to affordable housing
without new subsidies. For those properties with a
Section 521 rental subsidy, prepayment, whether or not
there is a conversion to market rate housing, also
means the permanent loss of that deep subsidy which
enables very low income tenants to be served.

Keeping Section 515 properties affordable and well-
maintained requires finding financial resources to
address the rehabilitation needs and to provide equity
to owners, either through equity loans as an incentive
to forego prepayment, or through cash from sales as an
incentive to transfer their property to a preservation-
oriented buyer. Section 515 funding for the costs of
both new construction and rehabilitation and
refinancing or sale of existing properties has been
declining over time while programmatic restrictions
have increased. In addition, as the properties age, they
become less attractive to investors and require
increasing amounts of rehabilitation to keep them safe,
sanitary, and competitive in the market.

Funding has declined for the Section 515 mortgage
financing program at the same time that funding has
tightened for two complementary direct operating
assistance programs: RHS Section 521 Rental
Assistance (RA) and HUD Section 8. Rental Assistance
funds are indexed only to keep up with inflation and
have not kept up with increasing demand.? According
to the Government Accountability Office, 58 percent of
Section 515 units receive USDA RA subsidy and
another 14 percent receive HUD project or tenant-
based Section 8 rental subsidies.® For the remaining 28
percent of households, new project-based Section 8
contracts have not been available since 1981. HUD
Section 8 Voucher assistance for tenants has also failed
to keep up with demand and is less available in rural
areas. Where available, Section 8 Vouchers may be
used as “Project-Based Vouchers,” but there are limits
on the number of units that can be supported in any
given project. The availability of RA or Section 8 in a
particular project provides the property with a
guaranteed and steady source of revenue, making
third-party financing to support recapitalization

more feasible.

In order for a preservation transaction to qualify for
enough new debt for acquisition, rehabilitation, and
transaction costs, higher rents are required to pay
additional debt service. The availability of additional
rental subsidy can be critical, since there is otherwise
no way to cushion the impact of necessary rent
increases on current unassisted tenants. RHS and
preservation-oriented buyers are extremely reluctant to
confront existing unassisted tenants with large rent
increases, but in the past RHS has been unable to
commit to incremental RA until the end of a costly
predevelopment process. RHS has been known to
prohibit prepayment in the absence of additional RA,
which technically “preserves” the project while
leaving it vulnerable to future prepayment or
physical deterioration.
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Many practitioners have recommended the
development of comprehensive, predictable RHS
policies to encourage transfers to nonprofits, provide
reasonable returns on equity investments, and reward
asset management with appropriate fees and
distributions. Practitioners have also encouraged RHS
to engage with owners in more robust capital
planning, incorporating costs of initial repairs,
schedules for future repair needs, and recapitalization
of and regular contributions to replacement reserves.
Improving long-term capital planning was a central
element to the 2004 Comprehensive Property
Assessment.

Recently RHS has allowed nonprofits to receive an
annual asset management fee, which could provide a
valuable incentive for organizations that support long-
term preservation of Section 515 properties but cannot
afford to subsidize the cost of managing unprofitable
properties. Unfortunately the guidance* is not

specific with regard to fee levels, and field practice

is not uniform.

The Challenge of Small Properties

Rural multi-family dwellings tend not to have as many
units as their urban counterparts. In fiscal year 2001,
the average size of an RHS property was 27 units.®
Many of these properties are owned by small operators
— the “Mom & Pop” ownership model is common.
While there are few units per development, fixed
transaction costs make the per-unit cost of transfer
very high. Fixed transaction costs include financing
fees and the need to perform due diligence on legal,
environmental, architectural, and engineering matters.
For transactions that can take an extended period to
close and require multiple partners for success, these
costs can be very high and make the transaction less
attractive and less feasible. Further, because Section
515 loan funds cannot be used for developers’ fees,
other sources of financing, such as Low Income
Housing Tax Credits (LIHTC), must be used to cover
development expenses and LIHTC, in particular, is not
suitable for very small projects.

Affordable housing practitioners have attempted to
address the high per-unit cost of transactions by
“bundling” properties across locations. However,
properties cannot be bundled across state lines because
each of the state RHS offices applies regulations and
allocates resources somewhat differently. Also, the
actual due diligence on individual properties varies in
duration, complicating coordination for funding
decisions and the closing process.

One solution to the high per-unit cost of transactions
would be to allow bundling to occur not just across
locations, but across properties that are reaching the
end of their restricted use periods at slightly different
times. Developments that are built in stages may have
portions that reach the end of their use restrictions in
different years. But as long as the units are to be kept
affordable, it may make sense to bundle these projects,
allowing them to be refinanced prior to the end of
their restricted use period.

Finding Lending and Investor Partners

The financial incentives for purchasing Section 515
projects are not attractive enough for many for-profit
investors to induce them to purchase in a voluntary
sale. Any available return on investment is capped by
regulation at eight percent. (lronically, in the
prepayment context RHS can approve a higher return
as an incentive for an existing owner to remain in the
program.) But unlike HUD's treatment of subsidized
rental properties, which recognizes an owner’s limited
dividend in budget-based rent-setting, thus providing
at least some assurance of a return, RHS does not
uniformly adjust rents to assure a minimum profit to
the owner.

Finding a willing third-party lending partner is
difficult for a number of reasons. First, there are both
fewer banks and fewer multifamily housing properties
in rural areas, making it somewhat more difficult to
identify multifamily lending expertise for a particular
project. Second, the complexity and small size of the
deals means they will cost the bank as much as a
larger transaction to process, but generate smaller fees,
making them less attractive. A third issue affecting the
ability to find lending partners is the difficulty in
persuading RHS to provide assurances to a private
bank that it would provide additional resources if a
workout were to become necessary.

The secondary markets have had limited success with
Section 515 projects for many of the same reasons, but
they are attempting to become more involved in the
creation and use of mortgage products. Both Fannie
Mae and Freddie Mac have recently emphasized their
desire to buy supplementary loans on Section 515
properties (see the Adirondack Apartments case
below), and have actively pursued strategies to
streamline and reduce duplication of underwriting
activities common to RHS in order to speed
transaction times and reduce costs.
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Adirondack Apartments:
First Section 515 Property to Use Fannie Mae Financing

Adirondack Apartments is a 22-year old, 40-unit family apartment complex in the rural New York community of
Saranac Lake. The property was owned by a limited partnership, financed by a RHS Section 515 loan. All 40
units had HUD project-based Section 8 subsidies. Volunteers of America (VOA) agreed to purchase and
rehabilitate Adirondack Apartments in 2000, as part of its commitment to preserving affordable housing.

Initially, VOA saw Low Income Housing Tax credits as a key resource, but one tax credit cycle in New York had
closed and the next was too far off. So instead, VOA worked with the nonprofit National Affordable Housing
Preservation Associates, the law firm Goulston and Storrs, and the national offices of RHS and Fannie Mae to
develop a financing model whereby RHS would subordinate its first security position to a loan made by a Fannie
Mae Delegated Underwriter/Servicer (DUS).* The DUS would get the advantage of a successful track record by
RHS of servicing such properties, reducing the amount of servicing fees the property would have to carry. RHS

reduced the interest rate on its debt to one percent.

Capri Capital agreed to participate as the lender. Negotiations between the partners took three years to complete,
and the property finally closed in December 2003, with Fannie Mae purchasing Capri’s loan. The HUD project-
based Section 8 contract was transferred and will cover debt service, rehabilitation and a higher annual reserve
deposit. VOA was also able to secure an $80,000 weatherization grant from the State of New York.

Underwriting new capital for Section 515 projects can
also be problematic. Lenders and investors are
legitimately concerned with the long-term economic
viability of a property that depends upon RHS rental
assistance. The amount of rental subsidy available
each year is subject to Congressional appropriations,
and while appropriations for RA have been consistent,
they are not guaranteed. Some lenders may
underwrite only the RA or project-based Section 8
under contract, assuming no renewal, and in 2003
Congress reduced RA contract renewal terms from five
years to four, further exacerbating this problem.
Similar underwriting problems exist for project-based
Section 8 contracts, project-based Vouchers, and
projects heavily dependent on Section 8 tenant
Vouchers.’

Legal and Regulatory Issues: RHS
Structure and Regulations

The ability of RHS to support preservation activities in
the Section 515 program is made difficult by a number
of structural and regulatory issues. USDA is a large
agency with offices in all 50 states and a decentralized
structure that administers a wide variety of programs
in addition to rural housing.

USDA Organizational Issues

One impediment to consistent preservation program
implementation and to the implementation of
transactions involving multiple properties is the
decentralized structure of USDA and the manner in

which authorities are spread throughout the organization.

The Section 515 program is a nhational program
administered by RHS in Washington, D.C. However,
operational authority is delegated to state level offices,
with state RD housing program directors responsible to
state RD directors who administer a variety of RD
programs and who report to the Under Secretary for
Rural Development, rather than the RHS administrator.
Coordination among states and consistency in the
interpretation and application of program requirements
is difficult to achieve within this framework. This can
be further complicated when individual properties in a
portfolio fall under the jurisdiction of more than one
local RD office.

Some practitioners feel that many state and regional
USDA staff may not be adequately prepared to
undertake a Section 515 preservation transaction. The
deals are very complicated and state level staff — who
must administer a wide variety of programs — are not
consistently well-versed in the regulations governing
Section 515 transactions or in real estate financing
mechanisms. Some staff also lack familiarity with the
differences between nonprofit and profit-motivated
organizations, and may have a bias toward one or the
other without fully understanding the financial needs
or advantages of either type.

Regulatory and Process Issues

The implementation of RHS regulations is made more
complex by differences in their interpretation by the
various offices, which may be a result of both the
discretion given to state RHS offices and the vagueness
of the regulations and Administrative Notices
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themselves. State directors administer the program,
and they, and sometimes even regional directors, may
interpret the regulations differently, resulting in
different assessments of when waivers are required or
whether certain actions are even permitted. Thus, the
exact interpretations of the regulations may vary from
state-to-state, and even within states, and may vary
between transactions and even with regard to different
properties within the same transaction.

For example, RHS has an internal process that
includes an analytical framework for analyzing the
level of financial assistance to be provided. However,
this decision-making process has not been transparent
or predictable, leaving purchasers with little
information on what constitutes an acceptable or
feasible transaction. As RHS attempts to rationalize
the process and provide uniform guidance to its
multiple approving offices, nonprofit developers are
hoping that it does not become unnecessarily rigid
and arbitrary.

USDA is working to update, streamline, and clarify its
rules for the Section 515 program and has recently
published a set of major revisions. First, an
Administrative Notice (AN) on Section 515 transfers,
AN No. 4010, was issued on September 23, 2004.
AN 4010 replaces transfer and assumption guidance
provided in the expired AN 3767 (1965-B) and
attempts to make the transfer of Section 515
properties simpler, quicker, and more predictable.
Chapter 5 contains a more detailed analysis on

this Notice.

In addition, as noted in Chapter 1, RHS has recently
issued the 3650 Interim Final Rule (effective February
24, 2005). This new framework reduces the amount
of material in formal regulations and issues three
Handbooks to supplement the new, condensed
regulations. Even with the finalization of the
regulations in 2005, RHS faces an ongoing challenge
in appropriately allocating scarce resources, making
the program more responsive to current market
dynamics, and striking an appropriate balance
between uniform practice and local interpretation.

While there are significant differences in how the rules
and requirements of preservation transactions are
interpreted within RD and by other project
participants, it may be useful to develop a few basic
models for Section 515 transactions. The publication
of a number of “best practices” would help to create
some basic concepts around which participants could
fashion specific deals. On December 28, 2004 RHS
issued AN 4036, which calls for proposals to

restructure portfolios of 515 properties as a
demonstration of new revitalization concepts
discussed in the Comprehensive Property Assessment.
This Notice authorizes State Directors to issue
conditional commitments of RHS resources, which
could reduce much of the uncertainty faced by
practitioners regarding what resources will be available
to a transaction. If successful, this demonstration
program could identify additional innovative
transaction models, serving as examples of innovative
practices endorsed by RHS to owners, buyers, and RD
staff at various levels. As RD state directors begin to
see how deals can be structured, they may be more
amenable to allowing some “boilerplate” aspects of the
transactions to be approved without delay.

Directly responding to this expressed need, Fannie
Mae and RHS have agreed on a common approach
when a DUS lender will provide new senior debt on a
property. This approach involves close coordination
with regard to underwriting standards, appraisals,
physical needs assessments, environmental review and
timelines for processing.

The Exit Tax

The “exit tax” to be paid upon sale of a property is a
major issue affecting owners, especially in the case of
properties that have experienced little appreciation in
value. The typical investor of a subsidized property
expected to receive tax benefits from rapid
depreciation in the early years of operation, followed
by a partial recouping of those tax benefits by the
government if the property were sold in later years.
Over time, however, many investors never received the
full benefits expected, because of changes in marginal
income and capital gains tax rates, 1986 tax reform
provisions that eliminated investors’ ability to deduct
losses and, in some cases, an absence of expected cash
flow. Nevertheless, the investor will taxed on the
amount by which accumulated depreciation exceeds
cumulative mortgage principal paid (the “exit tax”).
Unless cash from sale exceeds the exit tax liability, the
investor has little incentive to sell, despite the
property’s need for new ownership and new
recapitalization resources.

Although the exit tax is itself a consequence of tax
deductions taken for losses and depreciation in
previous years, it represents a significant obstacle to
sale of many affordable rental properties, leading to
disinvestment and deterioration. Legislation has been
introduced to provide exit tax relief for affordable
rental properties, and a broad coalition of affordable
housing groups is supporting its enactment.
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Some Section 515 property owners or investor partners
may choose to donate all or some of the legitimate
market-appraised value of their property as part of a
transfer to a nonprofit organization, generating a tax
deduction that offsets their tax burden somewhat.
Under this scenario, the charitable donation will only
reduce taxable income by the value of the donation,
which is likely to be less than the exit tax liability.
However, some prospective nonprofit purchasers have
been successful in using charitable donations as a
mechanism to receive the individual ownership
interests of limited partners, which can simplify
subsequent negotiations for completing a

property transfer.

The structure and phasing of these transactions can be
complicated, particularly if tax credits are being used.
For example, at least one nonprofit purchaser has been
told that it is prohibited from re-selling property to a
for-profit entity within a five-year period, despite the
need to do so simply to facilitate the use of Low
Income Housing Tax Credits. According to RD
practice in some offices, a nonprofit organization that
acquires a property in order to allow the seller to
realize the charitable donation benefit, and then
immediately transfers the property to a limited
partnership that can utilize tax credits, would be
barred from doing business with RD for five years.

RD has agreed, however, in a case in Virginia, to allow
a limited liability corporation (LLC), 100 percent
owned by the nonprofit, to purchase the property. In
this case, the LLC is legally considered a “disregarded
entity” and it takes on the tax status of its owner, a
501(c)(3) nonprofit, allowing the seller to realize the
charitable donation benefit. The nonprofit then allows
the for-profit organizations that comprise the members
of the LLC that are seeking the tax credits to enter the
LLC, making it a for-profit LLC without that
transaction being construed by RD as a sale.

The Community Development Trust (CDT), created
with LISC support in 1999, offers another option to
sellers facing exit taxes. Operating as an Umbrella
Partnership Real Estate Investment Trust (UPREIT),
CDT offers owners shares in its REIT in exchange for
their ownership interests in the properties they are
selling. Under IRS rules, this type of transfer is similar
to a “like-kind exchange,” in that it is not a taxable
event the way a sale of the real estate itself would be.
Sellers defer exit taxes on their sale until such time as
they redeem their shares, which they can do subject to
their exchange agreement with CDT and their own tax
planning. In the event the seller should die before
redeeming the shares, their taxable basis is “stepped

up,” meaning their heirs will have no exit taxes upon
sale of the shares.
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CHAPTER THREE

RESOURCES FOR SECTION 515 PRESERVATION

Leslie Strauss

Imost any financing source that can be used for

any other multifamily housing development

can be used for preservation. Logical sources
include the Section 515 program itself and the Low
Income Housing Tax Credit (LIHTC), but there are
other possibilities as well. This chapter describes
some of them and provides suggestions for seeking
additional information.

This chapter focuses on federal resources because a
catalog of state programs is beyond the scope of this
guide. Some of these federal programs are
administered by federal agencies, including most
obviously USDA Rural Development and HUD. Other
federal funds reach rural areas through state
government agencies. For example, Community
Development Block Grant funds for non-entitlement
areas are allocated to state governments (in all states
except Hawaii). HOME Investment Partnership
Program funds are provided to “participating
jurisdictions” (PJs) and for most rural areas the
relevant PJ is the state. Low Income Housing Tax
Credits are administered by state housing finance
agencies as well.

The assistance presently available to developers and
owners of rental housing does not alone reduce costs
enough to make units affordable for the lowest-income
rural residents. Additional aid must often be provided
to help cover rent costs, and must be considered in
plans to preserve any rental development. This
chapter includes resources for rental assistance as well
as for building costs.

Section 515 Rental Housing Loans

A nonprofit acquiring a property with an existing
Section 515 mortgage can assume that mortgage
and/or receive a new Section 515 mortgage to finance
acquisition and rehabilitation of the structures. Loans
are for up to 30 years at an effective one percent

interest rate, but amortized at a 50 year rate. The
maturity date and amortization of existing loans can
also be extended to reduce debt service.

To be eligible for a new Section 515 loan, a borrower
must be unable to obtain mortgage credit from
another lender at a cost that is low enough for the
developer to keep rents affordable to low- and
moderate-income tenants. A loan to a nonprofit
organization or public body may be for up to 100
percent of the appraised value or development cost,
whichever is less, plus two percent initial operating
capital. Individuals, partnerships, limited
partnerships, or for-profit corporations operating on a
limited-profit basis are also eligible for Section 515
financing, but the terms are less generous.

Section 515 financing can be used for cooperatively
owned units as well as for rental units. Very few co-
ops have been developed under Section 515, however,
and the authors are not aware of any Section 515
rental properties that have been converted to co-ops
using additional Section 515 funding.

Section 538 Rental Housing
Loan Guarantees

The Section 538 program enables RHS to guarantee
loans made by private lenders for the development of
affordable rural rental housing. The program is
intended to serve higher income residents than the
Section 515 - tenants can have incomes up to 115
percent of area median income — and therefore Section
538 properties are not eligible for Section 521 Rental
Assistance. Borrowers compete for Section 538
guarantees under the terms of a notice of funding
availability published in the Federal Register each year.

The maximum term of a guaranteed loan is the lesser
of 40 years or the remaining economic life of the
project. RHS has the authority to impose a maximum
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interest rate, but the FY 2004 NOFA announced that
the agency would accept “the best rate negotiated
between the lender and prospective borrower.” RHS is
required to provide interest credit, reducing the
interest rate to the Treasury rate, for at least 20 percent
of the loans guaranteed each year.

The Section 538 program regulations are separate from
those for the Section 515 and 514/516 programs. They
are compiled in 7 CFR Part 3565 and can be accessed
through Appendix A to the agency’s staff handbook for
Section 538 located on the USDA Rural Development
website, http://www.rurdev.usda.gov/regs/.

Section 514/516 Loans and Grants
for Farmworker Rental Housing

If an existing Section 515 project were occupied by
farmworkers, Section 514 loans and Section 516 grants
could be used to purchase and rehabilitate it.
Nonprofit organizations and public agencies are
eligible for both loans and grants (as are Indian tribes
and associations of farmworkers). Limited
partnerships with nonprofit general partners, farmers,
associations of farmers, and family farm corporations
are eligible for loans only. All 514/516 developments
must be operated on a nonprofit basis.

Section 514 loans are for 33 years at one percent
interest. A Section 516 grant may cover up to 90
percent of the development cost for a project. The rest
of the cost may be (and usually is) provided by a
Section 514 loan. The majority of non-partnership and
non-farmer loan recipients receive grants.

Like funds for RHS's other multifamily housing
programs, Section 514/516 monies are distributed
competitively. Demand for the funds exceeds supply,
though the shortfall is no longer as serious as it was in
the mid 1990s. An annual Notice of Funds Available
invites preapplications, which are submitted to USDA
Rural Development state offices. They are scored by
state offices, then ranked nationally.

Rental Assistance can be used in Section 514/516
developments, though it is RHS's policy to attempt to
use less than a 90 percent grant when RA is provided.
Also, when a Section 514 loan is being used to leverage
other funding, RA is available only if the total interest
cost does not exceed the cost of using 100 percent RHS
loan financing.

RHS regulations for the farm labor housing programs
were recently revised along with the Section 515 rules,
as described in Chapter 1.

Section 533 Housing Preservation
Grant Program

The Housing Preservation Grant (HPG) program does
not fund acquisition, but HPG funds could be used to
repair or rehabilitate rental buildings once acquired.
The grants are competitive and are made available in
areas where there is a concentration of need.
“Sponsors” (grant recipients) may be nonprofit

organizations, Indian tribes, units of local government,

or state agencies.

Each USDA RD state office administers its own HPG
program, including the annual competition. In
addition, each state director has the authority to
interchange funds between HPG and the Section 504
grant program, which funds repairs for low-income
elderly homeowners.

The program regulations are at 7 CFR 1944 Part N,
available as Instruction 1944-D on the USDA Rural
Development website, http://mwww.rurdev.usda.gov/regs/.

Rental Assistance Programs

As noted above, given the subsidies currently available

for buildings, rental assistance is an essential part of

making housing affordable for low- and extremely low-

income rural residents. The cost of rental assistance
has become a political issue, however. Rising housing
costs and the need to both renew existing subsidies
and also provide new ones have pushed expenditures
for HUD vouchers and USDAs Section 521 Rental
Assistance program ever higher. Those seeking to
preserve rental housing must compete for an
inadequate, and potentially shrinking, pool of rental
subsidy funds.

USDA Section 521

The Section 521 Rental Assistance (RA) program pays
the property owner the difference between 30 percent
of a tenant’s income and the monthly rental rate,
including the cost of all utilities and services. Until
federal Fiscal Year 2004, RA contracts between RHS
and owners were for five years; beginning with FY
2004, Congress reduced the cost of RA in the USDA

appropriations bill by changing contracts to four years.

RA contracts are renewable, so the change simply
defers the need to provide additional funds.

Rental Assistance is available only for multifamily
properties financed by USDASs Section 514/516 (farm
labor housing) or Section 515 programs. Not all
Section 514/516 or 515 properties have Rental
Assistance, however. In fact, 20 percent of tenants in
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Section 515 units not only do not have RA, but are
paying more than 30 percent of their incomes for rent.
As noted above, RA funding consistently falls short of
the need.

HUD Section 8 Assistance

HUD has historically provided Section 8 subsidies in
two broad forms - tenant-based (the Housing Choice
Voucher program) and project-based Section 8. Like
Section 521 RA, Section 8 provides payments to
participating owners on behalf of very low-income
tenants (those with incomes below 50 percent of AMI).
Tenants must rent homes that meet HUD's housing
quality standards (HQS).

Vouchers are administered by public housing agencies
and Indian housing authorities under one-year contracts
with HUD. These agencies provide portable vouchers
to specific renters. Each local housing authority
establishes a payment standard, which is closely related
to the area Fair Market Rent (FMR) established by
HUD, and pays property owners the difference between
30 percent of tenants’ income and the payment
standard. A tenant can choose a home with rent above
the payment standard and pay the additional amount
him/herself, or find a home with rent below the
payment standard but still pay 30 percent of income.

A tenant with a voucher can continue to rent a unit in a
former Section 515 property where the mortgage has
been prepaid, so long as it meets HUD's quality
standards and the tenant share does not exceed 40
percent of income. Current law provides new Section 8
vouchers for unassisted tenants to prevent or mitigate
displacement from properties where HUD subsidies are
being terminated, but no similar authority currently
exists for tenants of prepaid Section 515 properties.
Even when vouchers are available, the scarcity of
affordable rental units in rural areas may make it
impossible for tenants to use their vouchers.

Some Section 515 properties may also have non-
portable project-based assistance contracts between the
property owner and HUD’s Office of Housing. These
contracts provide subsidy directly to the owner so long
as the units covered by the contract are occupied by
income-eligible tenants. The tenant pays 30 percent of
income and HUD provides the remainder of the rent at
the payment level stipulated in the contract (which is
subject to annual adjustment by HUD). These project-
based assistance contracts were typically written for 20
or 30 years, but can generally be extended (at the
owner’s option) at expiration, subject to the availability
of annual appropriations. Upon renewal, rents are set
according to a variety of options, which may include

marking levels up to market (in strong markets),
reducing rents to local market levels (in weak markets),
or continuation of existing rents with an operating cost
adjustment factor or at a level needed to support HUD-
approved operating expenses (“budget-based rents”).!

State Rental Assistance

Just as some states provide funding for property
acquisition and rehabilitation, some provide assistance
for renters. Housing trust funds can be used for this
purpose, or a state legislature may appropriate monies
for rental assistance.

HUD’s HOME and CDBG Programs

The HOME Investment Partnerships Program provides
federal funds to states, local governments, and Indian
tribes. A recipient of HOME funding is a “participating
jurisdiction” (PJ). In most rural areas, the relevant PJ is
the state, although for a rural place in an urban area it
might be the county, and in some places rural counties or
other local governments have formed consortia to
become PJs themselves.

Each PJ conducts a consolidated planning process to
determine how its HOME funds will be spent.
Consolidated Plans are developed every five years and
updated annually. While PJs are permitted to use HOME
funds for numerous housing purposes including
acquisition, rehabilitation, and tenant-based rental
assistance, an activity not included in a Consolidated
Plan cannot be funded.

PJs must set aside a minimum of 15 percent of their
HOME funds for the housing efforts of community
housing development organizations (CHDOs), local
nonprofit organizations with community representation
on their boards and the capacity to do housing work. Up
to another five percent of each PJs funds may be used for
CHDO operating expenses. Many local nonprofit
organizations have been certified as CHDOs by their PJs.

HOME restricts tenant incomes to a greater extent than
Section 515 does. At least 90 percent of HOME funds
used for rental housing must be invested in affordable
units that are occupied by families whose incomes are at
or below 60 percent of area median income (AMI), and
the remaining ten percent of tenants must have incomes
at or below 80 percent of AMI. When funding sources
are combined, the most restrictive provisions must be
used in order to remain in compliance. Also, HOME
funds used for rehabilitation or acquisition of existing
rental housing require that housing must remain
affordable for at least five to 15 years depending on cost;
for new construction, the minimum affordability term is
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20 years. Many PJs require longer affordability terms.
HUD’s CDBG program also provides flexible funds to
state and local governments for projects that benefit low-
to moderate-income populations, prevent or eliminate
blight or meet other community development needs.
CDBG funds for cities with populations of less than
50,000 and counties with populations of less than
200,000 are allocated at the state level. These funds
are distributed from the state to a local government for
application to specific, eligible projects, which may
include housing rehabilitation and direct assistance

to nonprofits.

More information about HOME and CDBG should be
available from the administrative entity of the relevant
participating jurisdiction — usually the same housing
finance agency that runs the Low Income Housing Tax
Credit program — or from a HUD field office.

State Resources

Most states operate housing programs with state funds
that could be used for rental housing preservation. Many
states issue tax-exempt revenue bonds or general
obligation bonds to finance housing development
programs. Other states rely on legislative appropriations.
In addition, some states have their own tax credit
programs, similar to the federal Low Income Housing Tax
Credit. Information about state-specific preservation
resources, including state housing finance agency
preferences for preservation projects in the allocation of
Low Income Housing Tax Credits, is compiled by the
National Housing Trust and can be found at
www.nhhtinc.org.

Housing trust funds may be a good source of dedicated
housing funds at the state, county, or local level.
According to the Housing Trust Fund Project at the
Center for Community Change, more than 350 trust
funds now exist. They are established by legislation or
ordinance and receive on-going revenues from dedicated
sources of public funding such as taxes, fees, or loan
repayments. The money is then available for affordable
housing needs. The specifics vary among funds.

Low Income Housing Tax Credit

Funds raised from investors through the Low Income
Housing Tax Credit can be used for acquisition and
substantial rehabilitation of rental units. The tax credit
attracts for-profit entities to the development of affordable
housing by reducing federal income taxes in exchange for
investments in low-income rental housing. A for-profit or
nonprofit developer partners with an investor to develop
the property and often manages it as well.

Federal tax credits restrict rents and tenant eligibility
for 15 years, and many states now have extended use
restrictions in force for 30 years or more. If tax credit
financing is used along with another program, such
as Section 515, that has a longer restrictive use period,
then the development is bound by the longer
requirements.

Each state must set aside at least ten percent of its
credit allocation for projects developed by nonprofits.
Nonprofits have used this program successfully to
develop new rental housing in rural areas, although it
presents more challenges than a loan or grant program.
Some have found that the small scale of most rural
projects makes the tax credit program not cost-effective,
since it requires relatively fixed transaction costs for
professionals such as attorneys and syndicators. On
the other hand, some nonprofit groups with limited
multifamily experience have learned from working with
the for-profit developers who often undertake tax credit
deals with nonprofit partners.

It should be noted that the owners of tax credit properties
are limited partnerships. Such entities

cannot assume a mortgage or ownership under RHS’s
prepayment rules. A limited partnership can, however,
purchase property from an owner that wishes to divest
itself of ownership without going through the
prepayment process.

The use of tax credits is also complicated by RHS
restrictions on tenant displacement. The tax credit
program sets a ceiling on the income of those who can
rent units in the funded property, and that ceiling (no
more than 60% of median income) differs from that of
Section 515 (80% of median). Further, despite the very
low average income of Section 515 residents, some
tenants who met RHS' income guidelines on admission
may now have higher incomes. When the income of the
existing tenants is above the Tax Credit ceiling, RHS rules
prohibit the higher income tenants from being displaced.
The limited partnership that controls the tax credit would
have to defer some of the benefits of the credit until
natural turnover occurs and lower income tenants can be
found to replace the higher income ones. The deferral of
the credit reduces financial benefits to the limited
partnership. The income limit also narrows the market of
potential renters.

In most states, state housing finance agencies administer
the tax credit program, and can be located through their
association, the National Council of State Housing
Agencies, at www.ncsha.org.
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Housing Intermediaries

Intermediary organizations, which receive funding
from one or many sources and pass it through to
others, may be able to assist housing preservation
efforts. A specific type of intermediary, a Community
Development Financial Institution (CDFI), provides
funding for housing, community facilities, economic
development, and financial services for low-income
households and local businesses. According to the
website of the Treasury Department’s CDFI Fund,
which certifies CDFls, these entities include
community development banks, credit unions, loan
funds, venture capital funds, and microenterprise loan
funds, among others. In addition to financing
resources, some are also equipped to provide training
and hands-on technical assistance. As of February 1,
2005 the CDFI Fund had certified 740 CDFlIs. Lists of
these entities, along with other information, are at
www.cdfifund.gov.

A few of the available intermediary loan funds are
described below. Others are summarized in the
October 2004 issue of Affordable Housing

Finance magazine.?

LISC

Local Initiatives Support Corporation (LISC) is
dedicated to helping local nonprofit development
organizations transform distressed neighborhoods into
healthy communities of choice and opportunity — good
places to work, do business, and raise children. LISC
provides technical assistance and loans for
predevelopment, acquisition, and construction
expenses at competitive rates. Since 1980, LISC has
marshaled more than $6 billion to help 2,400 CDCs
build or rehabilitate more than 158,000 affordable
homes and almost 23 million square feet of retail,
community, and educational space in more than 300
urban and rural communities nationwide.

LISC's Affordable Housing Preservation Initiative
works to keep affordable rental properties safe, in good
repair, and available to low-income families by
providing support to local LISC offices, housing
authorities, community development corporations,
and other nonprofits. LISC provides technical and
financing assistance to help affordable housing
advocates identify preservation opportunities, assess
their own capacity to develop, own and manage large-
scale multifamily properties, and identify resources to
build their capacity to preserve at-risk units.
Preservation staff also provides project-specific
assistance identifying technical transaction issues and
providing project analysis and financing

recommendations to promote a more effective
development process and financing structure. From
2001 through 2004, LISC committed $38 million in
financial support and technical assistance for 100
preservation projects, enabling more than 16,500 low-
income families to remain in their homes. For more
information about LISC, see www.lisc.org.

The Housing Assistance Council

The Housing Assistance Council (HAC) makes
predevelopment loans for affordable housing in rural
areas. These loans are not limited to preservation
situations, but can be used in a rural preservation
project. Eligible purposes include acquisition and
construction. HAC loans are generally between
$100,000 and $250,000, with terms up to three years
in length, a below-market interest rate (five percent in
October 2004), and a service fee of one percent.
Nonprofits and public bodies are eligible to borrow
from HAC. Borrowers, as well as other entities
working to provide or preserve affordable housing in
rural places, are eligible for technical assistance from
HAC. The organization also provides training
sessions, a national rural housing conference every
two years, and dozens of publications on rural housing
topics. More information is available at
www.ruralhome.org.

National Housing Trust

The National Housing Trust (NHT) is a nonprofit
organization dedicated to the preservation of
affordable rental housing. NHT's affiliate, the NHT
Community Development Fund (NHTCDF), provides
predevelopment and bridge financing to nonprofits
working to preserve and improve affordable
multifamily housing properties. Loans are for terms of
12 to 60 months with interest at a below-market rate
and a one percent origination fee. Interest rates on
predevelopment loans have typically been four percent
to six percent, and on bridge loans typically seven
percent. An applicant must demonstrate its capacity
to complete the project.

NHTCDF offers interim development loans of up to
$250,000. They can be used for bridge financing,
bond underwriting, bond counsel, environmental
consultants, legal fees associated with permanent
financing, rehabilitation, and similar items.
Predevelopment loans from NHTCDF are available for
up to