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Foreword

Over 49,000 units of affordable housing have been financed in New
York City using tax-exempt private activity bonds (PABs) in the
past nine years, and this resource will continue to be an important
component for Mayor de Blasio’s Housing Plan to be a success.

However, while information on other City, State and Federal housing
resources is readily available, there is limited publicly available
information on the allocation, demand and use of PABs in New York
State.

The total PAB allocation in the State between 2005 and 2013 was
$15.4bn. This study reveals that during this period the City and

the State issued a total of $13.4 bn in PABs for housing. Industrial
Development Agencies, in contrast, issued $1.6bn over the same nine
years.

In light of this disparity, why does State legislation prioritize economic
development over housing in determining which agencies will receive
bond allocations? Why is there no public reporting on the PAB
allocations made to each agency and the bonds actually issued? How
does this impact the ability of housing agencies to plan their project
pipelines and how do they make the decision to select the projects
which will receive financing?

Our research shows that multifamily housing makes for the best use
of PABs, in part because it leverages Low Income Housing Tax Credits
and in part because housing is often the only feasible use of PABs
due to onerous requirements that limit their usefulness for economic
development.
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But, despite the reality that little non-housing activity is generated
through the use of PABs, State legislation prioritizes allocating bond
volume to economic development agencies rather than to housing
agencies, whose annual allocations are not fully decided until late in
the year.

As a result, New York City’s Housing Development Corporation
(HDC) and the New York State Housing Finance Agency (HFA) are
restricted in their ability to appropriately plan their pipelines and to
more accurately manage the demand for PABs. The current allocation
process also potentially creates an illusion of scarcity within the
development community, when in fact in any given year there may be
more bond allocation available for housing than is assumed because
other agencies fail to use their allocations in full.

The lack of certainty over the bond allocations available to HDC and
HFA can translate into uncertainty discerning how the two agencies
make their funding decisions. HDC and HFA have an informal
agreement to determine the types of housing projects that each
agency will finance in New York City, but these guidelines were created
for administrative ease rather than to address housing policy priorities.

Improving policy coordination for HDC and HFA’s uses of PABs and
making available information about each agency’s priorities and
pipeline would better ensure that the right mix of affordable and
market-rate projects are developed to meet the City’s housing goals.
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This research study, Pump Up The Volume, has led us to the following
recommendations to improve the PAB allocation process, make it more
transparent and advance New York City’s housing needs:

 Reform the bond allocation process, either through administrative
action or legislative change, to prioritize housing over economic
development in order to ensure that housing agencies have
sufficient upfront allocations to manage their project pipelines.

* Change the recapture date to July in order to enable the State
Division of the Budget to reallocate unissued state bond volume to
housing agencies earlier in the year.

* The State Division of the Budget should publicly report annually
which agencies have received bond allocations, how they have been
used and whether any volume cap has been carried forward or
expired.

« HDC and HFA should develop a coordinated strategy for using
PABs to target identified priority housing needs.

* This strategy should prioritize affordable housing developments
where tax credits represent the greatest share of total development
costs, while continuing to fund 80/20s and other projects to ensure
that no bond volume is left to expire.

* These priorities should be clearly publicized, along with the
pipeline of development projects, in order to increase developers’
understanding of the process and to manage expectations that they
will receive PAB financing.
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Introduction

New York City has been well respected for its use of tax-exempt
private activity bonds to develop affordable housing'. The City’s
Housing Development Corporation maintains an Aa2 bond rating? and
is one of the largest issuers of private activity bonds in the country.
Indeed, as other sources of housing subsidies have declined, the City’s
reliance on PABs has steadily grown.

Mayor de Blasio has set an ambitious goal to create or preserve
200,000 units of affordable housing over the next decade. In order to
meet this target the City will need to maximize critical federal housing
resources, among which are PABs.

This study considers how PABs have been used in New York City over
the past nine years and suggests ways to improve the allocation of
volume cap to finance affordable housing.

The goal of this report is to propose ways to enhance the use of PABs
and thereby assist policymakers in maximizing their effectiveness

in meeting New York City’s affordable housing and concomitant
economic development goals.

The research has relied on the analysis of bond issuances and other
data provided by government agencies, as well as interviews with
public sector and private sector industry participants. HDC shared
its database of bond issuances for this study and we obtained data
on issuances by HFA from the agency’s publicly available disclosure

1 Except where otherwise specified, the term “bond” and the acronym “PAB” throughout this report refer
specifically to tax-exempt private activity bonds that are subject to the federally mandated state ceiling (see next
section).

2 Aa2 Moody’s and AA S&P ratings. Source: HDC.
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documents known as Official Statements. The State Division of the
Budget also shared data showing the allocations of volume cap made
to every state and local agency in New York State.

We interviewed officials from both HDC and HFA to understand their
priorities and operations and provided them with the opportunity to
give feedback on our initial data analysis. Interviews with developers
and tax-exempt bond underwriters yielded further insight into the
interplay between tax-exempt bond financing and other subsidies
and incentives, in particular federal Low-Income Housing Tax Credits
(LIHTC)?® and the City’s 421-a property tax abatements.

And finally, we hosted a series of meetings with participants of the
study and CHPC board members involved in the study to further
debate and discuss its findings and recommendations.

The 2005-2013 study period cuts across economic cycles, including
the years leading up to the housing bust in 2008, the subsequent
recession and the current recovery?*. Our recommendations are
consistent with today’s economic conditions, characterized by the
availability of financing at record-low interest rates. Therefore, the
approach to allocating PABs should be flexible in order to adapt to
changes in the financing environment.

3 LIHTC is referred to simply as “tax credits” throughout this report.
4 The study period also spans four gubernatorial administrations, including a party change in 2007. There
was no change in the mayoral administration during this period.
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Understanding PABs

The federal government subsidizes states and municipalities by
allowing them to issue tax-exempt bonds. Investors buying these
bonds are not required to pay federal income taxes on the interest
they earn, so they are willing to accept lower returns. This allows states
and municipalities to obtain financing at lower interest rates than if
investors were taxed on the interest (see Table 1). In the words of the
Congressional Budget Office, “the revenue forgone by the federal
government effectively pays part of the borrowing costs of state and
local governments”.

Table I. Taxable And Tax-Exempt Bond Interest Rates in 2013.
Corporate High-grade municipal

bonds bonds Yield spread

(Moody’s Aaa) (Standard & Poors)

4.24% 3.96% 28bp

Source: 2014 Economic Report of the President, Table B-17.

Federal regulations also allow states and local governments to issue
tax-exempt bonds on behalf of private entities serving a “qualified”
purpose. Airports, student loans, manufacturing plants, mortgage
programs for single-family homeownership and multifamily rental
projects, among others, are considered qualified purposes that can
benefit from tax-exempt private activity bond financing®.

5 Congressional Budget Office, Reducing the Deficit: Spending and Revenue Options, March 2011. For a
detailed discussion on the amount of revenue forgone by the federal government, see Joint Committee on Taxation,
The Federal Revenue Effects of Tax-Exempt and Direct-Pay Tax Credit Bond Provisions, July 16, 2012.

6 Congress has recently made proposals to reduce the tax benefits of PABs and to eliminate PABs altogether
as part of a wider tax reform. Although none of these proposals have passed, there is the risk that future attempts
at tax reform could affect PABs.
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These bonds are secured by the revenue stream of the projects they
finance, such as rental income in the case of a multifamily rental
project.

For some of these qualified purposes, including for multifamily rental
projects, the federal government places a cap on the volume -the total
dollar amount- of tax-exempt bonds that can be issued in each state.
This “volume cap” or bond ceiling’ is set every year in proportion to
each state’s population (with a minimum amount for small population
states). In 2014, the volume cap was $100 per resident, resulting in
over $1.9bn of allowable annual bond issuance for New York State?.

This bond ceiling is allocated among the state and local agencies that
issue the bonds. If any portion of the ceiling remains unissued by the
end of the year, that portion expires and becomes unavailable for
issuance. However, unused bond volume can be carried over for up

to three years as long as a valid purpose and an issuing agency have
been specified, but it expires if after three years the bonds have not
been issued. In New York State there has been a carryforward in every
year of our study period, which on average has been $476m. Only in
2012 did a small amount of bond volume expire, totaling $2.4m (less
than 1% of the year’s allocation).

7 The terms “volume cap” and “bond ceiling” are used interchangeably throughout this report.
8 Internal Revenue Bulletin 2013-47. Revenue Procedure 2013-35. November 18, 2013; and Internal
Revenue Bulletin 2014-9. 2014 Calendar Year Resident Population Figures. February 24, 2014.
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Housing Vs. Economic
Development

Policymakers deciding how to allocate PABs to state and local
agencies must strike a balance between the needs for housing,
economic development and other qualified purposes. Some localities
will prioritize projects that create jobs and strengthen the tax base
while others, including New York City, may find that addressing

the lack of affordable housing is a more pressing need. This can

lead policymakers to perceive housing and economic development
objectives as trade-offs that cannot be simultaneously accomplished.
This view, however, undervalues the economic impact of housing
development.

Housing Is Economic Development

It is a mistake to assume that housing development cannot be one
of many tools in a city’s economic development toolbox. Where the
demand for housing is high, housing development creates short-
term construction jobs, sustains long-term jobs in maintenance and
property management, enables new household formation, builds
the local tax base and ensures a sustained customer base for local
businesses. These are all desirable outcomes by any measure of
economic development.

The magnitude of these impacts will vary depending on factors such
as building size and resident incomes, but in tight housing markets
like New York City even medium-sized developments with low-income
residents will have a positive effect on the economy. The National
Association of Home Builders estimates that a typical new 100-unit
LIHTC building creates 122 jobs on average during construction, a
number on par with the jobs created in a new market-rate building of
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the same size®.

This figure includes jobs created directly and indirectly through
construction activity, as well as jobs induced from the spending of
construction-related income and taxes. The construction phase of
this typical development also generates $827,000 on average to local
jurisdictions from business taxes and sales taxes on construction
materials, among other sources'.

Where new construction improves blighted space, property values in
the surrounding areas also tend to increase and generate additional
property tax revenue for the municipality. One study found that
under Mayor Koch’s Ten Year Plan a City investment of $2.4bn in new
construction and gut rehabilitation of 66,000 units yielded $2.8bn in
additional property tax revenue over the following 20 years just from
properties located within 2,000ft". There is little doubt that housing
development, including affordable housing, can have long-lasting
beneficial economic effects. In places with high housing costs, the
choice between housing and economic development is a false one.

Strings Attached

Undoubtedly there are instances where a non-housing economic
development project should be awarded a PAB allocation. But the
reality is that PABs are not a particularly useful financing tool for non-
housing economic development initiatives. Federal regulations impose
many conditions to using PABs for economic development which
generally render such projects impractical — particularly in high cost
areas.

9 National Association of Home Builders, The Local Economic Impact of Typical Housing Tax Credit Develop-
ments, March 2010.

10 This includes impact fees, which New York City does not have. However, the high construction costs in the
City are likely to generate sufficient sales tax revenue to compensate for the absence of impact fees.

11 Schwartz, Ellen et al. July 28, 2006. “The External Effects of Place-Based Subsidized Housing”. Regional
Science and Urban Economics 36(2006):679-707.
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For example, industrial development bonds are restricted to narrow
definitions of farming or manufacturing activities and generally cannot
exceed a face value of $Im (under certain conditions they can be
increased to a maximum of $10m), which is why they are referred to as
small issue bonds. This helps to explain why, in 2013, small issue bonds
accounted for less than 4% of PAB issuances nationwide and less than
1% in New York State'.

Financing housing development with PABs also comes with strings
attached, the most relevant of which is the requirement to provide
affordable units: either 20% of the units must be set aside for
households earning up to 50% of AMI ($42,950 for a family of four
in New York City in 2013) or 25% of the units must be set aside for
households earning up to 60% of AMI ($51,540)%.

Issuing housing PABs and meeting these income restrictions
additionally makes the affordable units eligible for 4% tax credits
(which are not a charge against the State’s annual cap for the highly
competitive 9% tax credits). The result is that the use of PABs for
housing development leverages additional federal housing subsidies at
no cost to state and local governments. No other use of PABs brings in
additional federal subsidies.

Housing also receives the same interest rate savings from the tax-
exempt nature of the bonds as non-housing purposes. As long as
interest rates on conventional financing remain at record lows these
savings will be minimal and the tax credits leveraged through housing
will be more beneficial.”®

12 Council of Development Finance Agencies, CDFA Annual Volume Cap Report. An analysis of 2013 Private
Activity Bond & Volume Cap Trends, July 2014.

13 This is a special provision for New York City; in the rest of the state and the country the options are to
provide 20% of the units at 50% of AMI or 40% at 60% of AMI.

14 4% tax credits are available for any units that are set aside for households earning 60% of AMI or less, so
units set aside under PAB financing requirements generally qualify for tax credits (recycled PABs, discussed later in
this paper, do not qualify for 4% tax credits).

15 In 2012, interest rates on corporate bonds rated Aaa (Moody’s) were the lowest since 1956 at 3.67%. In
2013, interest rate spread between corporate and high-grade municipal bonds were the lowest since 1958 at 28bp.
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Private Activity Bonds in
New York State

The Bond Allocation Process In New York State

Federal law provides that half of a state’s bond ceiling will be allocated
to the state and half to local agencies, in proportion to their share

of the state population. It also gives states the authority to allocate
their bond ceiling differently if they so choose, something which

New York has chosen to do under legislation entitled the Private
Activity Bond Allocation Act (PABA). Since the initial adoption of
PABA it has contained a sunset provision requiring annual or biannual
legislative action to reauthorize it, a process which unnecessarily casts
uncertainty regarding how bond allocations will take place in the
future.

Pursuant to PABA, one-third of the statewide bond ceiling is allocated
to Industrial Development Agencies (IDAS) in proportion to their
share of the State’s population. Another one-third remains with

the State Division of the Budget (DOB) for distribution to State
agencies. The final one-third is held in a Statewide Bond Reserve

and managed by DOB. Any bond allocations that the local IDAs have
not used by October 15 are added to the Reserve, from which DOB
makes additional allocations to state and local issuers as needed in
response to their requests. PABA also allows agencies to make multi-
year allocations for housing development projects, allowing them to
commit allocations in future years for projects begun in the current
year'®,

16 This multi-year provision of PABA is only available for housing development projects. Future allocations
come out of the bond ceiling of the future year they are made for.
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New York State Bond Allocation Flowchart

Statewide Bond Ceiling

/ |

Statewide Bond

‘ Lacal IDAs P State Division of

Reserve (DOB) the Budget (DOB)
local agencies
agencies
Projects

Although there is no public reporting that tracks which agencies
receive and use bond allocations, DOB provided data for this study
showing that housing has been the primary use of PABs in New

York State. HDC and HFA issued 75% of the $15.4bn in PABs issued
statewide between 2005 and 2013, with other housing agencies
responsible for an additional 12%". It should further be noted that
some IDASs, despite not having housing development as their primary
mission, may have also used part of their allocations to finance housing
projects (see Chart 1).

17 This includes the State of New York Mortgage Agency (SONYMA) and the Dormitory Authority of the State
of New York (DASNY).
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Chart 1

PAB Volume Issued by Agency, 2005-2013

Total: $15.4bn

All other agencies - 2% $328,800,000

DAs - 10%
$1,614,359,178

Other Housing
Agencies - 12%
$1,820,024,509

HFA - 42%
$6,538,723,083

Source: New York State Division of the Budget
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A Process That Creates Scarcity And Uncertain Timing

HFA receives its bond allocation from the State. HDC receives
allocations from the City’s Economic Development Corporation (EDC)
as well as from the Statewide Bond Reserve®. In recent years EDC
has ceded the bulk of its allocation - approximately $260m annually-
to HDC for use on multifamily rental projects. HDC has also received
annual bond allocations from the Statewide Bond Reserve which

have ranged widely year to year, from approximately $300m to over
$480m’™.

The transfer of bond allocation to HDC occurs in phases. At the
beginning of the year the agency receives an initial allocation from
EDC of approximately $180m and, sometimes, an early allocation from
the Statewide Bond Reserve. Around October 15 (the deadline by
which all uncommitted bond allocation throughout the state is added
to the Statewide Bond Reserve), HDC negotiates additional allocations
based on its scheduled pipeline of development projects and the
availability of excess bond volume. These typically include the balance
of EDC’s unused allocation, as well as additional allocations from the
Statewide Bond Reserve.

Inherent to this process is a degree of uncertainty over the exact bond
allocation that will be available to HDC, creating difficulties for the
agency in planning its pipeline of development projects. Although

the agency has good working relationships with DOB and EDC and

is usually able to negotiate additional bond allocations after the
October 15 deadline, HDC cannot know with certainty whether this
will be sufficient to finance its entire development pipeline until late

in the year. This in turn creates a rush to close projects in the narrow
time frame between October 15 and December 31. Any uncommitted

18 Technically, HDC receives bond allocations from the New York City IDA, but this agency is set up within
EDC.

19 Figures obtained from interviews and supported by our analysis of DOB data.
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bond allocation could compromise HDC’s capacity to obtain additional
allocations in future years. It should be noted that developers
interviewed for this study indicated that HDC manages its pipeline
effectively and does not convey uncertainty regarding the availability
of financing. HDC, however, emphasized that having a predetermined
allocation of PABs would greatly facilitate internal management and
improve planning.

This process might seem justified if there were a greater demand for
bond allocation from competing uses, but this simply does not appear
to be the case: although local IDAs are guaranteed 33% of the State
allocation under PABA, on average they issue only 10% of the bond
volume statewide (see Table 2)2°. IDAs receive a far larger allocation
than they can realistically issue, preventing other agencies with greater
issuing capacity from receiving the allocations they need in time to
finance all the projects in their pipeline. This process is particularly
onerous on HDC, whose issuing capacity is known to be greater than
its initial allocation but must nevertheless wait until October 15 before
knowing whether its final allocation will be sufficient to finance the
projects in its pipeline.

20 Under PABA 33% of the initial allocations are made to IDAs. The remaining initial allocations are made at
DOB’s discretion.
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Table 2. Average Initial Volume Cap Allocations and Uses Compared,
2005-2013

Average Initial Initial Allocations Average Bond Bond Volume
Allocations to as Percentages of Volume Issued Issued as
Agencies State Volume Cap (New Cap + Percentage of
Available State Volume Cap
Carryforwards)
- $278,140,543 $568,627,654
OtherHousing
Agencies
_ $615,007,675 $170,373,02
All Other Agencies ____

Initially
Unallocated 4263,367,863

TOTAL: $1,713,557,296 100% $1,713,557,296 100%

Source: New York State Division of the Budget
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“Rules Of Engagement”

Although HFA issues housing bonds statewide, in New York City

HFA and HDC overlap in their jurisdiction. To manage this the two
agencies have an unofficial understanding regarding which types of
development projects each will finance in the City - the so-called “rules
of engagement” (see Table 3). These rules are fluid, having evolved

as changing administrations redefined priorities and the relationships
with one another.

Under the current arrangement, HFA uses PABs to refinance
preservation projects in the State’s Mitchell-Lama portfolio and to
finance new construction and preservation projects in partnership
with other State agencies (such as the Office of Mental Health). These
development types include a majority of income-restricted units. In
addition HFA finances new construction of 80/20 developments,
which consume a majority of the agency’s bond allocation and have
80% of the units at market rate and 20% restricted to households
earning up to 50% of AMI (many HFA 80/20s in practice reserve a
portion of these units for households earning up to 40% of AMI).

HDC primarily uses PABs to finance preservation and new construction
projects where the majority of the units are income-restricted and
which do not involve State agencies. Through a variety of programs,
such as LAMP or New HOP, it defines the precise mix of income levels
and makes available supplemental subsidies to ensure the projects are
viable?. These subsidies include funds from the agency’s corporate
reserves as well as from the City’s Department of Housing Preservation
and Development (HPD), which has worked closely with HDC to
develop these programs??. Additionally, in 2010 HDC financed the

21 For detailed information on LAMP, New HOP and other programs see the term sheets available on HDC’s
website: www.nychdc.com.
22 The Commissioner of HPD is also the Chair of HDC.
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preservation of thousands of NYCHA units across 21 City- and State-
sponsored developments that do not usually receive federal funding.
This program, referred to as NYCHA Federalization, was made possible
by provisions of the American Recovery and Reinvestment Act of
20009.

Table 3. Projects Financed Under The “Rules Of Engagement”

Units Are...

State Mitchell- Income- Preservation
Lama portfolio restricted

Partnerships with Income- Preservation
State agencies restricted or new

construction
80/20 Market-rate MNew

construction

All other Income- Preservation
affordable restricted or new
projects construction

Source: Interviews

These “rules of engagement” guide developers to the appropriate
agency to obtain financing for their projects. Depending on the type
of project, developers queue up to HDC or HFA with their requests for
financing, establishing a pipeline that each agency manages according
to the bond allocation it has available and its consideration of the
project’s merits. Since 2012, the two agencies have also coordinated
the transfer of “recycled” bond allocation from HDC to HFA for use on
80/20 projects. This joint recycling program was made possible by the
2008 Housing and Economic Recovery Act and has allowed the two
agencies to finance more units of housing without requiring additional
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bond allocations?®. However, the criteria for selecting which projects
will receive financing is unclear and many interviewees expressed
the opinion that having a better understanding of the agencies’
priorities would help developers shape their proposals and become
more competitive. Former HDC officials pointed out that term sheets
describing the agency’s requirements for each program are readily
available.

Other interviewees indicated a belief that important affordable
housing projects were unnecessarily delayed because the “rules of
engagement” prevented developers from fully taking advantage
of bond availability. In instances when HDC had fully committed its
allocation, but HFA still had availability, the “rules of engagement”
precluded the developers of affordable housing from “crossing the
street” and applying for financing with HFA.

Because there is no public reporting on the statewide allocations
from DOB nor any public information about what applications are in
the queue for HDC and HFA review, it is not possible to know with
certainty how well the “rules of engagement” work and whether
important affordable housing priorities are overlooked.

Looking Elsewhere: The Bond Allocation Process In
California And Texas

California and Texas have the largest bond ceilings in the country,
followed by New York. The California Debt Limit Allocation Committee
(CDLAC) and the Texas Bond Review Board (BRB), respectively,

23 Recycled bonds do not count against the State’s volume cap because, for federal tax purposes, they are
treated as refunding bonds for a previous bond issue. As a result, HFA and HDC can use recycled PABs to increase
the number of projects financed without requiring additional bond allocations. Unlike conventional PABs, recycled
bonds do not leverage 4% tax credits. This makes recycled bonds preferable for projects that do not seek tax credit
equity or as supplemental financing for projects where 50% of the cost is financed with conventional PABs (the
threshold required to qualify for 4% tax credits).
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govern the allocations of PABs in those states. In both states it is
established by law that housing shall be a priority for bond allocations
and it is easy to obtain information regarding the portion of the state
ceiling that has been allocated to housing as well as other uses. In
California, applications for bond allocations by state and local agencies
are awarded competitively through a scoring system, while in Texas
projects are prioritized based on affordability criteria that is spelled
out in the law.

The bond allocation processes in California and Texas are highly
transparent. CDLAC’s regulations, scoring criteria, meeting minutes,
application materials and lists of tentative and final bond allocation
decisions are easily accessible online. Similarly, the BRB publishes
weekly statements of available bond volume statewide and a list

of approved bond issues. While New York need not replicate any
particular model, these states show that it is possible to state priorities
more clearly and more transparently.
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What Private Activity
Bonds Have Built in NYC

Between 2005 and 2013, HDC and HFA collectively issued over

$11.5bn in new and recycled PABs to finance the preservation and new
construction of 49,747 income-restricted units in New York City. Due to
the one-time nature of the NYCHA Federalization program, the figures
presented in this section do not include $449m issued by HDC under
the program in 2010 to preserve 14,465 units of public housing.

HDC issued PABs totaling just under $5bn during our study period,
including approximately $460m in recycled PABs, which financed

the preservation and new construction of 37,394 income-restricted
housing units and 2,088 market-rate units (see Charts 2 and 3). The
income-restricted units are distributed across the five boroughs, with
the breakdown of dollars per borough matching closely the number of
units developed.
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Chart 2
Dollar Amount of HDC Bonds Issued, 2005-2013
TOTAL: $4,996,640,000

Staten Island - 2%
$103,630,000

Queens - 11%
$558,065,000

Manhattan - 23%
Bronx - 40% $1,144,370,000

$2,004,034,000

Brooklyn - 24%
$1,186,541,000

Source: HDC Agency Records
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Chart 3

Location of Income-Restricted Units Financed by
HDC, 2005-2013

Q a9 Staten Island - 2%
ueens - 8% 875

3,034

Manhattan - 18%
Bronx - 43% 6,527
16,242

Brooklyn - 29%
10,716

Source: HDC Agency Records

HFA issued $6.5bn in PABs over the study period, which financed the
preservation and new construction of 12,353 income-restricted units
and 10,538 market-rate units in New York City (see Charts 4 and 5)?4.

24 This figure includes new and recycled bonds (HFA’s Official Statements do not distinguish the two)

and represents only projects financed with PABs in New York City. HFA has financed additional units using other
resources. HFA also issued an additional $1bn in PABs during our study period to finance the preservation and new
construction of 12,157 income-restricted units and 501 market-rate units outside of New York City.
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Although the income-restricted units are spread across the five
boroughs, the share of PABs issued for projects in Manhattan is
significantly larger than the share of units produced in the borough:
81% of its bond volume was issued for projectsin Manhattan but this
financed only 34% the agency’s income-restricted units.

Chart 4

Dollar Amount of HFA Bonds Issued, 2005-2013
TOTAL: $6,530,605,827

Glueens - 1%

$91,777,643 Statenlsland - 0%
Bronx - 7% \_\ $23,600,473
$435,278,421

Brooklyn - 1%
$702,895,365

Manhattan - 81%
$5,277,053,925

Source: HFA Official Statements
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Chart 5

Location of Income-Restricted Units Financed by
HFA, 2005-2013

Staten Island - 2% 202

Queens - 11%
1,421

Manhattan - 34%
4,161

Bronx - 30%
3,760

Brooklyn - 23%
2,809

Source: HFA Official Statements

Comparing the two agencies, HFA used 31% more bond allocation
than HDC for its projects in New York City but this financed 67% fewer
income-restricted units (see Chart 6).
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Chart 6

Total PAB Volume Issued and Income-Restricted
Units Financed in New York City, 2005-2013

HFA HDC

$6.5bn 37,394 units

12,353 units

PAB volume No. of units PAB volume No. of units
issued issued

Source: HFA Official Statements and HDC Agency Records

This imbalance is explained by the fact that HFA has dedicated most of
its bond allocation to financing 80/20 developments, which required
an average of $1.9m in PABs per income-restricted unit, compared to
$348,906 for the next highest new construction program (see Chart
7).
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Chart 7

PABs per Income-Restricted Unit for Select
Programs, 2005-2013
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Construction)
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Source: HFA Official Statements and HDC Agency Records

The previous chart also shows that preservation programs require

a much lower use of PABs per income-restricted unit than new
construction programs, approximately $92,000 for both HFA and
HDC. Both agencies also financed a greater number of preservation
units than new construction units throughout the period of our study,
despite issuing more bond volume for the new units.
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A Close Look at 80/20
Developments

The use of PABs per income-restricted unit in 80/20 developments is
significantly greater in comparison to other programs. Looking at the
“raw” numbers, it would be easy to jump to the conclusion that HFA
uses its bond allocation less efficiently than HDC. The full picture, in
fact, is far more balanced and nuanced.

There Are Limited Subsidies For Affordable Housing

The more units in a development that are set aside for incomes up

to 60% of AMI, the more tax credit subsidy that can be leveraged.

A building where all the units are reserved at this income level will
leverage the greatest share of its total development costs in tax
credits, which at current tax credit investment rates in New York City
can represent between 30% and 35% of total development costs?®.
Additionally, these projects typically have lower land acquisition and
construction costs than 80/20s, which contribute to a lower PAB cost
per unit.

In spite of this, affordable projects usually require supplemental
subsidies from HDC, HPD, HFA or another governmental source, which
there is a limited capacity to provide?®. Prioritizing development

that is eligible for tax credits may be the “smart” choice, but there
should be an alternative course of action for PABs when the required
supplemental subsidies are beyond the financial wherewithal of the
subsidizing agencies. As long as there is a strong demand for market
rate housing, a pipeline of 80/20s can ensure New York is able to

25 Source: Interviews

26 HDC, for example, supplemented financing for projects receiving PABs with over $206m in taxable bonds
and $716m in corporate reserves over the course of our study period. Many projects also received additional subsi-
dies from other sources, such as the City’s Department of Housing Preservation and Development.
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commit its entire bond volume cap within the federally required time
period, preventing the loss of bond allocation and of the associated
residential development and economic stimulus.

The income-restricted units in 80/20s can also obtain tax credits,
although developers may not always sell the tax credits in order

to retain more equity in the project. 80/20s also do not require
supplemental subsidies from HDC or HFA because they can cross-
subsidize the units that are below market with the rents from the
market rate units. Because 80/20 projects are usually located in
neighborhoods with high rents, these units often provide one of the
few sources of newly built low-income housing. 80/20s are also usually
large in size, which can produce a stronger economic impact than
smaller income-restricted developments, including more jobs during
construction and a stronger customer base and tax base due to the
influx of new residents with relatively high purchasing power.

Bond allocation is a “use it or lose it” proposition. As long as

bond issuances are made first to low-income projects for which
supplemental subsidies are available, using the balance of the
allocation to finance 80/20s is appropriate—one could even argue
necessary—as long as there exists demand for such projects. The
higher use of PABs per income-restricted unit in 80/20s is not
negative as long as it does not detract resources from other income-
restricted housing.

Reaching Lower-Income Households

87% of the 49,747 income-restricted units financed by both agencies
during our study period were set aside for households earning a
maximum of 60% of AMI?’. Units reserved for households above this
threshold are not eligible for tax credits, so supplemental subsidies
are required in order to keep rents below market rates. In units that

27 Not including units set aside for lower-income maximums (such as 40% or 50% of AMI).

Pump Up the Volume 42



are eligible for tax credits, lowering household incomes below 60%
of AMI decreases the rent rolls, thereby also increasing the need

for supplemental subsidies to make up the difference. As a result,
developers of affordable housing often find themselves targeting
projects to a “sweet spot” just under 60% of AMI, where rents can be
maximized while still qualifying for tax credits?®.

Federal law requires that projects receiving PAB financing in New York
City set aside either 20% of the units for households earning up to
50% of AMI or 25% of the units for households earning up to 60% of
AMI. Affordable projects usually target 100% of the units at 60% of
AMI, whereas 80/20s in high market neighborhoods cross-subsidize
their 20% low-income units using the rents from the 80% market-rate
units.

This enables 80/20s to achieve lower rents and to target lower-income
households without requiring supplemental subsidies. This explains
why nearly 27% of HFA’s income-restricted units were set aside for
households earning up to 50% of AMI?® whereas HDC, which financed
far fewer projects containing market-rate units, only set aside 2% of its
income-restricted units at this income level. Chart 8 shows the number
of units financed by each agency at selected income levels.

The 421-a Factor

Our interviews revealed that the 421-a property tax abatement
program, rather than the availability of PAB financing, is the primary
driver behind the development of 80/20s. Today’s availability of
conventional financing at record-low interest rates makes PAB
financing less significant to a project’s bottom line than the savings
from the 421-a tax abatement.

28 This is often in the 57%-60% of AMI range. Source: Interviews.
29 Including units set aside for lower-income maximums (such as 40% of AMI).
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Chart 8

Affordability Levels of Units Financed in New York
City, 2005-2013
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Source: HFA Official Statements and HDC Agency Records
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However, since the affordability requirements tied to bond financing
are only slightly more restrictive than those already mandated under
421-a, developers of 80/20s generally take advantage of PAB financing
anyway -especially if they are receiving tax credit equity from the
affordable units*°.

The result is that today bond financing is used for 80/20 developments
that would be developed without PABs under the 421-a tax abatement
program. When interest rates on conventional financing rise PABs
could become a greater driver of development and demand for bond
financing for 80/20s could increase. There should be clear priorities

in place to determine the appropriate amounts of PAB financing that
should go to 80/20s and to projects with more affordable units, no
matter the economic environment.

Recent Changes In 80/20 Financing

During the course of this study, HFA announced a significant policy
change in the financing structure of 80/20 developments. Beginning

in 2014, HFA will use PABs solely on the low-income component of
80/20 projects, with the remaining market-rate units being financed
with conventional lending. In other words, HFA will only finance 20% of
total development costs using PABs.

This policy change may produce the unintended consequence of more
income-restricted units in 80/20s being targeted at 60% of AMI (rather
than 50% of AMI and lower) if the market rate and the affordable
components are treated as separate projects for financing purposes.®

30 The 421-a tax abatement program requires that 20% of the units are set aside for households earning up

to 60% of AMI. As a result, complying with the more restrictive PAB financing requirements also satisfies the 421-a

requirement so a project can benefit from both programs by providing the affordable units required for PAB financ-
ing.

31 In this event, the affordable project would be considered 100% restricted at 60% of AMI, thereby comply-
ing with PAB financing requirements.
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However, the policy change will also reduce the volume of PABs
per income-restricted unit in 80/20s from an average of $1.9m to
$396,872%? and free up over $440m in PABs per year for additional
projects3s. Whether the increase in bond availability can be used to
finance a greater number of fully affordable projects will depend on
how it is allocated and on the capacity to provide the supplemental
subsidies that these projects usually require.

HDC has built up corporate reserves through bond issuance fees,
investments, securitization and interest rate spreads between
borrowing and lending costs in order to make these subsidies
available over the long term. These efforts are sufficient to provide the
necessary supplemental subsidies for the projects currently financed
with HDC’s bond allocation, but any significant increase in PAB
financing for affordable projects would require finding new sources of
subsidy.

Some new sources of subsidy may become available through
mortgage settlement, disaster recovery and Medicaid redesign

funds. The greatest benefit of PABs is that it leverages tax credits, so
subsidies are used more efficiently when they enable projects with
bond financing to leverage the associated tax credits. As a result,
these soft subsidies will have the greatest value if they are paired with
PABs, which in turn will leverage tax credits for affordable projects
that would not be feasible absent these subsidies.

HFA and HDC could also re-examine the “rules of engagement” so
that more affordable projects are placed under the purview of HFA,
but this would also require HFA to make available more subsidy.

32 $1,984,364 was the average bond allocation per affordable unit in HFA’s 80/20 developments prior to the
policy change (see Chart 7). $396,872 is 20% of that amount.
33 Estimate based on 80% of the average annual volume of PABs issued by HFA for 80/20 developments over

our study period.
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In addition, a rise in interest rates on conventional financing could
cause HFA to have to increase the share of 80/20 development

costs it finances using PABs, which would reduce the amount of

bond allocations that the recent policy change freed up. It becomes
apparent, however, that HFA and HDC’s “rules of engagement” should
be aimed at making the best use of their bond allocations and that
they should evolve to respond to changing circumstances.
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Key Findings and
Recommendations

Our analysis has led us to three key findings and recommendations to
improve the use of PABs in New York State. These recommendations
would reform the bond allocation process to facilitate financing of
necessary housing projects in New York City while ensuring resources
are available for viable economic development projects throughout the
State.

1. The PAB allocation process does not prioritize housing

Federal regulations make it easier to use PABs for housing than for
economic development projects. However, the bond allocation process
in New York State does not reflect this reality and allocates one-third
of the state’s bond ceiling to local IDAs that are less likely to use their
allocations than housing agencies. This makes the availability and the
timing of bond allocations to HFA and HDC less certain, which may
result in carryforwards and delay the construction start of important
affordable housing projects.

Recommendations:

« Reform the bond allocation process, either through administrative
action or legislative change, to prioritize housing over economic
development in order to ensure that housing agencies have
sufficient upfront allocations to manage their project pipelines.

* Change the recaputre date to July in order to enable the State
Division of the Budget to reallocate unissued state bond volume to
housing agencies earlier in the year.
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2. There is a lack of transparency in how PABs are allocated
among the different agencies

There is no publicly accessible data on how much bond allocation
each State and local issuing agency receives, for which purposes it is
used and whether any portion of the state ceiling is carried forward or
expires. Making this information transparent would help policymakers
determine the appropriate amounts of volume cap that should be
allocated to different agencies and for which purposes.

Recommendation:

* The State Division of the Budget should publicly report annually
which agencies have received bond allocations, how they have been
used and whether any volume cap has been carried forward or
expired.

3. The “Rules of Engagement” between HDC and HFA do
not ensure a joint strategy to advance New York City’s
housing needs

The “rules of engagement” between HDC and HFA do not respond

to a joint assessment of the housing needs of New York City. Instead,
they assign different types of projects to each agency without clearly
prioritizing volume cap allocations for the projects deemed most
important, such as those that leverage the most resources for low-
income housing. As a result, developers often do not know where
they stand in each agency’s pipeline nor how they could improve their
proposals to become more competitive.

Developments that are fully affordable at the tax credit level can

leverage 30%-35% of total development costs through tax credits,
a higher percentage than can be leveraged in projects that contain
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market-rate units. PAB allocations should prioritize these low-income
projects.

However, because these projects require supplemental subsidies which
are of limited availability some bond volume will remain available for
projects containing market-rate units (HFA’s recent change in the
financing structure of 80/20s will free up further bond resources).
These not only provide additional housing (including some low-income
units), but often also have a strong economic development impact.
After supplemental subsidies for low-income projects are exhausted,
any remaining bond allocations should be used to meet the demand
for other types of housing in order to prevent any bond volume
expirations.

Recommendations:

« HDC and HFA should develop a coordinated strategy for using
PABs to target identified priority housing needs.

* This strategy should prioritize affordable housing developments
where tax credits represent the greatest share of total development
costs, while continuing to fund 80/20s and other projects to ensure
that no bond volume is left to expire.

* These priorities should be clearly publicized, along with the
pipeline of development projects, in order to increase developers’
understanding of the process and to manage expectations that they
will receive PAB financing.
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Questions for Further
Study

This report has proposed ways to enhance the use of PABs in New
York City given today’s market conditions and housing needs. Our
recommendations are premised on the current economic environment
and may need to change as markets fluctuate and housing needs
evolve. In this section we pose three questions raised during our
research which we did not attempt to answer, feeling that each could
be worthy of its own study.

1. How will rising interest rates affect the demand for PABs?

Many practitioners in our interviews stressed that, in the current low
interest rate environment, savings from PABs relative to conventional
financing are minimal. Instead, the 421-a tax abatement program
provides much more significant savings and constitutes the primary
driver of 80/20 development in New York City. In cases where 421-

a would have sufficed to move an 80/20 development forward, it is
guestionable whether also providing PAB financing is a good use of
resources since the gains from doing so (reducing the incomes levels
in the affordable units from 60% to 50% of AMI) are minimal.

It is widely expected that today’s low interest rates will begin to

rise in the not-so-distant future, which will increase the interest rate
spread between tax-exempt bonds and conventional financing. This
will increase the significance of PABs in the financing structure of
residential developments and is likely to drive up the demand for PAB
financing. As the availability of PABs makes or breaks more deals, it
will become more pressing to have clear priorities for what types of
projects HDC and HFA should prioritize.
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2. Should PAB programs target lower income households?

In order to stretch their financial resources, HDC and HFA have
underwritten the majority of affordable units to rents that target
households just under 60% of AMI. This ensures the most efficient use
of available subsidies: units affordable to households with incomes
above 60% of AMI would require supplemental subsidies to make up
for the absence of tax credits, whereas units well under that income
level would require more subsidies in addition to tax credits and
existing subsidies in order to compensate for lower rents.

Although HFA’s 80/20 program has successfully created units at lower
income levels, until recently households that are under or over 60% of
AMI have been largely underserved by existing housing programs (the
recent change in the financing structure of 80/20s may further limit
the affordable units in these developments to 60% of AMI).

The City administration has made reaching lower-income households
one of its priorities. HPD and HDC have created the Extremely Low &
Low-Income Affordability (ELLA) program, which will use PABs and
other subsidies to finance units for households earning 30%, 40% and
50% of AMI.

As ELLA is rolled out, the City and the State should analyze whether,
overall, the programs available through different agencies are
sufficiently diverse and properly coordinated to meet the needs of
low-income households.
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3. Should projects be eligible for PAB financing in areas
where mandatory inclusionary zoning is adopted?

The administration has proposed mandating affordable housing in
areas rezoned for greater density as part of an inclusionary zoning
requirement. If the affordability requirements in this policy are equally
or more restrictive than the requirements for PAB financing, the City
will have to evaluate whether to continue making PABs available

for projects in these areas. PABs could become a necessary tool for
meeting inclusionary zoning mandates if interest rates rise, but if they
remain low it is possible that more affordable units could be created if
PABs are issued for projects in non-inclusionary parts of the city.
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