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FEIERALLY SUBSIDIZED HOUSING PROGRAM BENEFITS

In his transmittal to the Congress of tﬁe Third Annual Report on
National Housing Goals, the President notqd: ﬁThe'need to deal with
inequities which arise when some families feceive subsidies and others
do not, the inevitable result of hawving to allocate scarce fgspurces.“ |
The President went on to state that hié Administration_was}pommitted
to search for anéwers to the above and Othg? hou%ing problems.,

Within the Congress, too, there has been concern about the

‘aggregate size and distribution of the Federal housingfsubsidy costs

and benefits. Ths subject can be expeﬁted to receive a thorough review
during the next year or twe, looking toward major legislative changes
in the Federally subsidized housing programs. This paper presents an
analysis of the distribution of housing subsidy benefits which.may,prove
useful as the legislative process for review of the pfésent housing
subsidy system gains momentum.,

There are various types of benefits which afe realized from the
Federally subsidized housing ﬁrbgrams. In the firstrpart of this
paper, different concepts of benefits which may accrue to different
participants in the subsidized housing program are identified. The .
second part of the paper develops some qualitafive-judgments as to
the nature and recipients of benefitS‘thAt evol;ed in conneption with
the rapld growth of subsidized housing. The last part of the paper is

devoted to an examination of some of the major subsidized housing programs

to identify the incidence of net program benefits.
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Only those programs which involve a non-repayable government ex-
penditure are itreated as subsidized housing programs. Mortgage insurance
and guaranty programs are excluded; they are supposed to be self-sustaine-
ing, andxthus far, in the aggregate, they have been. No attempt is made
to aséess'%uxiliary social benefits of subsidized housing. Also, in deal-
ing with £he.subsidized housing programs, the relatively minor amcunts
of expenditure for progrém.édministration will be ignored. The focus will
be on housing assistance or subsidj payments intended to benefit low- and
noderate-income occupants under the various ProOgrams .

| -In_accoﬁpting for the benefits which are engende?ed by the prograns

under consideratlion, however, certain Federal tax exemptions that affect

- required payments for housing under the programs will be analyzed. Certain

other tax bgnef?ts, which may be defined as a subsidy in the context of
induciné alggeater‘overall housing supply,”™ will also be noted, although
not a benefit that relates specificglly to the subsidized programs. Such
Lax benefits (e.g. aécelerated depreciation) have been enacted as an in-
ducenient, for greater rental housing production, in general, rather than
for greater production under Federal  subsidy expenditure programs.
Therefore, while the auxlliary tax benefits accruing to owners of sub-
sidized rental housing do not enter into net benefits which flow from
government spending under‘such programs, they should be noted as a

ceneflit accruing to the housing owners,

L/ For a broader definition of subsidy in government programs see
"Subsidy and Subsidy Effect Programs of the U.S. Govermment! by
Julius W, Allen, Committee Print, Joint Economic Committee, U,S.
Government Printing Office, Washington, D, C. 1965,
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Concepts of Housing Subsidy

In the context of developing a methodology for comparing costs and
benellts of Federally agssisted housing programs, William.Ross had con-
cluded'ﬁhat the most useful concept of measuring benefits to the occupant
of an asslsted housing unit would be the difference between rent for "private
housing of comparable quality" and rent paid by the occupant of the assisted
unit.l/"Monthly housing expenses can be substituted for rent, with due
differentiation regarding an equity interest accumulation, in considering
benéfits in subsidized home ownership programs.

In arriving at differences between rent for comparable private
mar&ét housing and assisted housing, the comparable private market rent
data must be used with caution. A4s a practical matter, in this paper
the full unsubsidized rent or monthly housing expenses established by Fild
will be used in comparison with the rent or expenses pald by the occupants
in a number of subsidized housing programs. It then becomes necessary fo
judge whether those full rents or monthly housing costs (or the house prices)
exceed the costs for comparable private housing that is provided in the
unsubsidized market. An obvious case of excessive cost of assisted housing
was uncovered by a Congressional Committee in March 1971 in connection
with existing homes sold to eligible buyers under the Section 235 home

ownership program. It was found that FHA had been overappraising numercus

homes by amounts of & few thousand dollars for each, so that real estaic

1/ William B. Ross, "A Proposed Methodology for Comparing Federally
Assisted Housing Programs" American Economic Review, May 1967,
Papers and Proceedings of the Seventy-Ninth Armual Meeting of the
American Economic Association, pp. 91-100.
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speculators had been reaping substantial windfall benefitsil/ In sone
instances fraud and bribery were involved. The Secretary of HUD,_gfter
locking into the matter, temporarily suspended the program for existing .
housing and took corrective measures before he reinsﬁituted it.

The foregoing illustrates in an extreme degree the incidence of
benefits from government spending programs in housing which may go to
other than the intended beneficiary, the housing occupant. It represenis
a flow of net benefits which go to a participant in the housing supply
process as a result of procedures and mechanisﬁs of program operatiocn.
Less apparent net benefits may accrue to housing input suppliers under
legal program structures and procedures if.the payments for thelr services,
capital and material are greater than for comparable unsubsidized housing,g/
or.ifxthey_are greater than they might be under another form of subsidy--
for éxample direct loans at below market interest rates versus interest
rate subsidies. - These quesiions will be explored laier in analyzing
individual prograns.

A broader conceptual question concerns the effect of the growih
of the subsidized housing programs upon cost levels for housing production

and financing. Have the additional demands for resources needed to support

1/ See "Interim Report on HUD Investigation of Low and Moderate Income’
Houging Programs." Hearings before the Committee on Banking and
Currency, House of Representatives, March 31, 1971,

2/ Different regional and local distributions of subsidized end non-
subsidized programs cause national program data to reflect different
geographic variations in costs, as will be indicated in qualifications
of comparisons developed at later points in this paper.
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the increased housing production led to highef'wages, materials prices,
financing charges and profit margins which absorb part of the subsidy
payments? The price levels for the various inputs (land, labor, materials,
and financing) are responsive to many demands besides subsidizéd housing.
General economic inflation and price rises Qili contribute to higher wage
demands, for example, at the same time ﬁhat housing production rises by
virtue of the growth of Federally subsidized hcﬁsing pfdgrams. Non-
residential building activity is also an influential factor with respect
to many of the cost eleménts affecting housing.

Nevertheless, there is undoubtedly some rarginal housing cost and
price effect because of the higher residential construction velume than
would occur in the absence of the subsidized housing programs. It is
not possible to measure with any precision the degree t;“uhiéh such price
changes have occurred in response to multitudinous non-residential.building
and general economic demands, and as a result of increased unionization
and administered pricing. Higher labor and materiﬁlslcdsts for housihg
will be involved if a greater proporiion of available iesourées is to be
atiracted to increase housing production, unleés there are offsetting ine
fluences through decreases in other demands or cost reductions due to
technological advances and volume production. Some judgments can be made
a8 to the types of effects upon materialsrand labor input epsts induced
by subsidized housing program activity, by examining cost-leveis associated
with the growth of program activity, and broader economic influences during

the same time period.
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The question of land price increases associated with the growth of
subsidized housing programs may be somewhat more measurable from progran
statistics. Thurow has written that "any plan designed to stimulate
housing demand will tend to be self defeating. ... The subsidies be-
come capitalized into the value of the land and policies that were de-
signedlto inéfease'thg supply of housing simply end up increasing the

price of land." He also points out that a part of the subsidy, proportional

¢ the land-tofhousing gost ratio, slmply itransfers an exisfing resource
Irom one ownef.to anotﬁer. He raises a guestion: whether the benefits
Irom increased land.values should be allowed to accrue to present owner
or whelher thpy.shouid be taxed away. The amount of land capital gain
i oo question of‘megsuremgnt, insofar as data will permit. The point
that ogly Lrun;fgé of an exlstling resource 1s accomplished might also

be ralsed ubpg}'transférg'ok.available labor and materials resources at
Lhclr‘nurket prices at algiven‘point in time. If a distinction is made
on thoe basié that land value has'increased without productive effort by

the owner, and land value increments are taxed away, such policies should

“be applicable to ell land holdings, not just to sites for subsidized

housing.

1 Lester €., Thurow, "Goals of & Housing Program” in Papers submitted
_ ’ : g
o the Subcormittee on Housing Panels, Committes on Bankine and Currenc
- C g ’ g
House of Representatives, June 1971, Part 2, p. 447.

2 Also, in order to cushion the Iimpact of a large one—-time tax upon
2 P g

current land value, it would probably be desirable to introduce land
value tazation gradually over a number of years.
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The form of interest rate subsidles inherent in the housing
programs may cause a flow of net benefits in favor of lenders and savers,
when compared with the return to them under possible alternative methods
of program organization and subsidization.

Finally, how.much of a net benefit accrues to the homebuilder as
a consequence'of thé éubsidized housing program'volume? Are the profits
greater than they would have been in the absence of éuch programs? Do
they result in such volume'andrincreaséd prbfit margiﬁ as to constitute

a greater returs than is commensurate with the effort and risk involved?

I

Subgidized Housine Production and Prices

Thg‘;ncidﬁnge of therforegoing specific types of net beneflts can
best be estimated for individual programs, because of differences in beneflit
payment formulaé. Howgver, the effecﬁs upon input price levels which
absorb subsi@ies also have to be considered in terms of changes in the
aggregated aétivity ofuhouging programs invcelving government spending.
In a sense, the several programs constitute a collective government pro-
gram to.provide low- and moderate-incoms housing, and they have a collective
impact upon the demand for input resources required in housing production.
Four major continuing programs have provided the bulk of the.subsidized
new housing Rrpdggtion: the HUD Section 235 and Farmers Home Administration
home ownership programs; the low-rent public housing program and the Seciion

236 moderate income private rental housing program.
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There are a number of older assisted housing programs which are
presently inactive or being phased out.;/ They will not be examined
individually, but their program activity levels will be included in
considering the collective impact of the change in assisted new housing
progran activity upon input cost factors and net benefit distribution;

| In the past four fiscal years, the annual volume of new housing units
started under the Federally-assisted housing programs has increased sig-

nificantly, from 126,000 in fiscal 1968 to an estimated 438,000 in fiscal

. 1971. Over the same period, as s proportion of total new housing starts,

the Federally subsidized program starts rose from 8 percent to 28 percent:
The most substantial increases occurred in the last two'fiscal yeérs, end-
ing June 30, 1970 and Jume 30, 1971, when the totel subsidized new unit
starts were 302,000 and 458,b00, respectively, and accounted for 21 and

25 percent of total new housing starts. (See table l.) '

During the first of those two years, in fiscél'197b,:ﬁnsuﬁsidized”
housing starts declined drasticallyg(in response'ﬁohtigﬁf‘ﬁohej'con-
ditioné) and fofal new housing étarts'declined by 15 percent. However,
nonreéidential building volume was 7 pércent gréatéi than‘iﬁ the prééediﬁg
12 months.g/ General inflationary forces were strong, as reflected in

a 6 percent rise in the Consumer Price Index. The Boeckh indexes of

1/ These include the Section 22(d)(3) below-market interest rate moderate
income rental housing program and the Section 202 direct loan rental
housing for the elderly program-~both financed with 3 percent iInterest
rate loans; and the rent supplement low-income, private rental housing
progran financed with market rate FHA-insured mortgages..

2/ U.S. Department of Commerce, Bureau of Domestic Commerce. Based on
new construction put in place in constant dollars, Construction Review,
monthly issues.
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éonstruction costs rose about 6 percent for nonresidential buildings,
but only 3 percent for reéidential. The rise in the latter index was
limited by a significant decline in lumber prices, following an upsurge
in the preceding twelve months. Prices of materials less sensitive to
homebuilding activity levels and building_qonstruction labor wage rates
rose significantly, with wage rates rising more than materials prices.
On balance, the rise in residential building construction costs.in fiscal
1970 would seem %o be related primarily to nonresideatisl building and
general economic inflationary influences, rather than to the growth of
the subsidized housing programs, although that growth probably had some
marginal effect.

In fiscal year 1971, the unsubsidized component of new housing starts
rose 2§ percent and combined with a 45 percent lncrease in the subsidized.
housing starts for about a one-third rise in total starts. In contrast
with a gain in the preceding fiscal year, ron-residential building volume

1/

(in constant dollars) declined by about ;3 percent. The Congumer Price
Index rose by only 5 percent, compared with 6 percent in ithe preceding
twelve months. Over the fiscal year, however,; the Boeckh construction
cost indexes rose by about 8 percent for residences and about 9 percent

for other types of buildings.g/ In contrast with fiscal 1970, there was

an upsurge in lumber prices as housing constructlon rose sharply in the

1/ Department of Commerce. (Construction Review, July 1971, Table A-2
fiscal 1971 estimated on the basis of figures for firstll months.
2/ HUD-Housing and Urban Development Trends.
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Table 1.

Total and Federally-Assisted Housing Program Staris
Fiscal Years 1968-71 '

 (in thousands of units)

Fiscal Total Housing ' Federally-assisted Housing Prozram Starts
Year Starts Number bo Percsnt of total starts
1965 1,460 ' 26" i
1969 o 1,600 - 163 10
1970 ' 1,359 302 21
1U71 1,791 438 | 25

sources: 1968-70. Second and Third Annual Reports on Hational Housging
Goals; 1971 estimated on the basis of preliminary dat
"HUD and Farmers Home Administration.
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second half of fiscal 1971. There was also a 9 to 10 percent increase
in heurly earnings of all weorkers in contract construction.i/

Daté for fical 1971 indicate a stronger influence of the sub-
sidizea.houéiné conétruction than in fiscal 1970 in leading to a rise
in residential construction costs. 4 rough approximation of this in-
fluence might be based on the assumption that, without the rise in
residential construction occasioned by the increase -in subsidized housing,
residential construction costs would not have risen mdre thau the general
price level, as reflected in the Consumer Price Index, or only about 5
percent instead of 7.5 percent. That would mean that rouzhly 2% percent
of the cést would be due to the incidence of the subsidized housing. It-
would represent incremental compensation to the labor and material input
suppliers to reallocate more resources to housing prodiction. Under the
subsidized housing progranms, since‘the occupant's'required debt service
or rental payments are generally a fixed percentage of his income, the
amortization of the increased cost requires an increase in subsidy which
represents a transfer indicement payment to the labor and materials
suppliers. - The higheér-labor and material costs were necessarty foT re-
allocation of resources to produce more housing. The change in cost levels
did not represent an added cost only for subsidized housing, but for all
housing. Therefore, to the extent that subsidies had to be increased to

cover. increased procduction costs for comparable rrivate housing, the

1/ Estimated on the basis of data for 11 months rrom Department of Labor,
published in Department of Commerse Construction Review for July 1971,
Table Ge4.
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dollar amount qf’Senefit to the subsidized housing obcﬁp&ﬁt was.béing
increased. Whethe: certain_cﬁﬁponent costs.of hotéiﬁg iﬁc;a&sed.more
{for subsidized hsusing than for other housihg dan be judged in the coﬁtéxt
of selected“ininidual‘program énalyses. ; | |

Section £35(i) Home hip Assistance Pro

The HUD Section 235 homeownership program wes enacted in 1968.

An estimated 140,000 units started in fiscal year 1971 were sold with
Section 235 finaneing. To be eligible for purchgse of a home and sub-
sidy benefits under the 235 program, a family's aijusted income general-
1y may not excesed 135 percent of local public housing admission limits.
Under an alternative income limit formula, 20 perczent of the subsidy
funds may be used for somewhat higher income fami’ies. The adjusted
annual income is ithe gross income minus £ perccnt of income of aduits
and $300 per minor, exclusive of all incomes of ninors.

An eligible buyer purchases a home with & private FHA-insured
morigage bearing the prevailing rate of interest, curypently 7 percent,

A monthly assistance payment, made on his behalf by HUD, is the lesser

of' either (a) the difference between 20 percen: of monthly adjusted in-
corme and. the required monthly payment (for principal, interest, mortgage
insurance premiun, hazard insu:gnce and proper:sy taxes); or, (b) the total
rmonihly debt service (excluding hazard irsurante and property taxes) and

ihe nmonthly principsl and interest obligation 3t a 1 percent interest rate.

L]
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Although up to 30 percent of the subsidy funds may be used to assist
purchasers of existing homes, the Section 235 program has become primarily
a new home program. New homes accounted for about 84 and 89 percent,
respectively of homes financed under the program in the last quarter
of 1870 and the first quarter of 1971.l/ erthermore,'new homes built
under Section 235 have become the dominant new 1-4 family home program
financed with FHA-insursd mortgages. They accounted for 13 percent of
the FHA new home units in 1969, 64 percght'in 1970 and 71 percent in the
first quarter of lB?l.g/ Consequently, certain inferences about effects
of the Seciion 235 prdgram mgy be drawn from time series for all new
homeslsold with FHA-insured morigages during 1970-71, as well as from
program data.

Most of the availabie data are nationgl data, sc that comparisons
of cost components for subsidized versus non-subsidized housing may be
affected by differences in the geographic distribution of uni@s produced
under the two programs being compared. There would probably be differences
in the cost comparisons were the cost elements for subsidized and non-
subsidized houéing available for a smaller geographic area with relatively
uniform component costs.

An element of cost for identical areas was compared by lookiné at
iand costs for new homes under Section 235 and under ihe regular non-

subsidized FEA Section 203 mortgage insurance program. Sample data on

1/ Based on information in HUD-FHA quarterly reports on "éharacteristics
of Home Mortgage Transactions Insured by FHA under Section 235(i)."
2/ Ibid., and FHA Monthly Reports of Operations (301 reports).
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the cost per square foot of the improved site under both programs was
obtained for the first quarter of 1970 and the first quarter of 1271 for
45 SMSA's in which there had been new home construction activity cver
this year of rapid growth in Section 235 activities. Under that program,
the price of the site, per square foot, had increased in 29 places, de-
creased in 12 and showed no change in 4; under the 203 program it had
increased in 30 places, decreased in 14 and showed no change in 1. The
direction of change was the same in 27 of the 40 areas for which there
were changes under both programs. Of the 13 areas for which the square
foot prices moved in opposite directions, in 8 prices increased under the
Section 235 program, and in five under the Section 203 program. In the
great majority of places, land used for Sectlon 203 homes was significantly
more expensive than for Section 235 homes in the first quarter of 1970
and also in the first quarter of 1971, although the differences were
niarrowed dqring the year in many places.

The use of more expensive land for new homes financed under Section
203 than for those [inanced under Section 235 is'also reflected in annual
data for 1970, The average cost per square foot was 39 cents for Sectacn
235 homesites and 84 cents for Section 203 homesites.

The average lot size for the subsidized Section 235 homes in 1970
was actually larger than for the 203 homes--9,848 square feet versus

8,851 square feet.;/ Apparently, as phrased in an FHA report summarizing

1/ FHA reports - "Trends of Home Mortgages Insured Section 203(b) and
"Specific Characteristics by Total Acquisition Cost, New 1-Family
Occupant Purchase Homes, 235(1i), 1970."

Lok ik e
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the 1970 Section 235 new and existing home activity, "the new homes
were more often in ghe less urbanized locations."l/ Also, within
SMSA's the new Section 235 homes were probably on cheaper more outlying
land than the Section 205 homes.
From all of the foregoing, it would appear that the Section 235
program activity had spurred a greater utilization of gheaper, probably
more outlying land (for the limited price homes that could be built under
the program) than has been used for new unsubsidized l-family homes. The
statutory mortgage limits, which also establish practical home price limits,
have tended to keep prices of land for Section 235 new homes relatively
low. The home purchasers receive a decent sized lot--and probably will
benef'it from future arpreciation in land values. Whether the sellers and
developers of the Sectlon 235 lots are benefitting from unduly high land
vaiues cannot be ascertained in the absence of recent year data on land
value for comparable sites in specific localities. However, an average Section 235
new homes site-to-valie ratio of 17 percent in 1970, compared with &1 percent for
new Sectlon 203 homes, indicates that if land values have increased in
response to Section 235 activity, they have risen 10 a comparatively reason-

able level in relation to the value of the house. Although there may be
individual area exceptlons, the data do not indicate that a significant cagpital-

ization of subsidy int» higher land values had occurred under Section 235 by
1970,

1/ THA "Statistical Highlights" of the 235 program in 1970.
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On the other hand, 1970 data on the sales price per square foot of
living ares, after land cost is eliminated, would suggest that higher
profit margins may be entering into 235 hone aéles than preveil for
comparable Section 203 unsubslidized housing. " The average square foot sales
dats for gil 235 and gll 203 new homes are not compﬁrable because the Sec-
tion 235 homes had an average of only 1,017 square feet of living area
and the 203 home had an average of 1,267 square feet, almost one-~fourth
more. The square foot cost is partly a function of size, tending to go
down with increased size which permits the cost of kitchens and baihrconms,
and their equipﬁent, to be gpread over 2 larger arsa.

The average sales price of a new Section 203 unsubsidized home in
1970 was $23,056, and the living areasquare foot sales price, exclusive
of the cost of land, was $14,15. The comparable average square foot sales
price was $15.00 for new homes in the upper-end interval of the Section
235 price distribution, where the average sales price was $23,313. In the
next lower Section 235 price interval, with an average sales price of
$20,233, the comparable square foot sales price, excluding land, was
$14.90.;/ The differences are, no doubt, in part & result of the smaller
size of the Section 235 homes, averaging 1,160 and 1,128 square feet in
the two price intervals cited, compared with 1,267'square feet for the
Section 203 homes. In comparing homes of roughly the same price ranges,

however, a 9 to 10 percent smaller living area indicates a higher price

for equivalent housing.

L1/ Calculated from data in FHA reports - Trends of Home Mortgage Character-
istics - Mortgages Insured - Section 203(b) "and Specific Character-
istics by Total Acquisition Costs, New l-Family Occupant Purchase
Homes, 235(1), 1870."
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A higher square foot cost of Section 235 than comparable nonsub-
sidized housing is also indicated by Census data for all new homes sold
in 1970, About 80 percent of the FHA-insured homes sold in the $15,000
to $20,000 price range were Sectiop 235 homes whose characteristics were
reflected in all FHA-insured homes in that price range.l/ The Census
data on average price per square foot, excluding wvalue of the improved
lot, for homes sold in the $15,000 to $20,000 price class in 1970, showed
the following by different types of financing:g/

FHA-insured............. $12.90
VA-guaranteed........... 12.20
| Conventional.......0.... 12.80

The higher Section 235 square foot costs than for other homes in the
same price bracket might be explained by either (1) locations in higher
construction cost areas, (2) greafer amenities, or (3) higher profit
margins.

. The Section 235 homes did not entail higher construction costs.
They are generally located in less~urbanized, lower-rent arsas than
Section 203 hpﬁes,é/ and probably in lower-cost areas than most con—

ventional homes. New homes sold in the $15,000~$20,000 price class were

1/ Ibid. About &4 percent of all mew homes financed with FHA-insured

mortgages in 1970 were under Section 235 and about 2/3 of those were
in the $15,000-$20,000 price class, but only about 30 percent of the
non-subsidized new homes under FHA programs were in that price bracket.
Department of Commerce, Bureau of Census - HUD, "Characteristics of
Bew One Family Homes: 1970", Table 39, ‘

30 percent of Section 235, but only 1/ percent of Section 203, FHA

new home commitments in 1970 were located in six southern states

(5. Carolins, Georgia, Florida, Alabama, lLouisiana and Mississippi.)

R ®
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71 percent financed with FHA-insured mortgagesl/ (primarily under Section
235), and roughly 60 percent of the new homes in that price bracket were
in the South,z/ which is a relatively low construction cost region.

As far as amenities are concerned, among Section 235 homes, only
14 percent were centrally air conditioned--although the ratio was 17 to
21 percent in some of the upper-price brackets, but 30 percent of all
Section 203 homes were centrally air—conditicned.' Over 77 percent of
all the Section 203 homes had more than 1 bathroom, a ratio matched by
235 homes only in the highest income bracket, but among all Section 235
new homes in 1970, only 39 percent had more than 1 bathroom. Garages
were included with 58 percent of all Section 203 homes, but only 40 per-
cent. ol all 2%5 homes, although the comparable ratios were 45 and 49
percenl. in some of the upper-price brackets. A higher proportion of 235
Lhan 0% homes had basements, 22 percent versus 17 percent, On balance,
it would appear that higher square foot costs do not reflect greater
amenitics in Section 235 than 203 homes; in fact the amenities provided
are probably less and entail a lower cost for a house of a given size.

The data suggest, therefore, that higher square foot living area
prices produce a relatively higher profit margin in Section 235 new homes

sales than in the sale of comparable non-subsidized homes.

1/ Ibid. Table 42.
2/ Itid. Table 68.
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Based on compe > sales price per square foot of living area
sive of land ¢ . for roughly comparable price brackets, the
er of Section omes may have a profit that is gmsater by
S percent of t n-land sales price or 4 percent of total sales
e expes aver saleability of a
Gl e e e 2y b4 = the profit margin
truct inanc t costs).
sale is )y the reported selling time
of new homes by type iancir 1968-early 1969 the average
tine’ from stsrt o &2 -« or & ne anced with an FHA-insured loan
ir ath less ‘inanced with VA-guaranteed loan
;s than ¢ - with a conventional loan. -
*;dﬁanﬁa fi ‘er the past two years. By
3 FHA-1. selling time was averaging
+ months ~=a for ‘ VA—guaranteed financing and
ths les = e .ily financed homes. For homes
“d opefore e ti ipletion to sale had become less
ith F 2d financihg, over 2 months for
VA-zu 3 loan: - 20 3 months fér conventionally
financed homes.= .. ‘rerage sa.ilo in construction financing interest would

probably be about %+ of 1 percent o the total cost, a net benefit of the progran

which is not reflecte: .- the sellil

tuilder,

. price or subsidy, but is realized by the

1/Sales pric?s of $14.90 to $15.00 per square foot exclusive of land for Section
235 homes in the $20,000-$23,000 price range, versus $14.15 for Section 203

2‘A.;mme.s; with an average price of $23,056; all figures for 1970,

=/Department of Commerce, Bureau of Census and HUD, ®sql amil
Homes, " C-25 Construction Reports, March 1970 ana Junee§9$f - 9
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The median monthly subsidy for a new home buyer under Section 235
was $77 dquring 1970 and it had gone up to $81 by the first quarter of
197¢.%/ These amounts represented about 47 percent of the regular total
monthly payment. The regular total monthly payment was divided about as
follcws:g/ o
78 percent for mortgage principal and iﬁtérest
5 percent for mortgege insurance premium
3 percent for haszard insurance .
. 14 percent for real estate taxes.
~ The mortgage amount to be amortized is essentially the sales price
in Section 235 cases. Since mortgage debt’serﬁice absorbs three-fourths
of the subsiiy,thehigher selling price of about 4 percent than for
comparable non-subsidized housing means_that‘abouf 5 percent of the
subsidy payment(repregents a net benefit to the builder-seller. The rest
(i.e. 97“per§ent).is a net. benefit tq,thé homeowner. o
However, the entire subsidy may be greater than fhe cash payment, The
Internal Revenue Serﬁice now has under considerastion, the question of whether

an owner of a subsidized home may deduct the full mortgage interest on the

mortgage and the full real estate taxes from his inceme for Federal income
tax purposes, even though close to one—half of those expenditures are

covered by subsidy. For the median income,‘median-family size Section
235 homeowner, the deductions for that part of interest and property

taxes pald by subsidy would be worth about an additional $10 per month.

1/ FHA annual and quarterly reports on éharacteristics of transactions
q

and profiles of homebuyers.
2/ Based on preliminary data ‘provided by-FHA",
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This would be for a family of 4 with an annual income of $6,150 who would
be in the 16 percent marginal income tax bracket. About 84 percent of
Section 235 howebuyers in the first quarter of 1871 had incomes of between
$3,600 and $7,200. |

If that additional subsidy benefit is allowed, and if the interest rate
form of subsidy is accepted as a "given", it would appear from the foregoing
that 97 to 98 perceni of the Section 235 subsidy benefits accrue to the home-
owner., That conclusion has to be modified, however, if direct loans
are considered as a possible alternative method. Direct loans would be
made with funds borrowsd by the Treasury so that the basic interest cost -
might be re&uced to a & percent rate (on Treasury obligations) instead of
an effective mortgage interest rate of 74 to 8 percent. Although the FHA
ceiling mortgage interest rate presently is 7 percent, the payment of dis-
count points brings the effective rate up to about 7-3/4 percent. Further~
more, between one-fourth and one-half of thé discount point payments are
being absorbed by the Government National.Mortgage Association under its
"tandem plan",gfﬁroviding an additional subsidy. In effect, the govern-
ment presently is subsidizing an interest difference between 7% or 7-3/4
and 1 percent, or providing an interest rate subsidy of about 6% percent.
Under a direct loan program the difference would be between 6 pércent and

1 percent, or 5 percent, about 23 percent less. Since about 84 percent’

1/ Under this plan, GNMA issues & commitment to purchase the Section
235 mortgage at 97. At the same time it obtains a commitment from
FIMA for the latter to buy its mortgage at its secondary market "free
auction'price. The latter prices have been at 94-96 for the bulk of
the 7 percent 235 mortgages. GNMA absorbs the difference, using
authorized special assistance funds.
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of the mortgage debt service in the first five years of a 30-year 7
percent loan goes to interest, that proportion or about 66 percent of
the (78 percent) of cash subsidy toward debt service is for interest,
and 23 percent of that,or about 15 percent of the subsidy payment could
be looked upon as a net benefii accruing to lenders and savers. Under
that concept, only about 83 percent of the net bemefits would be flowing
to the homeowners. (The other 2 percent would accrué to the builders.}

Before leaving the Section 235 program, some differences between
new hcme and existing home buyer benefits and characteristics should be
noted.

In the first quarter of 1971, the monthly Sectlon 235 subsidy was
¢8l for a new home purchaser and 875 for an existing home purchaser. There
were also noteworthy differences between new and exisiing home purchasers.
There was little difference in median gréss annual income;-$6,155 for
new home purchasers and $6,089 for existing home purchasers.  Significant
demographic differences were indicated, however, by medians for age and
size of family. Among new home buyers, the median age of head of family
was 29 egnd the median number of persons was 4, compared with an age of
34 and 6 persons for existing home buyers. Also only 1 percent of the
new home buyers, but 18 percent of the existing home buyers, had welfare
assistance as their primary source of income., Finally, the new home
median sales price was about $17,900 (including closing costs), but the
existing home sales price was about $16,600. The median mortgagor share
of the monthly payment was $91 for new home buyers and $89 for existing

home buyers. The figures--particularily as to family size--suggest that
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new home buyers were receiving greater qualitative benefits than existing

home buyers in terms of housing acquired relative to housing needs.

Farmers Home Administration Section 502 Home Loans

The Farmers Home Administration Section 502 program, cperating in
rural areas (i.e. of up to 10,000 population) provided financing for be-
tween 50,000 and 100,000 home purchases in fiscal year 1271, about two-
thirds béing new homes. Low- and moderate-income families may purchase
homes under income limits determined for local areas; subject to an
established state adjusted income limif; the adjustment is the sane
as under Section 235 - $300 per minor, plus 5 percent of income are deducted.

There are two layers of subsidy. A "thin layer" of subsidy is re-
ceived Indirectly by all home purchasers under the program through a below-
market interest rate on the mortgage loans; Thus, during fiscal year 1971,
the interest rate on the Section 502 mortgage loans was 74 percent. These
loans are insured but made directly by Farmers Home Administration, pendimg
later sale to private investors. In borrowing money in the market for
purposes of making the loans, Farmers Home Administration paid about 8-3/4
percent (issuing notes collateralized by the mortgages). Therefore, there
was about a 1% perceht interest rate subsidy to all home purchasers that
is made up from appropriations.l/ In dollar terms, that subsidy amounted

to about $195 per year, or $16 per month on a $13,000 loan.

1/ If the subsidy is measured as the difference between the interest
rate that the homsbuyer would have had to pay on an insured morigage
loan from a private lender and the 7% percent that he paid, it would
be & 1-3/4 to 2 percent interest rate subsidy.

Y T AT ey
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In addition, about 38 percent of the Sebtion 50g-financed homes-~-
thosa of buyers with the lower incomes--alsc received an "interest credit”
to reduce their effective interest rate to 2# percent, adding an additional
4-3/4 percent interest rate subsidy for the lower one~third. The "in-
terest crodit" in dollar terms averaged about $608 per year or $51 per
month on the average loan amount of about $13,000. The "interest credit”
is subject to reduction in later years if incomes of the borrowers yise.

For the one-third of Section 502 home purchasers who received both
layers of subsidy, the initiel total subsidy.amounted to aboui $800 per
year, or $86 per month. Few of the Section 502 home buyers would also
be able to receive a tax benefit from an iﬁcome deduction of interest
paid by the Government. Their family size is larger than other home
tuyers and their median gross income is less than $4,000, and 80 percent
had incomes of under $5,ooo.3/ Their adjusted income after personsl
exﬁmptioné,'therefore, would in most cases be below the minimim taxable
emount for a joint return filed by a married- couple.

There is little in the way of available unsubsidized housing cost
data for comparison with costs of the Farmers Home Administration housing
which is produced in small communities scaitered across the country. The
land costs probably are a relatively minor part of the total. The median
square foot area is between 1100 and 1200 square feet, so that the per

square foot sales price, includging land, is about $11.30. Since square

17 Based on data provided by Farmers Home Administration.
2/ Ibid. ~
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foot costs of all new hones scld in calendar 1970, exclusive of land,

averaged between $13 and $14,£/ the $11.30 appears to be relatively low.
Judging from the avallable date, a major portion of the subsidy benefit
would appear to accrue to the home buyer. 'Hoﬁever, the Section 502

homes are often in sparsely populated éréaé of relatively low market values,
and data were not available on whai tﬁef'may'haée in the way of amenities,
so‘that a jﬁdgmeﬁﬁ cannof béuhade as to whether any of the subsidy supports

a greagler sales pricénthan would be'prevalént‘ih the absence of subsidy.

1/ Department of CommércégrBureéu 6f Cehsus~~HUD, “Chﬁrécfefistics of
New One-Family Homes: 1970", Table 41, p. 89,
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Rental Housing — The Section 2368 Progran

Section 236 is the rental housing counterpart of Section 235.

The subsidy formula 1s similar, although the mechanics of subsidy

payment are geared to a réntal housing operation. _A monthly housing
assistance paymeht is made by HUD to the project owner on behalf of an
eligible tenant. The established local income 1imit for eligibility is
generally 135 percent of the leocal public housing admission income iimit.
The assistance paymen:i may not exceed the lesser of (a) the difference
between the fHAuestablished "market rent" based on the full mortgage in-
terest rate (currently 7 percent) and rent based on a 1 percent mortgage
interest rate; op {b) the difference between the "markei rent" and 25 per~
cent of the tenant's income.l/

There is a lack of adequate data to provide a basis for judgment
whether the subsidy 1s supporting higher land or cgnstructilon costs than
would be entailed in the production of nonsubsidized comparable rental
housing. A few observations can be developed from the data, and, perhaps
more importantly, points in the producii@n prbéesglﬁhich may lend themselves
to sizeable gains can be identified.

Land costs per dwelling unit for Section 236 projects were con~

siderably lower in 1270 than for non-subsidized FHA-Section 207 projects.

L/ A 25 percent proportion of income is required as a minimum rental pay-
ment, in contrast with 20 percent for the Section 235 homeowners pay-
ment toward housing expenses, because the homeowner separately must
pay for maintenance, repair, fuel and utilities which are includsd
in the rent,
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The 236 median per-unit land cost was about 20 percent or $200 lower than
Section 207 fop walk-ups, and more than 45 percent or $830 lower for
elevator apartments. Part of the explanation may be in the fact that the
207 units were larger, with a median size of 915 square feet, versus 815
Sqﬁaré feet for the 236 units. The Sectioh 207 units also, no doubt, had
better.locations which would make for higher land'pfices.. That 1s suggestied
alsblby the fgect that about 37 percent of the Section 207 units but only
11 percent of the Sectibn 236 units.were in elevator apartﬁents which usually
afelbﬁiit where land is expensive. Also the median ratic of iénd price
to project replacement cost was close to 8 percéht for Section 207 projects
and about 5 percent for 236 projects. All of the foregoing evidence that
higher per wnit land costs were involved in Sectibn.EOT than in Section
236 projects in 1970. This may have been due to é different geographic
location wifhin the‘country as well as to differences in location within
given metropolitan areas. There iIs no indlcation whether the land being
used for Sectlon 236 projects was priced higher than similar land in
comparable locations in ﬁhe same locality.

in examination was made of site costs per square foot for Sectlon
236 progects bullt in the Same metropolltan area to see whether the price
had lncreased as the program progressed. Data for some twenty areas failed
to indicate a definite pattern of increases.

The foregoing facts do not gainsay the observation that perhaps the
greatest potential for gains in the development of multifamily housing--

subsidized and nonsubsidized--is through land acquisition and revaluation.
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The FHA estimate of the fair market value of the lend,lprior to con-
struction of imnrovements, is added to development:coste to make up the
total project replacement cost. Tne letter amount serves as the oasis
for e 20 percent mortgage for the limited distributionsponsor,l or a
100 nercent mortgage for the nonprofit SpOnsor. The mortgage proceeds;
therefore, can be the vehlcle for realizatlon of a 51gn1flcant gain in
the value of the land above the true acqu1s1tlon prlce of the land to h
the sponsor—bullder of a llmlted dlstrlbutlon prOJeCt or to the bullder
or land developer who supplles land for a progect sponsored by a non-
proflt organlzatlon | |

For 1ncome tax purposes the bullder—sponsor of a limited dlstrlbutlon
orOJect will often have a separate corporatlon that acqulres the raw land
gets 1t rezoned and then sells it tothe bullder—sponsor organlzatlon.
Regardless of who handles the rezonlng, that is a prooess by Whlch the value
of the land can be greatly enhanced. Suburban land in undeveloped or farm
use, that does not have any reSLdentlal zonlng gla551flcat;on, mloht sell
at prlces in the range of $500 to $2 500 an acre anilf zoned for 1-family
res1dentlal in a range of $2, 500 to $lO DOO per aer When rezoned to
multlfamlly use, however, the land may teke on a vslue of! $25 ooo-sso 000
per acre for garden type ape.rtments and $40,000—$50,QOO per acre for high-

rise apariments. It can be seen that, on a five acre gite a walue gain in

l/ A private sponsor whose annual distribution of cash dividends from
rental income are limited to a 6 percent return on the equity in-
vestment, generally a limited parinership or a corporation. :

O i e P AT/ ey
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the range of $100,000-$200,000 is quite possible. Nof all of ﬁhét.will

be pure profit since there are expenses involved in the rezoning proceedings.
plus property taxes and mortgage interest to be paid while the land is

held prior to development. However, the.taxes and mertgage interest will

be related to the pre-rezoning land value and will be slight compared with
the gain to be realize&. Also, if the pre~rezoning lend-owning corporation
holds the land at least 6 months and then sells it to the spomsor-builder,
the gain is taxed at the lower capital zains tax rate, rather than at regular
income tax rates.

Rezoning and a separate land acquisition corporation msy not be
necessary to get essentially the same effect if useable land can be picked
up in a marginal location. Once the FHA accepts the land for a multifamily
insured mortgage project, the land value is likely to be based on recent
sales of land for comparable uses, with some allowance for difference in
location. The greatly enhanced land value accrues, once the site is ‘to
be used for multifamily housing. It is necessary to caryy the project
through to construction completion and have a high loan-to-velue ratio’
mortgage, however, in order to realize the gain in a relatively short
time.

A potential for unusual gain during the construction stage also may
be available to the builder-sponsor limited distribution corporation, and
to a lesser extent to a builder acting as a contractor for a nonprofit
sponsor. First, there are tax shelter benefits because various current
eXpenses, such as construction financing interést and fees'and property
taxes can help fo establish losges woffset current inéomeufrom other sources

in » consolidated income tax return.
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The builder-~sponsor of a limited distribution project is allowed
certain fees and other expenses which certainly cut down on actual cash
investment requirements. These include:

(1) A builder-sponsor profit and risk allowance equal to 10

percent of total costs exclusive of land and legal and

- organization fees.

(2) Builder's general overhead allowance of 1% percent of such
costs. ‘

{3) Organizational expense allowance of 1} percent of such costs.
These fees are probably reasonable for most projects in the light
of risk, effort and know-how required of the bullder-sponsor. There may

be’economies of scale which make the remuneration relatively high on large

projects. More significant, however, is the capability to bulld up the

required 10 percent equity largely or wholly from such fees, and the
builder can then reqoup his payment‘by selling egquity shares in a limited
partnership to investors in high income tax brackets.;/ For them, tax
benefits can be realized through losses that are established by viritue
of accg%g;ated depreciation ailowances. Since such allowances are avail-
able with respect to all new rental housing, however, the tax benefits
are pfimarily a subsidy to rental housing produciion in general, rather
than a subsidy for Section 226 or other subsidized housing programs.

A limited distribution owner of a Section 236 project must have an
equitly invesiment equal to at least 10 percent. Irrespective of whether

this equity comes in whole or in part from a cash investment, from land

1/ There are also architectural design and supervision fees of 4 percent
and 1-1/3 percent, respectively, which might be paid for partly through .
equity stock shares. '
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owned by the project owner, or from a bullders profit and risk allowance
(of 10 percent on consiruction costs exclusive of land), it represents
an equity. A limited return of & percent, calculated on the basis of that

equity, may be distributed from project income. Such cash distributions

are only a small part of the return to investors, however, after taking

~account of the value of annual tax deductions. These deductions permit

book operating losses ito be established which can then be offset against

other income earned by the owner or owners.. Losses can be passed through

to limited partnership shareholders in proportion to their percentage of

equity owmership. The losses are established primarily through deductions
for accelerated depreciation allowances which are very high in the early
years of cwnership. Since depreciation is aliowed on the entire value of
puildings (equal to roughly 90 percent of total property value) there is

a great deal of leverage for deductions created by a 10 percent equity.
Thus, assuming a building value equal to S0 percent of total (land and
improvements) investment, the deductions during the first year on a 40

year-life project, using double declining balance depreclation might be

4.5 percent of total project investment. Furthermore, there are also

one-time non-operating deductlcns, such as construction financipg intersst
costs and local taxes which will raise total deductions in the first year
or two to over 5 percent of the total project investment. Against a 10
percent equity, such deductions are equal to 50 percent of the equity in-
vestment. For an equity investor in the 50 percent income tax bracket the
after~tax value of the deduction would be equal to 25 percent of the equity

invesinment.

TP TETYT ey T TRy ————"
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The value of the depreciation plus the & percent cash dlstribution
that is permitted, can give the equity investor in the 50 percent tax

bracket & return of roughly 30 percent in the construction and initial

operating year of a Section 236 project. As the depreciation hase, and

the mortgagé interest rate deductions are decreased in ensuing years, the
annual rate of return to the equity investor will decline, reaching per-
haps 20 percent by the fourth year, 15 percent by the elghth year and 12
to 14 percent in the tenth year. The undiscounted annual rate of return
on equity, from cash flow distributions plus depreciation allowances, could
average about 20 percent for the first ten years of ownership, as the total
of the returns could have a value equal to roughly twice the initial equity
investment.

‘As has been noited, the main factor in producing.a high annual rate
of return is the accelerated depreciation, which is available to the
owners of new non-subsidized rental housing, as well as fof subsidized
rental housing. In fact, the non-subsidized rental project owner might
be able to set rents high enough to obtain a higher annual cash flow re-
turn than 6 percent. On the other hand, the non-subsidized project, over
a period of years is much more likely to experience higher vacancy rates
which would reduce rental income and the rate of cash flow return. ' That
risk is to a large extent eliminated in a Section 236 projecti where
occupancy is likely to average better than 95 percent, the rate upon which

rental income to provide the 6 percent cash flow return was calculated.
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The rate of return on equity will not be quite as high on new
housing investments with higher equity to replacement cost ratios where
tﬁe leverage effect is less. However, there are non-subsidized rental
housing programs under which FHA-insured mortgages may equal up to 90
percent of value. Also, the value appraisal of conveniionally financed
rental housing may produce a mortgage which covers 90 percent of ihe
éctual replacement cost.

If the return on equity resuiting from accelerated depreciation were
to be considered, in part, a subsidy, it would have to be considered a
subsidy for the provision of all new rental housing owners rather than
a subsidy for owners of Section 236 housing.

There is another tax benefit which is available to owners of Ssction
236 projects, upon disposition after ten yeérs, however, which is not avail-
able to owners of non-subsidized projects. That is the provision for capital
gains treatment of sales proceeds representing deprecisted book value in
excess of straight line depreciation. _Such "recapture" of excess depre-
ciation is entvirely taxable as income if the Section 256.project is sold
during the first 20 months and thereafter the amount subject to recapture
is reduced by 1 percent per month, A1l proceeds from sale of a Section
236 project are subject to capital gains treatment after ten years of
ownership by the original owner. The total of accelerated depreciation
over the ien years may equal about 40 percent of the total original

properiy cost.l/ Assuming that the property is sold for an amount equal

L/ This is more than would be possible on a 40 year life for the entire
property becsuse ceriain components, such as plumbing, appliances and
others are depreciated on a shorter life basis.
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to original cost, the capital gains tax would equal 10 percent of the

original project cost, reducing the potential average annual return on

equity from about 20 percent to about 19 percent. However, the remalnder

of sales proceeds sbove the cutsitanding moritgage balance,l/ aveliable for

after-tax distribution would raise the average annusl return by about 0.6

of 1 percent. The net effect of the sales transaction, therefore, would

be to make for a potential annual average return on equity of 13.6 percent.
In contrast if a non-subsidized property is sold during the firsti

100 months, all sales proceeds representing depreciation in excess of

straight line depreciation are subject to income tax "recapture". There-

af'ter, the excess depreclation subject to recapture_reduces by 1 percent

a month. Therefore, if a non—subéidized rental housing project, is sold

al originai cost after 10 years, about 80 pefcent of the excess depreciation

is subject to regular income tax. The income plus capital gains texes

ithen would equal about 13 percent of the original project cost, in con-

trast with the 10 percent in the case of the Section 236 project sale.g/

After subtracting taxes and adding the value of mortgage amortization in

the sales proceeds, the potential averagé annual rate of return would be

19.2 percent, in contrast with 19.6 percent for the subsidized project.

That difference in return, which represents an additional tax revenue

loss to the Treasury, represents a further subsidized housing subsidy cost.

1/ That amount, representing amortization of the original morigage lcan
amount, would be equal to about 6.6 percent of the original mortgage
amount, or 8.0 percent of the tolal original cost.

2/ The 13 percent is derived from a 50 percent income tax on 80 percent
of the excess depreciation. The latter is equalto 20 percent of original
cost, and 80 percent eguals 16 percent, so that income tax accounts for
8 percent. The balance of the tax is capital gains on the balance of
depreciated book value {equal to 20 percent of original cost) at a 25
percent rate. ‘
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There is & potential for further enhancement of the return dn
equity investment through a higher project rental income than calculated
wheﬁ the project was approved. The project rental income was calculated
on the basis of 95 percent occupancy. There is a good probability that
a higher than 95 percent occﬁpancy rate will be achieved for subsidized
rental housing. Although such additional income would provide a greater
net cash income after expenses than required for the permitted © percent
anmual return through cash distribution, the extra cash can be used to
make moritgage prepayments. The accelerated reduction of mortgage debt
principal can be realized as an additional equity gain upon disposition
of the property. Such additional eguity gain would represent a subsidy
benefit in proporiion to the ratio of subsidy payments to full "market
‘rent" collections during the period of ownership.

There is one other possible tax benefit that the owners of a Section
238 project might be able to realize. If the project is sold at a net
profit to the tenants (or a cooperative or other nonprofit organization
of the tenants) and the profit is reinvested in another Section 236
project the capital gains taxes may be indefinitely deferred and the
fecapture'of sales.proceeds representing excess depreclation for inconme

taxation can be avoided entirely.;/

;/ The excess depreclation repressnted in the reinvested sales proceeds
is subject to recapture upon sale cof the new property, although the
holding period to avoid recapture is reduced by the period of cwner-
ship of the property that has been sold,
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If such sales can be arranged after a few years of ownership the
average annual returns on equity ito investors in Section 236 limited
distribution projects, from tax savings and cash distributions, could be
25 percent or more. In such instances the 6 to 7-percent greater return
than on a non-gubsidized housing project would represent an additional
subgidy for low- and moderate-income housing producers who also organize
tenant ownership organizations to pumchase the property. ' 1

Most of the foregoing discussion has been applicable to builder-
sponsors who act as limited distribution profit-motivated sponsors. As
such, they also are responsible for the provision of adequate project
management to "deliver® the subsidized housing service benefits to eligible
families. Where there is a non-profit sponscr, it has to provide manage-—
ment and the builder-contractor and/or land supplier are the only ones who
make & profit. In such instances, a failure in management will curtail
the value of benefits for tenants, and may make the projeci short-lived,
iegving the builder-contractor as the chief beneficiary. Such a sequence
of events_has developed in some instances where bullders have found church
groups or other organizations o spousor a project on land in which the
builder has an interest. The number of such cases has been lirited, as
FHA attempts to screen nonprofit sponsors rigorously.

The maximum contractual assistance payment per unit in Section 236
projects for which FHA mortgage insurance commitments were made from the

(fiscal year 1969) inception of the program through fiscal year 1971 is
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about $75 per month.l/ Perspective as to value received for the $75
amount, which is heavily weighted by activity during the calendar 1970
months, can be gained through some comparisons between new Section 207
non-subsidized unit rents and rents charged to tenants in new Section
236 projects committed in calendar 1970. The median rent for a Section
207 unit was $227 and the median rent to be paid by a Section 236 unit
occupant was $139, a difference of $88, or $13 more than the previously
mentioned $75 Section 236 per unit subsidy.a/ This would indicate that

the Section 236 "market rent", before deduction of subsidy was also less

than Section 207 rent by $13. (The Section 236 "market rent” had not been

ﬁabulated.)_

since the mortgage terms are the same and the median per unit mortgage
amounts were almost the saie-—a nedian of $15,172 for Section RO7 and $14,975
for Section R36-~there would be(practically)little aifference in debt service.
About a $800 greater per unit equity investment under 207 would also explain
only part of the difference in thé establishment of market rents. Mostof
the difference, therefore, would have to be found in operating and maintepance

expenses. The greater incidence of elevator projects under the 207 progran

and the probable related greater concentration of the 207 projects in large

1/ April 3G, 1971 HUD table and accompanying text in "HUD-Space-Science
Appropriations for 1972", Hearings before a Subcommittee of the
Committee on Appropriations, House of Representatives, Ninety-second
Congress, First Session, Part 2, Department of Housing and Urban De-
velopment, pp. 466-68. .

2/ These and other unit characteristics are based on data in Tables 57-
59 and 73-75 prepared for the 1970 HUD Statistical Year Book.
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central cities would contribute to higher msintenance and operating costs.
In addition, greater market competition to attract renters te nonsubsidized

housing might lead to better maintenance, albeit at somewhal increased

The $800 greater equity investment plus $200 greater mortgage amount
per unit adds up to about $1,000 more in total per unit capital cost for
Section 207 units than for Section 236 units. Tals would be accounted
for by somewhat higher land costs and by about 100 more square feet of
living area in the median sized unit in Section 207 projects.;/

On the whole, the available evidence would suggest that the housing
services being obtained through payment of occupant rent plus subsidy is
in line with private market rent for equivalent housing. If this ob-
scrvalion cun be sustained, the low- and moderate-inccme occupants are the
beneficlaries of the housing subsidy payments. Whether the observation
can be sustaired will depend upon the gquality of management during operation
as well as_the durability built into the Section 236 projects. Only detsiled
field investigations or time will tell.

Insofar as the tax benefits arising from accelerafed depreciation
and capital gains treatment are concerned, they repreéent a subsidy to
the eguity investoré who are in high income tax brackets. There is no
doubt that they have stimulated the production of subsidized muitifamily

housing. Exclusive of public housing, the production of subsidized new

1/ Ve are dealing with added space after the kitchen and plumbing equip-
ment costs are already established, so that the cost per square foot
added is lower than total development costs per square foot.

e e o T TR NArETY = r———



ORS-39

rental housing, has increased from 73,000 units in fiscal year 1963 to
162,000 units in fiscal year 1970 and was at an estimated level of aboul
145,000 in fiscal 1971.l/ If the avallable tax incentives are rsduced,

it would probably lead to some reduction in production of low- and
moderateminéome rental housing. However, there gre possible alternstive
means of compensating for such a reduction in tex incentives to high in-
come investors. One course would be to £ill a higher proportion of tie
subsidized housing requirements through the homeownership programs where
moderate tax benefits may go to the low-income homeowner, rather than to
high—income'equity investors. Another possibility would be to foster o
strengthened, expanded body of nonprefit sponscors. The latter course would
entail government expenditures for increased training for and tschnical
assistance to nonprofit sponscrs. However, the cost of such activitics
would probably be less than the tax revenue losses entailed in tax bencliis

for equity owners of limited distribution projects.

Public Loy Rent Housing

There are now several programs to provide low-reni housing under
the heading of public housing. The more important of these programs will
be itreated briefly, to identify variations in the basic subsidy formulia

and in program mechanisms which affect the net subsidy benefit distribution.

1/ 1969 and 1970 data from "Third Annual Report on National Housing Goals,”
Table A-R, p. 31l. 1971 estimate based on preliminasry data provided
by EUD and Farmers Home Aduinistration.
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The basic subsidy formula and program mechanism can best be described
with regard to the original public housing program, now identified as the
"conventlonal" public housing program. Under this program, a local housing
authority acquires the site for a project, has’project design plans pre-—
pared and takes competitive bids for the construction of the project.

There is some hidden subsidy involved in construction financing, which
i1s obtained primarily through the sale of short-term, tax-exempt rotes by
the local housing authorities. The notes are backed up by the local housing
authority's right to borrow an equal amount from HUD, if necessary. The
short-term notes are usually repaid from the proceeds of long-term (40
year), tax-exempt bonds iésued by the local authority after the project
is completed. Such bonds are, in effect, guaraniced by the ﬁ.S. Government
through an anmual contributions contract between HUD and the local housing
authority. It calls for Federal anmual contributions, up to a maximum
amount sufficient to meet the debt service on the bonds. Less than the
maximum annual contribution may be required if there are residual receipts
from rents charged to the low-income occupants after alloﬁerating expenses
have been met.

Over the past decade; as project operating costs increased while
tenant incomes and renﬁs lagged behind, there were fewer and fewer local
authorities with residual receipts, with the result that Federal annual
contributions approached the contractual maximum for annual contributions.
In many local public housing programs operating cosis exceeded rental income

and local authorities resorted to rent raises to avold insolvency. Initial
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h the problem consisted of authorizations for additional

subgidy of up to $120 per year for units occupied by elderly or handicapped
persons, dispi&ceas, disaster victims, lacrge families and very low income
families. This proved to be insufflclent. Then Congress enscted in 1989,
and clarified in 1970, the Brooke Amendment. It stipulates that no public
housing tenant should pay more than 25 percent of income for rent, and it
authorizes Federal public housing subsidies for operating and maintenance
expenses, where needed, to assure the low-rent character of the projecis
and to achleve and maintain'adequate operating and maintenance services.

The Federal subsidy, thus consists of four parts: (1) annual con-
tributions to pay the debt service on the bonds issued %o raise the capital:
costs; (2) special subsidies for the elderly, handicapped, etc.; (3) addi-
tional subsidy for‘operating sxpenses~-and alsc for deferred maintenance,
rep&ir.and modernization at this time; and (4) tax-exempt financing benefits.
There is also a local contribution of partial tax exemption, as 10 percent
of shelter rents collected are paid in lieu of property taxes under cooper-
ation agreements enitered into with leocal governments.

Public housing is the oldest subsidized housing program in the country,
established by the U.S. Housing Act of 1837. By 1871, there were some
965,000 units in projects under management, and most of them had been
built under the conventional pubiic housing program. Federal subsidy
payments (gxcluding the Federal cost of tax exempt financing) were estimated

Y

at about $675 per unit annually or $56 monthly for fiscal year 1971.

1/ Bas;& gn HUD data in "Summary of the HUD Budget for Fiscal Year 1972,
pl e .
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This relatively low per unit subsidy reflects the low constrﬁction
costs of many older projects built over the past 33 years, and the lower
bond interest rates which were prevaleht during most of the period. The
per unit monthly subsidy payment for public housing units owned by local
suthorities, for which commitments will be made in fiscal 1972 is estimated
at $131, and for leased units at $l2?.;/

The latiter figures are before taking account of the hidden subsidy
involved in the tax~exempt finazncing. DBased on an average total per unit
development cost of 318,667 in lS?Og/ and public housing tax-exempt bond
interest rates of about 5-3/4 percent (in May and July 1971), there is an

3/

additional subsidy of $30 per unit per month. Total monthly per unit
subsidy cost l'or current new construction thus would be about $160 per
montii.

The latter figure is considerably higher than the estimated per unit
subsidy of $75 per month under Section 236. However, the public housing
occupanls have substantially lower incomes and péy substantially less rent
than Section 236 project occupants. Thus, wherea§ the previously cited

median rent in Section 236 projects committed in 1970 was $138, the median

gross rent pald by all families moving into public housing in 1969 was

$50.Y

1/ Hearing - "HUD-Space~Science Appropriations for 1972", op. cit., p.469.

2/ HUD table on total development cost per unit for low-rent public housing
projects placed under construction in 1870,

3/ Total monthly payments over 40 years to amortize $18,687 at 5-3/4 per
cent would include a total interest cost of $29,073 or $60 per month,
assuming that the holders of tax-exempt bonds are in the 50 percent
income tax bracket, the lost revenue is $30 per month.

4/ 1969 HUD Statistical Year Book, LRPH Table 20, p. 208, The actual
period is 12 months ending September 30, 1869.
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The Section 236 medlan rent, at a 25 percent rent-to-income ratio reflects
an income of $6,624. The median income of the public housing tenants who
moved in in 1969 was $2,548, Although the move-ing to public housing were
into older as well as new public housing, the incomes would not be
measurably different. Nor has the incoms distribution of public housing
occupants been changing much from year to year. About two thirds of

those who moved in were receiving assistance or benefits and the same was
true for 95 percent of elderly and 44 percent of non-elderly occupants
reexamined for continued occupancy in 1969.1/

Part of the higher subsidy per unit for public housing than for
Section 256 housing is, no doubt, due to higher development costs of close
to $S,OOO per unit., There are probably a number of contributing factors
whichk make for higher average public housing development costs. One of
them may be a high concentration of public housing units in high-cost
northern.localities. Thus a State distribution of public housing units
started in 1970 shows New York with the largest percentage, 6.3 percent,
Pennsylvania second with 5.8 percent and Illinois third with 5.5 percent.
The compérable State percentages for Section 236 units in projects committed
in 1970 were New York 4.2\percent, Pernsylvania 4.3 percent andllllinois
4.5 percent. About 10 percent of the Sectlon 236 units were in California
which is not a low construction cost State, but well below New York. There

may also be somewhat less economies of scale in public housing which had

1/ Ibid. "Assistance" consists of funds given on the basis of need by
organizations, some private, but primarily public. "Benefits" are
nen-salary funds, not given on the basis of need by government agencies;
and old age, survivor and disability insurance paid by the Social
Security Administration. , '
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an average of 96 units per project compared with 112 under Saction 258.
Per unit land cost ave to a larga extent a matter of geographic
location and reguire local data to judge their possopablensas, Insofar
as national data provide a clue, it is noie& that the national average
per unit land costs for mew public housing in 1970 uaé £940, #vallahbie
data on Section 236 average per uﬁit land ceat# by project show a median
of $830. Comparable messures would probably show the figures o be fairly
close. As indiceted in the discussion of the Section 236 prograz, the
supplier of land can make a substantlal qapit&l gain, but there are no
data to indicate the degree or frequency of such gains in public housing.
' Given the low-income chavacter of the public housing occupants and
the low rents which they are charged, there can be little questioﬁ that
they are the reciplents of a substantial net benefit, representing most
of the Federal subsidy. The admittedly inadequate land and development
cost data which have been scanned.do not suggest any significant above-
normal market costs in those areas. 4 substantial amount of locel area
construction cost and land data for public and comparable private housing
would have to be obtained and analyzed to aac@r%&iﬁ whather the public
housing cost levels account for some of the net suhsidy benelits.
There i¢ an identifiable gquestion, however; with regard to the net .
henefit incidence of the subsidy involved in the tax-exempt financing‘

which is Federally guaranteed through the HUD annuel contributions

1/ HUD tabulations for 1970,
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contracts, assuring funds for debt service. The Federal subsidy pays virtual-
1y the full interest on the bonds (since project residual récéipts to re-
duce annual contributions below the maxi:um are negligibdle), but the Federal
cost also involwves the loss of‘taxation. The net cost to the Federal govein-
ment would be less if it financed the projects through Treasury borrowing,
When public housing bonds in 1971 carried about a 5-3/4 percent interest
rate, long-term Treasury bonds were yielding about 6% percent and could

have been sold for about 6-3/4 percent. The net cost of Treasury financing
would be reduced to between 3-3/8 and 4% percent; however, assuming that

the average marginal income tax rate for the bondholders waé between 50

and 33-1/3 percent. If net Federal anmual financing-cum~taxation cost is

& percent greater than necessary, about $20 of the calculated $160 monthly
subsidy might be viewed as a result of the financing structure of the pro-
gram, which channels about 1/8 of the subsidy to the high income holders

of tax-exempt bonds.

The matter is complicated by the political aversion to Federal caplital
grants which would greatly raise the total expenditures figure in the anrual
budget and the Federal debt level. As a practical matter, the Federal govern—
ment is just as committed to repayment of the tax-exempt public housing
bonds as it would be to repay Treasury bonds and the continuing anﬁual
costs are signifiantly higher, Separaté'capital budgeting for subsidized
housing might help to clarify the matter and make it more acceptable to

finance such housing with direct loans from funds borrowed by the Ireasury.
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The tax-exempt financing device is used in the wvarious public
nousing programs, but other program elements differ. The largest Yother"
program than the "conventlonal" new construction is the "turnkey" method
program under which most of the new public housing is now being built.,
Under this method, local housing authorities invite proposals for the
provision of a specified number of public housing units with a given unit
size distribution and ceritain other general characteristics. Any vrivate
builder or developer having a site or a structure, or an option tc buy,
can submit a proposal to the local housing authority to build or re-
habilitate in accordance with his prepared plans and specifications. The
local authority selecfs the best proposal and enters into a contract with
the builder or developer to purchase the property upon satisfactory com-
pletion.

Aside from the avoidance of preparation of plans and issuance of
invitations to competitive bidding by the local authority, the chief de-
parture from conventional method is the provision of the site by the builder
or developer. Such sites have tended to have a higher per unit cost than
conventional public housing sites selected and acquired by local housing
authorities. This difference has been more than offset, however, by lower
sito improvement cosls on turnkey project 1and.%/

The turnkey developer receives a developer's fee and an overhead
«llowance, which covers many of the planning and administration costs

ingurred by the local housing authority under the conventional method.

i/ Based on 1970 average cost data compiled by the EUD Cost Analysis

Section, Low Rent Public Housing Branch.
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Furthermore, the dwelling construction and equipment costs per square
foot of area have been lower under Turnkey.l/
It should be noted, alsc, that there are still significant costs
of administration, negotiation, ete. incurred by the local authority under

the Turnkey method.

There would appear to be potentials for less time consuming consbric-
tion with lower square foot costs under the Turnkey method. Whether the
savings are reflected in lower subsidy, or whether they result in net sub-
sidy benefits accruing to land suppliers, builders and/cr local housing
authorities will depend on (1) Turnkey prices negotiated by the local hous-
ing authorities and (2) their efficiency in carrying forward such negotia-
tions and other functions in comnection with Turnkey projects.

A third program or method for provision of low-rent public housing
is through leasing. _Local housing authorities may lease units in private
structures which are made available to low-income families at subsidized
rents. The local housing authorities receive annual contributions from
HUD which are used to pay the balance of the required rents. The Federal
subsidy may not exceed the subsidy that would be requirea for a comparzbls
newly built structure to be owned by the local housing authority. Leased
units are generally in existing structures, but agreements may be made
with a builder for new housing to be constructed for leasce by the local
authority for low-rent public housing., Lease terms, including optional
renewals, can be for up to 20 years for new housing and 15 years for
existing housing.

1/ Ibid.
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Subsidized rent for privately owned housing focuses attention upoh
the net subsidy value reflected in equity accumulation. To the extent that
value in land and useable structures excesds unamortized debt on the prop-
erty, there is an equity accumilation which reflects subsidy payments that
have contributed to the capital debt amortization. In public housing owned
by a local housing authority that equity interest accumulates tc the benefit
of the public body, the local housing authority; A stock of publicly owned
housing to meet low-income rental héusing needs is accumilated. In leased
private housing, the accumildated equity interest which reflects debt amortiza-
tion through subsidy accrues to the property owner in the form of a stock
of privately owned housing.

When new private housing is constructed and leased for low-rent public
housing, pursuant to a pre-construction agreement with a local housing
authority, the property owner can also take advantage of accelerated de-
preciation tax benefits. The maximm twenty year lease assures rental
income on & 100 perceni occupancy basis, so¢ that buildings can be held
and operated profitably for at least 16-2/3 years, afier which all sales
proceeds above depreciated book value are taxed at a capital gains rather
than ai a regular income rate.

The tax benefits are no greater thén those available to an owner of .
non-subsidized new rental housing. wagver, the long-term leases remove
a great deal of‘the risk in rental housing investment which creates the
need for tax incentives for rental housing preoduction. If the rents
nevertheless provide the owner with a return equal to that enjoyed by
other rental property owners--and perhaps higher in view of the allowable leases

assuring 100 percent occupancy rental income--the rents and supporting
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subsidy would appear to provide a higher return than warranted by market
conditions, To the extent that such higher returns are realized, the
property owners are receiving some of the subsidy beneflits, A4 detailed
analysis of leased new housing under the public housing program would be
required to ascertain whether the property owners are actuaily obtaining
an equal or higher return on their investments than other rental property
owners under the negotiated lease agréements.

One ofher public housing program, which is still smell in volume
should be mentioned. That is the Twmnkey III Homeownership program for
low-inconme fﬁmilies. Under this program, an occupant of a dwelling unit
owned by a local authority can acquire ownership of the property. He
makes monthly payments based on a percentage of his income and also
provides all maintenance and repairs. His monthly payments are sufficient
to cover all cperating expenses and reserves, including a budgeted amount
for maintenance and repair. The latter amount is credited 4o a Home
Ownership Reserve account set up for him., At the same time, the local
housing authority'utilizes Federal annusal contributions to make debt
service payments, amortizing the capital debt, When the homeowner's
income and assets, including the reserve account set up for him, im-
prove so that he can assume ownership with FiA~-insured or conventiénal
financing at a price equal to the unamortized capital debt on the struc-
ture, he may acquire it at that price. Under this program, therefore,

the occupant benefits from the rental housing subsidy while he is a

‘tenant and also receives the benefit of the accurulated equity.
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The Tandem Plan - Interest Rate Subsidies

The tandem plan originated during the tight money peried Ef 1969,
to help provide mortgage financing for the subsidized private housing
programs, primarily Sections 235 and 236, which are financed with private
FHA-insured mortgages. During the tight money period, lenders required
that discount "points" be paid by the builder or developer, or other
seller of a housing to be financed with FHA-insured loans, in order to
increese the yleld above the ceiling interest rate on such mortgages.

Ir many instances this would have made it economically infeasible to
produce subsidized housing.

Under speclal assistance authority of Section 301 of the National
liousing Act, the President could authorize the Government National
Mortgupe As;ociation (GNMA) to purchase subsidized housing mortgages at
rar or al modest discounts. .However, this would involve.very substantial
Federal outlays—-billions of dollars--which would add to budget deficits.

The tandem plan gets around the budgetary problem. GNMA issues a
commitment to purchase a Section 235 mortgage, for example at 97, so
that the builder would not have to pay more than 3 points (i.e.3 per-
cent of the mortgage amount) when he delivers the mortgage after completion
and sale of the house. GSimultanecusly, GNMA'obtains a commitment from the
privately-owned,'Federallyasponsored Federal National Mortgage Association
to puarchase the mortgage at its "free market" price. If that price should
be less than 97, GNMA would absorb the loss, which might be, for example
2 points, if the free market price were 95 In effect, an additional

subsidy 1s added through this process.
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In Aug. 1971, when mortgage discounts were again climbing, the
tandem plan was extended to all FHA—inéured and VA-guaranteed mortgages
of up to‘$22,000 and $24,500 for homes of 4 or more bedrooms, Certain
FHA-insured miltifamily mortgages were also made eligible., Special
assistance funds'in the amount of $2 billion were made aveilable. In
fhis way, the-preéent FHA and VA 7 percent mortgage interest rate celling
could be maintained, instead of raising it tc a level competitive with
other securiiy yields. The financing subsidy was thus made available for
"nonsubsidized housing.,”

The subsidy contributes to the payment of higher effective mortgage
interest rates. In one sense, homebuyers and renters are the beneficiaries,
since the higher effective interest rates are occasioned by market supply
and demand for long-term funds, and have to be met for the housing to be
- made available. Viewed in a broader framework, fiscal and monstary policies
{(and the lack of other credit allocation policies) have permitted the rise
in effective interest rates, which cause a redistribution of income in
favor of savers and lenders, the creditors. In that framework, the savers
ancd lenders are the beneficiaries of the subsidy distributed via the tandem

pl&n - . ' -

Conclusion

Any conclusions about the distribution of housing program subsidy
benefits that relate to comparable costs of subsidized and non-subsidized
housing costs are dependent upon the quality of available data, In this
. paper, therefofe, its conclusions related to comparable costs must necessarily

be highly qualified.
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The greater, though still inadequate, data available for homa-
ownership than rental housing programs, suggest that limited income- .
owners of subsidized new homes recelve a very high proportion of the
subsidy benefits. These include some equity~accumulation,_=
as well as part of the current housing expense. ‘A swall part of the-
benefits from a progrem serving a broad shd ready market may go to the
housing producers. -

Evidence aé to comparable costs of* ursubsidized and subsidized
housing is scarce and temuous. It provides little basis fﬁr judgments
as to absorption of housing assistance paymenis to support greater housing
production costs for subsidize&-housiné than for comparable housing that
is not subsidized.

Tax benefit incentives in the form of accelerated deprecisticn are
available to precducers of all new rental houéing,'not just for private
subzidized rental housing. That tax benefil, theréfore, should be viewed
as a subsidy for rental housing production in general, rather than specifical-
1y for subsidized housing, There is an additional fax benefit for subsidized
housing investors, however, in a shorter holding periced requirement before
all sales proceeds, including those which equal past excess depreciation
deductions, are taxed as capital gains, rather than income. Another '
potential tax benefit can be realized by the owners. If a subsidized
private {Section 2365 rental ?rcjeqt iz sold to tenants, evén after orly
a few ysars of owﬁership, ény sales profits reinvested in a similar project

within one year are not subject to regular incoms tgxation.
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The availability of many tax benefits to private subsidized rentel
housing investors suggest that low-income needs can be met at a lower
subsidy cost through subsidized home cwnership and programs to foster more
qualified non-profit sponsorship of subsidized rental projeéts.

Low-rent public housing has occupants with a much lower income
distribution than other subsidized housing; The rents they pay are much
lower, making for a much higher monithly subsidy per unit. Per unit de-
velopment costs in public housing have also been somewhat higher than in
other subsidized rental housing, but this may be due to differenges in.
geographic distribution of housing units, and somewhat smaller public
housing projects {in 1870). (

Public housing entails a "hidden" subsidy through finanecing by tax~
‘axempt local bonds that are virtually Federally-guaranteed. Direct
Treasury loans would be less costly to the Federal government, but would
have a greater impact on égrrent bﬁdget accounts., The extra interest
cost subsidy involved in tax-exempt finaneing flows to high-income in-
vestors in such bonds.

Leased public housing (in private struétures) operaltes so that
part of the subsidy which covers capitel debt amortization accrues to the
private property owner in the form of his housing stock. In publiély
cwned housing, the stock is retained for public eguity ownership. lLeased
new housing, under the public housing program, gives the private owner
the tox benefits available to rental property investors while removing

substantially all risk of vacancies for 10 to 20 year lease terms.
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Financing of private Federally subsidized housing through private
mortgage lending also entails a higher interest rate than would be en-
tailed through direct Federal loanms. The latter would have a large
impact on current budget accounts. The impact on the economy would not
ba significantly‘different. The differential in interest cost of private
over direct loans might be viewed as a subsidy to savers and lenders.

4 similar subsidy may be entailed in the "tandem plan" under which
the Government National Mortgage Associlation pays "discount" points above
a certain level in the financing of "non-subsidized" housing with FHA-
insured and Vh-guaranteed loans. In one sense, the government is helping
to pay a higher effective market interest rate than the homebuyer is charged
end 1t is a subsidy to the homebuyer. In a broader sense, if alternative
fiscal and monetary policies or other credit allocation tools could have
brought about lower interest rates, then the higher rgtes in effect might

be viewed as causing a subsidy to be paid in favor of savers and lenders.

2







