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SUMMARY 

During the late 1%0s and early 1970s, several thousand low-income housing projects 

were developed by private owners under Sections 236 and 221(d)(3) of the National 

Housing Act. In exchange for various federal subsidies, restrictions were imposed 

on the projects in the form of rent controls and limitations on the income of families 

eligible to move into the units. Most for-profit owners of these projects were 

allowed the option of prepaying their federally subsidized mortgages after 20 years, 

thereby terminating these restrictions. 

Over the next 15 years, owners of about 360,000 rental units will become 

eligible to prepay their mortgages and leave the programs. Concerned about the 

potential loss of these units from the inventory of assisted housing, the Congress 

enacted in 1990 the Low-Income Housing Preservation and Resident 

Homeownership Act (LIHPRHA) to ensure that most of these units remain 

available and affordable to low-income families and that current owners are fairly 

compensated. 

If the provisions of LIHPRHA are fully funded, federal housing subsidies will 

increase substantially for families living in many of these projects, some of whom are 

considerably better-off than currently unassisted families. Total federal housing 

appropriations are unlikely to increase much over the next few years, however, 

because of severe constraints imposed by the Budget Enforcement Act. Thus, a 

trade-off exists between preserving all of the housing units eligible for prepayment 

and assisting a potentially larger group of low-income families with a cheaper form 



of aid (such as housing vouchers) by allowing the owners of some projects--those 

that would be most expensive to retain as low-income housing--to prepay their 

mortgages. 

1,IHPRHA Provisions and Their 

Under the LIHPRHA provisions, current owners of prepayment-eligible projects 

generally may either retain their projects for low-income rental use or sell them to 

buyers who agree to do so. To encourage current or new owners to invest in these 

projects, LIHPRHA offers them incentives in the form of higher rents. Part of the 

increase in rents would come from higher payments by some tenants and part from 

increased federal subsidies such as those provided under Section 8 of the United 

States Housing Act of 1937. Rents received by owners or buyers may be raised as 

high as the cost limits permitted in the statute--typically 120 percent of the local fair 

market rent (FMR). The FMR is the maximum rent allowed under the Section 8 

existing-housing rental certificate program. To keep the units affordable for tenants, 

federal subsidies would be provided to cover the difference between these higher 

rents and 30 percent of the tenants' income. 

Under the statute, the low-income use of a project can generally be 

terminated only if federal funds are not available to provide these incentives or if 

the current owner wishes to sell the project but no buyer can be found who will 
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maintain its low-income use. In those cases, displaced tenants who are eligible for 

federal aid will receive housing vouchers to help pay their rent elsewhere. 

This memorandum illustrates the impacts on tenants' rent payments and 

federal subsidies of preserving a typical Section 236 project. Under the statute, 

average rent payments by very-low-income tenants who did not previously receive 

Section 8 aid would be reduced by 52 percent, and average rent payments by certain 

higher-income tenants would rise by 15 percent. Although in some projects rent 

increases may be much greater than 15 percent for higher-income tenants, no tenant 

would be required to pay more than 30 percent of income for rent. 

Average federal subsidies per family would rise substantially, with the size 

of the increase depending on the new rent levels and on whether the tenants 

previously received Section 8 aid. For example, for a project with a new rent at the 

federal cost limit, average annual subsidies for very-low-income families would 

increase to more than $6,200 per family. This amount represents an increase of 

more than 90 percent for families who already receive Section 8 aid and almost 600 

percent for those who would start receiving it under the prepayment provisions. 

In terms of federal outlays, preserving a typical Section 236 project would be 

less expensive than providing vouchers only if the new rent under the LIHPRHA 

provisions is less than about 85 percent of the local FMR. Preliminary estimates by 

the Department of Housing and Urban Development (HUD) predict such low rents 

in less than half the projects, but that assessment may change once more complete 
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information becomes available. In all other cases, issuing vouchers to low-income 

families would be cheaper than providing the incentives to keep the projects as low- 

income housing. Issuing vouchers would not necessarily place all current tenants in 

subsidized units, however, because some tenants with lower income might not be 

able to find suitable new units for which they could use their vouchers. Moreover, 

current tenants in these projects who have the highest income would not benefit 

from the vouchers. 

Policy Alternatives 

If the prepayment provisions were fully funded, as directed by the Congress in 

enacting LIHPRHA, dwellings constructed with federal subsidies to serve low- 

income families would be preserved to the fullest extent possible, and involuntary 

displacement of current tenants would be minimized. Nevertheless, fewer families 

would be assisted than if some expenditures were redirected to vouchers. Moreover, 

some families benefiting from the potentially large subsidies inherent in the 

preservation incentives would have higher income than many eligible families who 

do not receive federal aid. 

Alternatively, preservation incentives could be funded only for those projects 

whose preservation costs are relatively low. Owners of the most expensive projects 

would be allowed to prepay their mortgages, and the displaced tenants who are 

eligible for federal aid would receive vouchers. The savings from such a scheme 



could be used to issue additional vouchers for currently unassisted families or for 

other purposes. In this way, the number of assisted families could expand without 

also increasing outlays. Moreover, the treatment of families receiving aid under 

various housing assistance programs would be less uneven than if all the projects 

were retained for low-income use, because the government would not be subsidizing 

the much higher rents necessary to retain the most expensive projects. If some 

mortgages were prepaid, however, some of the displaced families could face 

problems finding new housing even with their vouchers. This outcome would be 

particularly likely in areas with low vacancy rates in units renting at or below the 

FMR. As a result, some of the currently assisted families would have to pay more 

than 30 percent of their income for rent. 



During the late 1960s and early 1970s, several thousand low-income housing projects 

containing roughly 600,000 units were developed by private owners under Sections 

236 and 221(d)(3) of the National Housing Act. In exchange for various subsidies 

provided to the owners of these projects, the use of these units was restricted 

through rent controls and limitations on the income level of families eligible to move 

into the units. In general, nonprofit owners were locked into these use restrictions 

for the 40-year life of their mortgages, but most for-profit owners were allowed the 

option of prepaying their mortgages after 20 years, thereby terminating the 

restrictions.' 

Owners of about 360,000 of these units already are or will become eligible 

to prepay their mortgages through 2007 (see Table 1). This possibility has raised 

concern about the potential loss of a viable means of providing low-income housing. 

The concern culminated in the Low-Income Housing Reservation and Resident 

Homeownership Act of 1990 (LIHPRHA), enacted as part of the Cranston-Gonzalez 

National Affordable Housing A&.' A basic objective of LIHPRHA is to ensure 

that most of these units remain available and affordable for low-income families and 

that current owners are fairly compensated. 

1. For a more detailed discussion of the programs involved in the prepayment issue, see 
Congressional Budget Office, T h e  Potential Loss of Assisted Housing Units as Certain 
MortgageInterest Subsidy Programs Mature" (March 1987). 

2. Temporary measures for dealing with the prepayment problem were enacted in the Emergency 
Low Income Housing Preservation Act of 1987. This statute allowed prepayment only under 
very restrictive conditions, effectively putting a moratorium on prepayment for the approximately 
58,000 units whose owners bemme eligible to prepay before 1991. 



TABLE 1. ESTIMATED NUMBER OF PROJECTS AND UNITS ELIGIBLE 
FOR PREPAYMENT 

Fiscal Year Number of Projects Number of Units 

Before 1992 
1992 
1993 
1994 
1995 
1996 
After 1996 

SOURCE: Congressional Budget Oftice using data provided by the Department of Housing and Urban 
Development. 

NOTE: Of the roughly 99,000 units that became eligible for prepayment before 1!?92, about 6,600 have 
received incentives under the Emergency Law Income Housing Preservation A a  of 1987. No 
incentives have been provided under the Low-Income Housing Preservation and Resident 
Homeownership A a  because of delays in publishing the regulations. 



Under LIHPRHA's s o d e d  prepayment provisions, owners of projects 

eligible to prepay their mortgages will be offered financial incentives to preserve 

those projects for low-income use.' Owners may either keep the projects and 

operate them under the federal rules or sell them to buyers who agree to do so; in 

general, owners are allowed to prepay their mortgages only if they want to sell but 

no buyers can be found who will preserve the project's low-income use, or if no 

federal funds are available to pay for incentives to preserve such use. The main 

incentive for preservation included in LIHPRHA is the higher rents owners will 

receive on units in their projects. The rent increases will be paid for primarily with 

increased federal subsidies, although some will come from increased payments by 

higher-income tenants. The cost of the federal subsidies could be substantial for 

many projects because the statute allows rents to increase to levels well above those 

subsidized by certain other housing programs. 

Implementing the prepayment provisions comes at a time of particularly tight 

constraints on the federal budget, however. Between now and 1995, the Budget 

Enforcement Act (BEA) limits both budget authority and outlays for discretionary 

federal spending (that is, for spending determined each year by Congressional 

appropriation). Because of these limits, appropriations for housing aid will probably 

not increase much over the next few years? 

3. See pages 1823 for a more detailed description of the provisions of LIHPRHA designed to 
presewe these assisted projects. 

4. The Congress has expressed its intent, however, to provide sullicient budget authority to 
continue aid to families whose Seaion 8 contracts-another fonn of housing assistance-are 
running out of funds. Renewing this aid alone is estimated to require budget authority of $7.8 
billion in 1993 and $23.8 billion wer the 1993-1995 period. 



Consequently, if incentives to preserve housing for low-income use are 

funded for all eligible projects, the resources remaining for all other housing 

assistance will probably be even more limited. In particular, because the cost of 

simpiy maintaining the current number of assisted households has risen significantly 

in recent years, full funding will make it unlikely that many new households could 

be added to the rolls. Moreover, if funding levels for preservation incentives are not 

sufficient to preserve all projects, the Department of Housing and Urban 

Development (HUD) will need to decide which projects to preserve for low-income 

housing because the legislation does not establish such priorities. 

To choose among these housing aid alternatives, the Congress could compare 

the costs of the prepayment provisions with other forms of housing aid and consider 

the impacts of alternative uses of federal housing resources on eligible tenants. 

After a brief overview of recent trends in federal housing aid, this memorandum 

examines these topics and explores options for allocating housing assistance. Much 

of the analysis is illustrative and is based on unpublished data provided by HUD. 

A more rigorous analysis of the issues awaits the collection of more complete data, 

which HUD is now doing. 

TRENDS IN FEDERAL HOUSING ASSISTANCE 

Housing aid has never been provided as an entitlement to all families who qualify 

for aid. Instead, each year the Congress appropriates funds for two broad purposes: 



to provide new commitments to serve previously unaided families, and to renew and 

support existing commitments for aided families. Funds for the first purpose are 

termed incremental aid because they expand the total number of families receiving 

assistance. About 30 percent of eligible families currently receive housing aid, and 

incremental funding is used both to keep up with growth in the size of the eligible 

population and to increase the share that is served. Funds for the second broad 

purpose are called nonincremental aid. These funds are used mainly to extend the 

life of existing commitments, to maintain or restore the quality of existing structures, 

and to deepen aid to current recipients. Funds to prevent project owners from 

prepaying their mortgages are considered nonincremental aid because they seek to 

maintain existing assistance commitments. 

The outlays that result from housing appropriations generally occur over 

many years. In most housing programs, funding is provided through appropriations 

of long-term budget authority for subsidies to households. The terms for 

commitments made today range from five to 20 years, but before 1982 they were as 

long as 40 years. In other housing programs, budget authority is appropriated for 

grants to entities who develop and rehabilitate assisted rental housing. Even the 

outlays resulting from grants occur over a long period because of lags involved in the 

construction and rehabilitation of projects. This pattern of long-term spending gives 

rise to a complicated relationship between the total number of assisted housing 

units, the outlays that support them, and the budget authority that creates them. As 

detailed below, it helps explain the apparent contradictory movements since 1977 of 



growth in total assisted units and outlays on the one hand, and decline in budget 

authority on the other hand. 

Both the number of families receiving housing aid and federal housing 

outlays generally have increased annually since 1977. Boosted by appropriations for 

incremental aid each year, the number of assisted families increased by 73 percent, 

rising from 2.6 million in 1977 to an estimated 4.6 million in 1992 (see Figure 1). 

Growth was more rapid during the first half of this period than the last, however, 

because cuts in annual appropriations for budget authority during the 1980s have, 

among other things, sharply decreased the number of new commitments added each 

year. 

Outlays for housing assistance have also increased steadily since 1977.'j 

Outlays grew by 180 percent, from $6.6 billion in 1977 to $18.6 billion in 1992, both 

measured in 1992 dollars (see Figure 2). This relatively rapid growth is explained 

not only by increases in the number of assisted families, but also by several factors 

that have increased real average subsidies. For example, during the early to mid- 

1980s many expensive, newly constructed units (funded from pre-1984 budget 

authority) became occupied, which contributed to the relatively high growth rate in 

outlays during that period? Also, rents in assisted units have increased faster than 

6. The bulge in outlays in 1985 resulted from a change in the method of fmancing public housing, 
which generated nearly S14 billion in onetime expenditures. 

6. Before 1984, a large number of commitments were made under the Section 8 programs for new 
construction and substantial rehabilitation. Because of their high costs, these programs were 
discontinued in f i  year 1984, except for a modest number of commitments each year for the 
elderly and the disabled. 



Figure 1. 
Number of Families Receiving Housing Aid, 
End of Fiscal Years 1977- 1992 

SOURCE: Congressional Budget O f f ~ e  tabulations of budget documents of the Department of Housing and 

Urban Development, various years. See alsoTable A-1. 
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Figure 2. 
Outlays for Housing Aid, 1977- 1992 

SOURCE: Congressional Budget O f f i  tabulations of budget documents oE the Deparlment of Housing and 

Urban Development, various years See also Table A-1. 

NOTE. 'Ihe bulge in outlays in 1985 resulted from a change in the method of financing public housing, 

which genaated nearly S14 billion in one-time expenditures Because of that expenditure, outbp 

for public housing since that time are roughlyS1.4 billion (in nominal dollars) less each year than 

they would have been otherwise. 

Figure 3. 
Budget Authority for Housing Aid by Type of Use, 1977-1992 

Billions of 1992 M a n  
70 1 I 

SOURCE: Congressional Budget Off= tabulations of budget documents of the Department of Housing and 

Urban Development, various years See also Table A-1. 

NOTE: Renewals also include budget authority for amending contracts whose hn& are exhausted before 

the end of the t am  of the contract. 



tenants' incomes, thus increasing federal subsidies because those subsidies typically 

equal the difference between the units' rents and 30 percent of the tenants' incomes. 

In contrast, real annual budget authority for housing aid has decreased 

sharply since the late 1970s, when several new housing programs were first funded, 

falling (in 1992 dollars) from $66 billion in 1977 to $10 billion in 1989 (see Figure 

3). One contributing factor is the decline in the number of additional commitments 

funded each year, from around 300,000 per year in the late 1970s to less than 

100,000 in 1989. Other factors--which do not affect the number of assisted units, at 

least in the short run--include the shift toward shorter commitment terms, cheaper 

forms of aid (through the use of existing housing rather than new construction), and, 

since 1987, changes in the method of financing new construction and modernization 

programs.' In particular, reducing the terms of assistance (for example, from 15 

to five years) decreases the amount of budget authority needed in the short term to 

provide assistance to a given number of units. This budget authority will need to be 

renewed more frequently, however, so that the total amount of resources required 

over a longer period of time remains unchanged. 

Through most of the 1980s, annual outlays grew despite decreases in budget 

authority because most outlays in any given year are derived from past 

appropriations of budget authority. In recent years, however, the growth in outlays 

7. Before 1987, construction and modernization of public housing was financed wer  periods from 
20 to 40 years, with budget authority reflecting principal and interest payments on this debt. 
Now these activities are financed with grants, which reduces budget authority requirements 
between 51 percent and 67 percent. In 1985, most of the outstanding debt incurred for activities 
since 1974 was paid off, causing the bulge in outlays shawn in Figure 2 and reducing outlays 
since that time by about $1.4 billion per year. 



stems increasingly from new appropriations for nonincremental aid, as existing 

commitments are running out of budget authority and as funds are needed to 

rehabilitate the aging assisted stock. 

Given the overall decline in budget authority for housing aid, the relative 

growth of nonincremental aid is crowding out funds for incremental aid. For 

example, between 1985 and 1989, when real budget authority declined by 37 percent, 

nonincremental aid fell only 6 percent and incremental aid fell 55 percent. Between 

1989 and 1991, incremental aid continued to decline, but total budget authority 

increased sharply, mostly because of the need to fund expiring assistance 

commitments. Incremental aid nearly doubled between 1991 and 1992 because of 

special factors that apply only to that year8 

If the LIHPRHA provisions are fully funded over the next several years at 

the levels estimated by HUD--requiring close to $4 billion in budget authority 

between 1993 and 1995 alone--the remaining housing funds could be severely 

squeezed. For instance, if total housing aid is funded at the 1992 appropriation level 

(plus adjustments for inflation), and if the renewals of existing commitments are 

funded at their required levels, then the budget authority remaining for incremental 

housing aid could fall to an all-time low of $1.3 billion in 1994. Moreover, if housing 

programs are funded below the inflation-adjusted 1992 level to conform to the 

8. Much of the budget authority for incremental aid came from unusually large amounts of unused 
budget authority carried wer from previous years (more than $3 billion) or freed up by the 1991 
change in the financing method of the Section 202 program for the elderly and the disabled ($13 
billion). Such funding sources are unlikely to be available in the next few years. 



spending limits imposed by the BEA, then funding for incremental aid would be 

reduced even further. Although such an outcome would nearly halt the number of 

new assisted-housing commitments, it would do so after more than a decade of 

substantial growth in the number of aided families and real outlays. This pattern 

contrasts with that of many other domestic discretionary programs, whose real 

outlays remained steady or declined during the 1980s. 

POTENTIAL IMPACTS OF PREPAYMENT PROVISIONS 
ON TENANTS' RENT PAYMENTS AND FEDERAL SUBSIDIES 

This section examines the potential impacts of LIHPRHA's prepayment provisions 

on tenants' rent payments and federal subsidies paid on their behalf. Because these 

provisions are very complex, the analysis simplifies certain aspects and concepts 

contained in the legislation. These simplifications do not, however, affect the basic 

results. The analysis focuses on Section 236 projects, which represent almost three- 

quarters of the total stock eligible for prepayment; much .of the qualitative aspects 

of the analysis, however, can also be applied to Section 221(d)(3) projects. Box 1 

contains a description of these and related housing programs. 

Profile of Section 236 Pro-iects with Morteaees Eligible for Pre~awnent 

Federal housing aid generally is restricted to low-income families, defined as those 

whose income does not exceed 80 percent of the area median, adjusted for family 
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Box 1. 
Housing Programs Involved in the Prepayment Issue 

Several types of housing programs administered by the Department of Housing 
and Urban Development (HUD) are involved in the prepayment issue. One type 
of program provides project owners with subsidies to reduce their mortgage 
payments and, in most cases, with mortgage insurance through the Federal 
Housing Administration (FHA). A second type provides supplementary aid 
either for some of the lowest-income tenants in the projects or for the projects 
themselves that are under fmancial strain. Aid in both types of programs is tied 
to the projects. A third type of program provides aid that is tied not to a project 
but to tenants; that is, tenants generally may use it in a unit of their choosing. 
Programs of this type will assist tenants vacating projects whose owners prepay 
their mortgages. (Also see Box 2 for definitions of the various types of rents 
discussed below.) 

Mortgage-Payment Subsidies 

Section 221[d)(3) Below Market Interest Rate (BMIR) Progaq.  Between 1961 
and 1968, the Section 221(d)(3)BMIR program gave project owners a one-time, 
up-front subsidy that effectively lowered the interest rate on their 40-year 
mortgages to 3 percent. To live in these projects, families' income at the time 
they move in may not exceed 95 percent of the area median, adjusted for family 
size. Traditionally, tenants have paid a Fwed rent that covers payments on the 
3 percent mortgage, operating costs, plus (for for-profit owners) a 6 percent 
pretax return on their original investment. Under the Cranston-Gonzalez Act of 
1990, however, tenants whose current income exceeds 80 percent of the area 
median must pay the lesser of 30 percent of their income or the Section 8 
existing-housing fair market rent (FMR). 

-236. The Section 236 program, which replaced the Section 
221(d)(3)BMIR program in 1968, provides private lenders with monthly 
payments sufficient to lower the effective mortgage interest rate on a 40-year 
mortgage to 1 percent. Although no new commitments have been made since 
1973, outlays for these subsidies continue today. To live in a Section 236 project, 
families' income at the time they move in may not exceed 80 percent of the area 
median income, adjusted for family size. Tenants must pay 30 percent of their 
adjusted income or the FHAcontrolled rent, whichever is higher; in any case, 
they are not required to pay more than the fair market rental charge. Since 
enactment of the Cranston-Gonzalez Act, however, tenants whose current income 
exceeds 80 percent of the area median income must pay the lesser of 30 percent 
of their income and the Section 8 existing-housing FMR (see Box 2). Amounts 
collected by the owners above the FHA-controlled rent revert to HUD. 

(Continued) 



Box 1. (Continued) 

Supplementary Assistance 

ect-Based Rental ance P r o m .  Starting in 1976, the Section 
8 program has paid project owners, on behalf of certain tenants, the difference 
between 30 percent of the tenants' income and the fixed rent or the FHA- 
controlled rent (in Section 221(d)(3)BMIR and 236 projects, respectively). This 
supplementary aid has made rents more affordable to some of the poorer tenants 
in these projects. Section 8 aid has also been used to assure a steady stream of 
rental income for projects in fmancial distress, thus preventing claims on the 
FHA insurance funds. Before 1984, budget authority for this assistance was 
committed for 15 years, and since then for five years. 

flexible Subsidy Proprm. Authorized in 1978, this program provides fmancially 
troubled projects with cash grants or low-interest loans to fund deferred 
maintenance and rehabilitation needs and operating deficits and to provide 
replacement reserves to meet future needs. Since 1983, the program has been 
financed mostly from funds collected from Section 236 tenants who pay more 
than the FHA-controlled rent. 

Tenant-Based Assistance 

Section 8 Existh-Housing Rental Certificate Pr-. This Section 8 program, 
authorized in 1974, provides rental assistance to income-eligible families; they 
can rent any existing housing units that meet property standards set by HUD and 
whose rents generally do not exceed the Section 8 existing-housing FMR. HUD 
pays the difference between 30 percent of the family's adjusted income and the 
unit's actual rent. Traditionally, budget authority was committed for 15 years, 
but since 1989 it has generally been committed for five years. 

Section 8 Voucher Propram. - Authorized in 1983, the voucher program is similar 
to the rental certificate program in that families can rent any units that meet 
HUD's property standards. However, families may occupy units with rents 
exceeding the FMR if they pay the difference, and they may keep the difference 
if rents are below the FMR. Funding has always been committed for five years. 



size.' Under current policy, however, families can continue to receive aid if their 

income surpasses that level after admission to a particular program. The primary 

target group for federal aid is families with very low income, defined as those whose 

income does not exceed 50 percent of the area median.'' According to data from 

the 1989 American Housing Survey, about 80 percent of all assisted families are in 

this category. 

Both the Section 236 and the Section 221(d)(3) programs serve tenants who 

are somewhat better-off, on average, than those served by most other federal 

housing programs. For instance, about 30 percent of families living in Section 236 

projects have income above 50 percent of the area median. About 6 percent of the 

families in these projects would be ineligible for most housing aid if they applied 

today, because their income now exceeds 80 percent of the area median. 

Section 236 projects have complex rent structures. The total rent for a given 

unit, which is paid with a combination of federal subsidies and tenants' payments, 

is the fair market rental charge. (See Box 2 for definitions of various types of rent.) 

This rent is based on four cost components: a federal subsidy to the mortgage lender 

to reduce the interest rate on the project's mortgage, the owner's mortgage 

payments, the project's operating costs, and (for an owner that is a for-profit entity) 

a 6 percent rate of return on the owner's original investment. 

9. For the Seaion 221(d)(3) program, families with income up to 95 percent of the area median 
income are eligible to apply. 

10. Using HUD's estimate of nationwide median family income as a benchmark, a family of four 
was considered "very-low-income" in 1991 if its income was below S19,000, or 1.4 times the 
poverty level for a family of that size. In practice, however, this limit varies by location. 



Box 2. 
'Qpes of Rent Related to the Issue of Mortgage Prepayments 

P 

FHA-controlled rent (or Bask rent): Before enactment of the Low-Income Housing 
Preservation and Resident Homeownership Act of 1990 (LIHPRHA), the minimum rent 
paid by low-income tenants in Section 236 projects who do not receive any supplementary 
federal housing aid. Also, the amount of rent that owners may keep, with any additional 
sums paid by tenants going to the Department of Housing and Urban Development. This 
rent is determined by project operating expenses, the amount needed to amortize a 1 
percent mortgage on the project, and (in the case of for-profit owners) an allowance for a 
6 percent rate of return on the owners' investment. 

Fair market rental charge: Before LIHPRHA, the maximum rent paid by higher-income 
tenants in Section 236 projects. Similar to the Federal Housing Administration's controlled 
rent, except it includes a component to amortize the full cost of the mortgage, not the 
subsidized (1 percent) cost. 

Section 8 existing-housing fair market rent (or FMR): Generally, the maximum rent that 
HUD subsidizes in the Section 8 existing-housing program. The FMR now also serves as 
the maximum rent to be paid by higher-income tenants in projects receiving prepayment 
incentives. 

Alternative market rent: Rent that a unit could command in the private rental market. 

&nta Swcific to LIHPRW 

Extension rent: Rent potentially received by a current owner of a project that continues in 
the program. Designed to provide an owner with an 8 percent return on equity that could 
be liquidated if the project were sold for private rental housing. 

Transfer rent: Rent potentially received by a buyer of a project that continues in the 
program. Similar to the extension preservation rent except that it is based partly on the 
value of the project in its highest and best alternative use (not necessarily as rental 
housing). 

Federal cost limit: The upper limit on rent received by the owner of a project that 
continues in the program. If the extension rent exceeds this limit and the current owner 
keeps the project, the rent received by the owner is reduced. If the transfer rent exceeds 
it and the project is sold, a federal grant may be provided to a buyer to reduce rents. 

Reservation rent (or Pian of action rent): Rent actually received by the owner of a project 
after accounting for tenants' payments and preservation incentives. 

Total subsidized rent: Total amount paid on behalf of a unit receiving preservation 
incentives. It consists of the preservation rent plus any mortgage subsidy paid by the 
federal government. 



Tenants pay 30 percent of their income toward this total, with two 

exceptions. First, tenants for whom 30 percent of income does not equal at least a 

minimum amount, termed the FHA-controUed rent or the basic rent, must either pay 

the basic rent themselves or obtain additional federal assistance in the form of 

Section 8 aid to do so. The basic rent is determined by the last three cost 

components listed above--the owner's mortgage payments, the project's operating 

costs, and a 6 percent return on the owner's investment. The second exception to 

the 30 percent rule is that tenants for whom 30 percent of income exceeds the fair 

market rental charge for their unit need pay only that charge. The top panel of 

Figure 4 illustrates the relationship between these rents and income. 

Project owners keep only the basic rent, however. Excess rental collections 

are returned to the government and are typically used to help fund the flexible 

subsidy program. 

The fair market rental charge may be higher or lower than the market rent 

as it is usually defined--namely, the going rate for similar units in the area. The 

relationship between the two concepts depends mostly on whether market conditions 

have deteriorated or improved since the project was built. Similarly, the fair market 

rental charge is distinct from the Section 8 exirting-houring fair market rent, or FMR, 

which is the maximum rent that HUD subsidizes in the Section 8 existing-housing 

certificate and voucher programs. 



flGURE 4. RELATIONSHIPS BETWEEN TENANTS' INCOME AND RENTS IN A TYPICAL 
SECTION 236 PROJECT, W O U T  AND W UHPRH4 INCENTlVES 

R e n t  Without LIHPRHA Incentives 

Fair Market 
Rental Charge 

FHA-Controlled 
Rent 

Income as a Percentage of A r e a  M e d i a n  

R e n t  With LIHPRHA Incentives 
1 

Total Subsidized -----------------------------, ..'-- 
Rant 

. ' I 
FMR 

Preservation Rent 

Foir Morket 
Rental Charge 

FHA-Controlled 
Rent 

I n c o m e  as a Percentage of A r e a  M e d i a n  

SOURCE : Congressional Budget Office. 

NOTES: For ease of presentation, these figures are not drawn to scale. The diagonal line represents 30 percent of tenants' income. 

The difference between the fair market rental charge and the M-controlled rent (in the top panel) and between 
the total subsidized rent and the preservation rent (in the bottom panel) is the federal mortgage subsidy. 

LIHPRHA = Low-Incame Housing Preservation ond Resident Homeownership k t ;  FMR = fair market rent; HUD = Department of 
Housing and Urban Development; FHA = Federal Housing Administration; Preservalion rent = rent received by owner. 

a. In this case, federal Section 8 aid is provided to some, but not all, tenants. 



The rent structure in Section 236 projects gives rise to an uneven distribution 

of rent-to-income ratios, as illustrated for a typical project in Table 2. Although the 

majority of tenants pay 30 percent of their income for rent, some of the poorest 

tenants--about 23 percent of all tenants--pay well over 30 percent of their income for 

rent. By contrast, 18 percent of all tenants, those with income above 59 percent of 

the area median, pay less than 30 percent of their income for rent because of the 

rent caps. (In Table 2, this group of tenants is broken into three subgroups because 

those subgroups receive different treatment under the prepayment incentives 

analyzed below.) 

Current federal subsidies per family also vary substantially across the income 

categories. These subsidies include Section 8 aid, which averages about $2,300 per 

year for the 47 percent of tenants receiving it, and mortgage subsidies, which average 

$907 per unit. The latter are paid to lenders on behalf of all units in Section 236 

projects. However, for about 30 percent of the units--those occupied by the highest- 

income tenants--part or all of the mortgage subsidy is recaptured by HUD because 

their rent payments exceed the basic rent. 

A Sim~lified Overview of the Pre~avment Provisions 

Under the LIHPRHA provisions, current owners of prepayment-eligible projects 



TABLE 2 CHARACTERISTICS OF A TYPICAL SECIlON 236 PROJECT 
ELIGIBLE FOR MORTGAGE PREPAYMENT, 1991 

E m a t e d  Ranne for 
Tenant's Annual 

Tenant's Total 
Tenant's Adjusted A s a  Annual 
Gross Income Percentage Annual Percentage Federal 
Relative to ofAU Income of Subsidy 
Area Median Tenants (Dollars) Dollan Income (Dollars) 

Lesrr Than 50 Percenta 
With Seaion 8 47 Less than 15,120 L#s than 4,536 30 More than 907 
Without Section 8 23 Less than 15,120 4,536 More than 30 907 

50 Percent to 15,120 to 4536 to 
59 percentb 12 18,143 5,443 30 907 to 0 

60 Percent to 18,143 to 
67 PercentC 6 20,880 5,443 30 to 26 0 

68 Percent to 20,880 to 
80 percentd 6 25,090 5,443 26 to 22 0 

Greater Than 
80 Percente 6 More than 25,090 5,443 Less than 22 0 

SOURCE: Illurtrative calculat io~ by the Congrwaional Budget Ofice b u d  on unpublirhed data from 
the Department of Houring and Urban Developmmt. 

NOTES: The following pararnoten (meruumd in dollan on an annual b u u )  were u d  in thew cdculationr: 

Average Section 256 FHA-Controlled Rent 4,656 
Average Mortgage Subridy 007 
Average Section 256 F i r  Market Rental Charge 6,443 
Average Local Section 8 Exirting-Housing Fair Market fbnt  

(Maximum rent rub r id id  by HUD in the Section 8 
uirting-houring proqrun) 6,264 

Medim National Incoma for Funily of 2.6 Persona 32,300 
Avery.  Incoma Adjustmanta 760 

FHA = Federd Housing Adminutmtion. 

a. For them tmanta, 30 percent of their adjusted incoma u l r u  than the FHA-controlled rent. Tho# 
with Soction 8 aid pay 30 percent of their djusted income; thom without it pay the higher FHA- 
controlled rant. 

b. Tenantr pay 30 percent of their adjurted income, which oqu& or uc. .ds the FHA-controlled rent but 
u I r u  than the fu r  market rental charge (FHA-controlled rant plur mortgage rubridy). 

c. Tenantr pay the fur  market rental charge, which u I r u  than or equal to 30 percent of their d jur ted  
income and I r u  than the local Section 8 axirting-houring fur  market rant. 

d. Tenantr could pay the local Section 8 uirting-houring f u r  market rent with 30 percent or lau of their 
mijurted income. 

e. Tenantr would be ineligible for Soction 8 u d  and mort other houring u d  if they applied today. 



effectively have two choices: retain their projects for low-income rental use, or sell 

them to buyers who agree to preserve that use." 

If the current owner decides to keep the project, then the rent he or she 

receives may be raised under LIHPRHA to an amount, termed& this 

memorandum--the preservation rent, that is the lesser of the following:" 

o The extension rent, which is an amount sufficient to support payments 

on the Section 236 mortgage at the subsidized rate; plus payments 

for repair loans, project reserves, and operating costs; plus an 8 

percent return on current equity, calculated as the difference 

between the value of the project as market rental housing and all 

outstanding mortgage debts;" and 

11. A third choice, to prepay the mortgage and terminate the use restrictions, can be approved by 
HUD only under very limited circumstances. 

12. The discussion on pages 20-22 is intended to convey only the basic principles of the complex 
LIHPRHA provisions, rather than all of the technical details. In partiarlar, the definitions of 
various rent concepts used here vary somewhat from the definitions used in the statute. In this 
memorandum, the term preservation rent denotes the actual rent received by the owner or buyer 
of a project under the LIHPRHA provisions. The statute, however, makes a @IC distinction 
between the tenns "aggregate preservation rentn-which is the initial assessment of aggregate 
project income that will be needed to support preservation costs, and which is compared with 
the federal cost limit to determine what courses of action are open to the owner-and "actual 
rent received" (also referred to by some as the plan of action rent"), which is determined after 
the armer's plan of adion is apprwed Thus, the actual rent could differ from the preservation 
rent (as used in the statute), although most of the cost components are identical. For example, 
to compute the preservation rent (as used in the statute), the component for payments for repair 
loans is calculated assuming a market-interest rate and a customary loan term. If, in reality, an 
owner or buyer obtained a repair loan at a below-market-interest rate or with a longer than 
customary term (for example, from a State Housing Finance Agency), the payments for repair 
loans would be lower and the adual rent would be less than the preservation rent (as used in 
the statute). 

1s. Instead of realizing increased returns wer time, the owner may choose to obtain an equity 
takeout loan. Such loans are restricted to the lesser of 70 percent of the equity or an amount 
supportable by payments equal to 8 percent of equity. 



o The fe&d cost limit, which equals the greater of 120 percent of the 

local FMR and 120 percent of the prevailing market rent for similar 

units in the neighborhood. 

If the preservation rent is constrained by the federal cost limit, the current owner 

will generally receive a rate of return on equity below 8 percent (but will also 

postpone paying taxes that would be due if the project were sold). 

Under the incentives authorized by LMPRHA, part of the increased rent 

would come from increased payments by some tenants and part from increased 

federal subsidies. The latter include increased Section 8 subsidies for tenants 

already receiving this aid plus new Section 8 subsidies for eligible but currently 

unassisted tenants." 

If the current owner decides to sell the project and a buyer is found who 

agrees to preserve the low-income use, the owner will receive the full equity in the 

project, calculated in this case as the difference between the value of the project in 

its highest and best use (not necessarily as rental housing) and the balance on the 

Section 236 mortgage. To facilitate this sale, LIHPRHA authorizes for the buyer 

the same types of incentives the owners have. In this case, however, the 

preservation rent the buyer may receive will equal the lesser of the federal cost limit 

described above and the tmnsfer rent. The latter is similar to the extension rent 

14. Preservation rents could be reduced by some other incentives authorized in the statute, including 
subsidized or insured repair loans. Such subsidies would reduce the level of Section 8 aid but 
would probably not eliminate the need for it. 



except that the allowance for the 8 percent return on current equity is replaced by 

a typically larger amount. This larger amount includes the sum needed to provide 

the buyer with an 8 percent return on the down payment made on the project, plus 

the amount the buyer needs to make mortgage payments on the additional loan 

taken out to pay the former owner. The additional loan, termed an acquisition loan, 

is equal to what the former owner receives for the project (that is, the project's value 

at its highest and best use less the balance on the outstanding Section 236 mortgage, 

which transfers to the new owner) less the down payment made by the buyer. If the 

transfer rent exceeds the federal cost limit, the buyer may receive a federal grant to 

reduce the size of the acquisition loan sufficiently so that the rent actually received 

just equals the federal cost limit. 

Note that the definition of preservation rent in these two instances excludes 

the federal mortgage subsidy on the original project loan. This exclusion implies 

that the rent level that is actually subsidized by HUD will equal the preservation 

rent plus the mortgage subsidy. This sum, referred to here as the total subsidized 

rent, could be well in excess of the federal cost limit. 

- 
If no buyer can be found, or if sufficient funds have not been appropriated 

to pay for the incentives described above, then the owner is allowed to prepay the 

mortgage and drop out of the program. If the owner exercises this option, federal 

aid (in the form of Section 8 certificates or vouchers) will be provided to income- 



eligible displaced tenants to the extent that appropriations for such aid are 

available.16 However, the owners are required to extend for three years the leases 

of current tenants with special needs, including the elderly and disabled, and of all 

current tenants in areas with low vacancy rates. 

Illustrative Im~acts  of Preservation Incentives on Tenants' Rent Payments 

Providing incentives to preserve a project's low-income use under LIHPRHA will 

decrease the rents paid by some tenants, increase them for others, and leave them 

unchanged for a third group. Under LIHPRI-IA, current tenants will generally pay 

30 percent of their adjusted income, but not more than the local FMR. Any 

difference between the preservation rent and the tenants' payments will be paid for 

by increasing Section 8 aid for tenants already receiving it and by providing new aid 

for all other tenants whose income does not exceed 80 percent of the area median. 

The bottom panel of Figure 4 (on page 17) depicts the relationship between tenants' 

incomes and project rents under the LIHPRHA provisions. 

Thus, how preservation incentives will affect tenants' rent payments depends 

on their income level and on whether or not they were previously receiving Section 

8 aid (see Table 3). Tenants who already receive Section 8 aid and those who 

already pay 30 percent of their income in rent will not be affected; those two groups 

la .  The statute directs HUD to set aside the necessary funding from appropriations earmarked for 
preservation incentives or from annual appropriations for other housing assistance programs. 
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TABLE 3. ILLUSTRATIVE W A C T  OF PRESERVATION INCENTIVES ON THE 
ANNUAL RENT PAYMENTS OF TENANTS IN A TYPICAL SECTION 
236 PROJECT 

Tenant's Average Annual Rent as a 
Rent Pavment Percentage of Income 

Tenant's Without With 
Gross Income LlHPRHA LIHPRHA Without With Change 
Relative to Incentives Incentives Change LMPRHA LIHPRHA (Percentage 
Area Median (Dollars) (Dollars) (Percent) Incentives Incentives points) 

L a  Than 50 Percenta 
With Seaion 8 2,198 2,198 0 30 30 0 
Without Seaion 8 4,536 2,198 -52 62 30 -32 

50 Percent to 59 percentb 4,990 4,990 0 30 30 0 

60 Percent to 67 PercentC 5,443 5,854 8 28 30 2 

68 Percent to 80 percentd 5,443 6We 15 24 2 7  3 

Greater Than 80 p e r m 4  5,443 6,264. 15 20 23' 3 

SOURCE: Illurtmtive calculationr by the Congremional Budget Office based on unpublirhed data from 
the Deputment of Houring and Urban Development. 

NOTE: Figura ur calculated for 1991. 

LIHPRHA = Low-Income Housing Prawnation and k i d o n t  H o m w n m h i p  Act 

a. For thou tmantr, SO poreent of their d jur ted  income u I r u  than the Federal Houring 
Adminutration'r (FHA'r) controlled mnt. Without LIHPRHA incentives, thow with Section 8 aid pay 
SO preent  of their d jur ted  income and thow without it pay the higher FHA-controlled mnt. 

b. Tenantr pay SO poreent of their d jur ted  income, which aquala or a x c d r  the FHA-controlled rant but 
ir lau than the fair market rental charge (FHA-controlled rant plus mortgage rubridy). 

c. Without LIHPRHA incentives, thou tmantr pay the fair market mntal charge, which u leu than or 
equal to SO prcent  of their adjusted income and lau than tho local Section 8 axirting-houring fair 
market mat. 

d. Tenantr could pay the local Section 8 bting-housing fair market rent with SO porcont or I a u  of their 
d jur ted  income. 

e. Reflctr rtipulation that tenant paymentr cannot axed Sction 8 dating-houring fair market mnt. 
Rent i ncmuu  would k phased in, rubjc t  to a limit of 10 porcent a year on the rate of increase. 

f. Tenantr would ba ineligible for Sction 8 aid and moot other houring aid if they applied today. 



total 59 percent of all tenants now in the affected projects. In a typical project, 

tenants who previously spent more than 30 percent of their income for rent and did 

not receive Section 8 aid will see their rent payments reduced, on average, by 52 

percent; their average rent-to-income ratios will fall from 62 percent to 30 percent. 

By contrast, the highest-income tenants in a typical project will face average rent 

increases of up to 15 percent. Tho-thirds of them will continue to pay less than 30 

percent of their income for rent, however, because of the FMR caps. These 

averages mask much higher rent increases faced by higher-income tenants in some 

projects, however. Anecdotal evidence suggests that rent payments by some of these 

tenants will increase as much as 30 to 35 percent. 

The new rents paid by tenants will generally not depend on the level of the 

preservation rent. Under the new scheme, Section 8 aid will allow tenants to pay 

30 percent of their income in rent, but typically no more than the FMR.16 Federal 

subsidies do depend on the preservation rent, however, as described in the next 

section. 

e otenti I 1 

The potential impacts of the preservation incentives on the federal budget are 

determined by the level of the preservation rent because federal subsidies would pay 

16. In some projects, with sufficientIy low preservation rents, the rent paid by some tenants could 
be less than the M R  and less than 30 percent of their income. 



the difference between that rent and the tenants' payments. This section illustrates 

a range of potential costs of the LIHPRHA provisions for a typical Section 236 

project by considering three scenarios for the level of rent received by the project's 

owner, that is, the preservation rent: 

o The first, and most expensive, scenario illustrates the cost of 

preserving a project whose preservation rent is 120 percent of the 

FMR. This amount equals the federal cost Limit for most projects 

and thus illustrates the maximum cost of the LIHPRHA provisions 

for those projects. 

o The second scenario illustrates the cost of preserving an assisted 

project whose preservation rent equals the FMR. This case is useful 

because the FMR is the maximum rent that may be subsidized with 

federal housing vouchers. 

o The third scenario illustrates the cost of preserving an assisted 

project whose preservation rent is about 85 percent of the FMR. 

This amount is shown below to be the break-even point--the point at 

which the cost of preserving an average unit equals the cost of 

providing a voucher. 

Preliminary estimates of the shares of prepayment-eligible units in various 

rent categories defined by these three preservation rent levels are shown in Figure 5. 



Figure 5. 
Distribution of Prepayment Eligible Units by Estimated Preservation 
Rent as a Percentage of the Fair Market Rent 

150 ,Thousands of Units Percentage of Units, 

Greater than 120 b " 

Preservation Rent as a Percentage of the FMR 

SOURCE: Congressional Budget Offre calculations based on estimates provided by the Department of 

Housing and Urban Development. See alsoTable A-2. 

NOTES: Reservation rent = rent received by owner. 

Excludes 26,645 units that HUD estimates will convert to home ownership. 

Estimates of the presa~t ion  rents and the corresponding distribution of units should be considered 

with great caution because of the uncertaintyregarding the actual preservation rents of these project& 

These rents cannot be determined accurately until the projects arc appraised. Thus, the actual 

distribution may differ considerably from that shown here. 

a. HUD estimates that most of these units currently have no prepayment potential because of relatively low 

alternative market rents. 

b. HUD estimates that prepayment will take place for about 7,000 of these units because their preservation rents 

exceed both 120 percent of the prevailing rents in the neighborhood and 120 percent of the local fair market 

rent. 



About 60 percent of all units in projects eligiile to prepay are estimated to have 

preservation rents exceeding 85 percent of the FMR, the level used in the third 

scenario. According to HUD's estimates, the lion's share of the remaining 40 

percent of units have no prepayment potential because the alternative market rent 

that they could command is insufficient to cover the cost the project would incur if 

the mortgage had to be refinanced at a market interest rate." 

Under each of the above three scenarios, the average federal subsidy 

received by tenants would be considerably greater than their current average subsidy. 

For projects at the federal cost limit (the first scenario), the subsidy would average 

about $5,100 per tenant--nearly three times the current subsidy of about $1,800. 

Average subsidies in the other two scenarios would be smaller--at $3,900 and $3,000 

per tenant, respectively--but would still be well above the current average. 

Scenar~o One. The first scenario assumes that the preservation rent equals the 

typical federal cost limit of 120 percent of the local FMR. This cost limit is 

estimated to average $7,517 in 1991 in areas where the prepayment-eligible stock is 

located (see Table 4). Such a rent level would represent a 66 percent increase 

relative to the basic rent currently received by the owner of a typical Section 236 

project. Raising rents to this level would have several implications. First, because 

of the mortgage subsidy, the total subsidized rent would amount to $8,424, or 134 

percent of the average FMR. Second, because the maximum tenant payments 

17. Many of these units may be financially troubled and may require additional subsidies to prevent 
owners from defaulting on their FHA-insured mortgages. Such subsidies would not be made 
available through LIHPRHA, however. 

28 



TABLE 4. ILLUSTRATIVE IMPACI' ON THE FEDERAL BUDGET OF 
PRESERVATION INCENTIVES, UNDER ALTERNATIVE 
ASSUMPTIONS ABOUT THE LEVEL OF PRESERVATION RENT 

Funds Recaptured 
Federal Subsidy for Flexible 

per Tmant Subsidy Program . . ear m ~ ~ r s t  yearb 
Tenant's Without With Without With 
Gross Income LIHPRHA LMPRHA LMPRHA LIHPRHA 
Relative to Incentiva Incentiva8 Change Incentiva Incentives 
Area Median @ O M )  @ o h )  (Percent) @ o h )  (Dollars) 

Scenario k Reservation Rent Equals 120 Pemnt  d tbe FMR 

Less Than 50 PercentC 
With Section 8 3,244 6 3 7  92 0 
Without Section 8 907 6,227 586 0 

50 Percent to 59 percentd 454 3,434 657 453 0 

60 Percent to 67 Percente 0 2.570 n.a. 907 0 

68 Percent to 80 percent! 0 5160 n.8. 907 0 

Greater Than 80 Percen$ 0 907 n.a. 907 0 

Scenario lbw Reservath Rent Equals the FMR 

Less Than 50 PercentC 
With Section 8 3,246 4,974 53 0 
Without Section 8 907 4,974 448 0 

50 Percent to 59 percentd 454 2182 381 453 0 

60 Percent to 67 Percente 0 1,318 n.8. 907 0 

68 Percent to 80 perm$ 0 907 n.a. 907 0 

Greater Than 80 perm$ 0 907 n.a. 907 0 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
(Continued) 



TABLE 4. (Continued) 

Federal Subsidy 
per Tenant 

ear 
Tenant's Without With 
Gross Income LIHPRHA LIHPRHA 
Relative to Incentives Incentivesa Change 
Area Median (Dollars) (Dollars) (Percent) 

Funds Recaptured 
for Flexiile 

Without With 
W R H A  LIHPRHA 
Incentives Incentives 

(Dollars) (DoUars) 
- 

Scenario T h m ~  Reservation Rent Equal6 85 Percent d the FMIth 

Less Than 50 PercentC 
With Section 8 3,246 4,067 25 0 
Without Seaion 8 907 4,067 348 0 

50 Percent to 59 percentd 454 1,274 181 453 0 

60 Percent to 67 Percente 0 410 n.a. 907 497 

68 Percent to 80 ~e rcen+  0 0 n.8. 907 907 

Greater Than 80 Percentg 0 0 n.8. 907 907 

SOURCE: Illurtrative cdculationr by the Congromiond Budget W ~ c e  b u d  on unpublirhed data from 
the Deputment of Houring and Urban Development. 

NOTES: Figures am cdculatad for 1991. To rimplity the analyru, all rrtimatu auume a ram percent 
vacancy rate. 

Prooarvation rent = rent received by owner; LIHPRHA = Low-Income Houring Prawnation and 
Resident Homeownenhip Act; FMR = fair market rent; n.a. = not applicable. 

Includrr ongoing and new Section 8 rubridirr and mortgage rubridirr. 
Th- fun& reprooant rent collactionr by the owner in sxceu of the FHA-controlled or prarcnation 
rent. (Soa Box 1 for a drrcription of the flexible rukidy pmqun.) 
Forth- tenantr, 30 percent of their djurted incoma u leu than the FHA-controlled rent. Without 
LlHPRHA incentivrr, t h m  with Section 8 aid pay 30 potcant of their djurted income and t h m  
without it pay the higher FHA-controlled rent. 
Tenantr pay SO porcent of their d jur tsd  incom, which equ& or sxcndr the FHA-controlled rent 
but u leu than the fair muket n n t d  chuge (FHA-contmlled n n t  plur mortgage rukidy). 
Without LIHPRHA incentivrr, t h w  tenantr pay the fur  muket rentd chuge, which ir leu than or 
q u d  to 30 porcent of their djurted inconu and 1 . u  than the locd Section 8 sxirting-houring fair 
market nnt .  
Tenantr could pay the local Soction 8 sxirting-houring fair muket rent with SO porcent or leu of 
their djurted income. 
Tenantr would ba ineligible for Saction 8 aid and mort other houring aid if they applied today. 
Thb rent level u mughly equivdmt to the FMR minur the mortgage rukidy. 



(equaling the FMR) do not even cover the preservation rent, much less any of the 

mortgage subsidy, full mortgage subsidies would now benefit all tenants, including 

those with income above 80 percent of the area median. Therefore, no funds would 

be recouped for the flexiile subsidy program. Third, all income-eligible tenants 

would receive Section 8 aid to cover the difference between the preservation rent 

and 30 percent of their income.18 Fourth, total subsidies would almost double for 

tenants already receiving Section 8 aid and would increase more than sevenfold for 

some other tenants. 

Scenario TWQ. The second scenario assumes that the preservation rent equals the 

FMR, a 38 percent increase relative to the current basic rent (see Table 4). In this 

case, the total subsidized rent would be 114 percent of the FMR. Again, no funds 

would be recouped for flexible subsidies because the maximum tenant payment 

covers the preservation rent but none of the mortgage subsidy. However, new 

Section 8 aid would not be provided to income-eligible tenants whose income is 

above 67 percent of the area median because 30 percent of their income exceeds the 

preservation rent. Finally, total subsidies would increase more than 50 percent for 

tenants already receiving Section 8 aid and more than five times for some others. 

Scenario Three. The third scenario assumes that the preservation rent equals the 

FMR minus the mortgage subsidy. This rent level is about 85 percent of the FMR 

18. For tenants whose income exceeds 80 percent of the area median, LIHPRHA does not allow 
HUD to cover the shortfall between the preservation rent and their rent payments, which are 
limited by the local FMR. In practice, however, this shortfall would probably be added to the 
subsidies pravided on behalf of incom~eligiile tenants, effectively increasing the W i o n  & 
subsidized rent somewhat above the per-unit preservation rent. (This possibility is not reflected 
in Table 4, but is illustrated in Appendix A, Table A-3.) 



and would be 18 percent higher than the current basic rent (see Table 4). The total 

subsidized rent would equal the FMR under this scenario. Rent payments by 18 

percent of the tenants--those with the highest income--would exceed the preservation 

rent, thus enabling the federal government to recapture part or all of their mortgage 

subsidies for the flexible subsidy program. Moreover, Section 8 aid would not be 

needed for this group of tenants. Yet even this relatively modest level of 

preservation rent would generate an average increase of 25 percent in total subsidies 

for tenants already receiving Section 8 aid and an increase of more than 300 percent 

for some others.lQ 

TIVE COSTS OF PRESERVATION INCENTIVES AND VOUCHERS 

By establishing relatively high limits for allowable preservation rents and by 

authorizing grants to reduce preservation rents to these cost limits when the most 

valuable properties are sold, the Congress has indicated its intent that all properties 

eligible for prepayment be preserved as assisted housing. This section compares the 

potential five-year cost of preserving certain projects with that of allowing 

prepayment to take place and providing vouchers to displaced residents. 

19. Table A-3 presents a summary of the components of the total subsidized rent under the three 
scenarios. It shows where the rental payments come from (the tenants, Section 8 subsidies, and 
Seaion 236 subsidies) and who ultimately receives them (the owner, the bank, and the Flexible 
Subsidy Fund). 



The costs of preservation and vouchers can be compared in terms of budget 

authority or outlays. As shown below, however, although outlays provide a fairly 

accurate measure of the total cost of each of these forms of housing aid, budget 

authority does not." In particular, the amount of budget authority needed to 

implement the prepayment incentives refers only to the amount of additional budget 

authority that the Congress would have to appropriate to preserve the project for 

low-income housing. These new appropriations would be needed both to provide 

new Section 8 aid for tenants not now receiving it and to increase that aid for 

current recipients. New appropriations would not be needed, however, to continue 

the existing Section 236 mortgage subsidy or to continue the existing level of Section 

8 aid to current recipients; appropriations were made for these purposes some time 

ago.21 Thus budget authority does not reflect the total costs of preservation 

incentives. At the same time, however, current procedures for calculating budget 

authority for new Section 8 aid are shown below to substantially overestimate the 

amount needed to cover outlays for five years, particularly for higher-income tenants 

(see also Appendix B). 

In contrast, the amount of budget authority needed to provide vouchers to 

replace assisted units lost when a mortgage was prepaid refers to the gross amount 

of new budget authority that the Congress would have to appropriate to provide that 

Do. For projects in the Section 22l(d)(3) Below Market Interest Rate program, current outlays do 
not reflect the total adual costs because the mortgage subsidies were incurred when the project 
was developed. 

D l .  Budget authority to renew (at the old rent levels) Section 8 aid for current recipients that expires 
during the fweyear period is also not counted as part of the additional budget authority needed 
for prepayment incentives because it would be accounted for in a different part of the housing 
budget. 



form of aid for five years. In particular, it does not account for the fact that 

previously appropriated budget authority for mortgage subsidies and ongoing Section 

8 aid, which no longer would be needed and would be recaptured, could, at the 

discretion of the Congress, be used to reduce the amount of new budget authority 

required for the vouchers." 

Thus, new budget authority is a misleading measure of total federal resources 

needed to cany out either option and is an inappropriate basis for comparing the 

cost of preservation with that of vouchers. Even so, because the Budget 

Enforcement Act limits both outlays and budget authority, either measure can 

dictate a constraint on allowable federal spending. This memorandum therefore 

presents the costs of prepayment incentives and vouchers in terms of both budget 

authority and outlays. 

A Com~arison of New Budpet Authoritv and Outlavs Der Unit 

Comparing preservation incentives and vouchers is further complicated because a 

different group of families would probably be assisted if a project were preserved 

than if it dropped out of the program and vouchers were issued to replace lost 

assistance commitments. For example, if a project with 100 units and the tenant 

21. Accounting for future savings in budget authority from not having to renew expiring Section 8 
aid for current recipients after a project's mortgage had been prepaid would further reduce the 
amount of new budget authority actually required for vouchers. 



profile shown in Table 2 were preserved, current tenants in 88 to 100 of these units 

would receive federal subsidies, depending on the level of preservation rent. 

If the project were lost, however, the intent of the statute appears to be that 

vouchers would be issued to replace all units currently occupied by tenants with 

income not exceeding 80 percent of the area median--that is, only those occupied by 

tenants who would be eligible for housing aid if they applied today. For a 100-unit 

project with the tenant profile shown in Table 2, for example, new budget authority 

would be provided to replace assistance for only 94 units. Even so, however, tenants 

in six of these 94 units--those with income between 68 percent and 80 percent of the 

area median--would not be helped by the vouchers because 30 percent of their 

income equals or exceeds the FMR, which is the upper limit on rents subsidized with 

vouchers. Thus, current tenants of only 88 units would actually receive vouchers, 

and tenants in the remaining 12 units--those with relatively high income--would lose 

any aid they might have received if the project had been preserved. This analysis 

assumes that the budget authority that remained after assisting the 88 current 

tenants would be used to provide vouchers to currently unassisted families whose 

income does not exceed 50 percent of the area median--the target group for housing 

aid. (See Appendix B for a further discussion of this assumption and others that 

were made for this analysis.) 

Budeet Authority. Whether preservation incentives cost more or less than a voucher 

in terms of budget authority depends on whether the tenant in question already 

receives Section 8 aid and on the level of the preservation rent of the unit that 



would be preserved. For current recipients of Section 8 aid, preservation incentives 

would cost less in new budget authority over a five-year period than would vouchers 

for five years under all three rent scenarios considered in this analysis (see Table 5). 

In 1991, the five-year budget authority for preservation incentives for tenants already 

receiving Section 8 aid would have ranged from $17,200 per unit in the first scenario 

to $4,700 per unit in the third scenario, compared with $26,500 for a voucher for five 

years in all three scenarios. 

For tenants who are not currently receiving Section 8 aid but are eligible to 

do so, the relative amounts of budget authority needed for preservation incentives 

and for vouchers depend on the level of the preservation rent and the tenants' 

income level. For tenants with income above 50 percent of the area median, 

vouchers would be cheaper than preservation incentives for all tenants under the 

first and second scenarios; under the third scenario, they would be cheaper for all 

tenants except those with income between 60 percent and 67 percent of the area 

median. These tenants would require no budget authority at all under the 

preservation incentives because 30 percent of their adjusted income exceeds the 

preservation rent. For residents with income below 50 percent of the area median, 

budget authority for preservation incentives would exceed that for vouchers under 

the first two scenarios and would be slightly less under the third. 

Outlavs. In terms of outlays, vouchers are cheaper than preservation incentives for 

families in all income categories under the first two scenarios considered here 



TABLE 5. ILLUSTRATIVE COMPARISON OF NEW BUDGET AUTHORITY PER 
UNIT FOR PRESERVATION INCENTIVES AND VOUCHERS FOR 
FlVE YEARS, UNDER ALTERNATIVE ASSUMPTIONS ABOUT THE 
LEVEL OF PRESERVATION RENT (In dollars) 

Gross Income 
Relative to 
Area Median 

Budnet A- Der Unit for Five Years 
Preservation 
Incentivesa vouchersb 

Scenario One: Preservation Rent Equals 120 Percent of the FMR 

Current Tenants 
Less than 50 percentC 

With Section 8 
Without Sedion 8 

50 percent to 59 percentd 35,700 12,500 

60 percent to 67 percente 35,700 7,900 

68 percent to 80 percentf 35,700 0 

Greater than 80 percentg 0 0 

Newly Assisted Families 
(Up to 50 Percent) 

Scenario -0: Preservation Rent Equals the FMR 

Current Tenants 
Less Than 50 percentC 

With Section 8 
Without Section 8 

50 percent to 59 percentd ~ , 8 0 0  1W 

60 percent to 67 percente 29,800 7,900 

68 percent to 80 percenCf 0 0 

Greater than 80 percent8 0 0 

Newly Assisted Families 
(Up to 50 Percent) 

(Continued) 



TABLE 5. (Continued) 

Gross Income 
Relative to 
Area Median 

BuQOet AutllQfia uer Unit for Five Years 
Preservation 
Incentivesa vouchersb 

Current Tenants 
Less than 50 percentC 

With Section 8 
Without Section 8 

XI percent to 59 percentd =,400 1SW 

60 percent to 67 percente 0 7,900 

68 percent to 80 percentf 0 0 

Greater than 80 percentg 0 0 

Newly Assisted Families 
(Up to 50 Percent) 

SOURCE: Illustrative calculations by the Congressional Budget Office based on unpublished data from 
the Department of Housing and Urban Development. 

NOTES: Figures are calculated for incentives and vouchers provided in 1W1. To simplify the analysis, 
all estimates assume a zero percent vacanq rate. 

See Appendix B for procedures used to calculate budget authority and other technical 
assumptions. 

Preservation rent = rent received by owner, LIHF'RHA = Law-Income Housing Preservation 
and Resident Homeownership Act; FMR = fair market rent; n.a. = not applicable. 

a. Excludes administrative costs incurred by HUD. 
b. Includes administrative costs incurred by public housing agencies. Average budget authority per 

voucher is calculated for families with income equal to 25 percent of the area median. 
c. For these tenants, 30 percent of their adjusted inwme is less than the Federal Housing 

Administration's (FHA's) controlled rent. Without LIHPRHA incentives, those with Section 8 aid 
pay 30 percent of their adjusted inwme and those without it pay the higher FHA-controlled rent. 

d. Tenants pay 30 percent of their adjusted income, which equals or exceeds the FHA-controlled rent 
but is less than the fair market rental charge (FHA-controlled rent plus mortgage subsidy). 

e. Without LIHPRHA incentives, these tenants pay the fair market rental charge, which is less than or 
equal to 30 percent of their adjusted income and less than the local Section 8 existing-housing fair 
market rent. 

f. Tenants could pay the local Section 8 existing-housing fair market rent with 30 percent or less of 
their adjusted income. 

g. Tenants would be ineligiile for Seaion 8 aid and most other housing aid if they applied today. 
h. This rent level is roughly equivalent to the FMR minus the mortgage subsidy. 



(see Table 6). Note, however, that for families who would receive new Section 8 aid, 

these differences in outlays are generally smaller than the differences in budget 

authority shown in Table 5. This outcome reflects the overestimate of budget 

authority needed to cover outlays for new Section 8 aid. Only when preservation 

rents equal about 85 percent of the FMR--the third scenario--do preservation 

incentives have a cost advantage.= 

As discussed above, if the project is not preserved for low-income housing, 

the 12 tenants with income exceeding 68 percent of the area median would not be 

helped by vouchers because 30 percent of their income equals or exceeds the upper 

limit on rents subsidized by vouchers. If the project is preserved, however, these 

tenants also would not receive any federal subsidy in the third scenario but would 

receive some subsidy in the other two. In particular, they would receive mortgage 

subsidies but no Section 8 aid in the second scenario, and six of them would receive 

both Section 8 aid and mortgage subsidies in the first scenario. 

Comp . . arine the Budeetarv Im~hcatlons of Preserving 

a Tvpical Section 7.36 Proiect and I s s u b  V o u c h e ~  

By combining the above results on per-unit costs with the distribution of tenants in 

a typical Section 236 project shown in Table 2, the total cost of preserving a typical 

23. Even then, much of the difference for most tenants results from the inclusion of the public 
housing agencies' administrative fees in the cost of vouchers. Without that component, the 
outlays associated with both approaches would not differ much. 



TABLE 6. ILLUSTRATIVE COMPARISON O F  OUTLAYS PER UNIT FOR 
PRESERVATION INCENTIVES AND VOUCHERS FOR FIVE YEARS, 
UNDER ALTERNATIVE ASSUMPTIONS ABOUT THE LEVEL OF 
PRESERVATION RENT (In dollars) 

Gross 
Income 
Relative 
to Area 
Median 

O u w  wr Unit for Five Years 
Preservation Incentives8 

From New From Old 
Budeet Bl"Jm 

Authority Authority Total vouchersb 

Scenario One: PRacmtloa Rent Equalr 120 Percent d the FMR 

Current Tenants 
Less than 50 percentC 

With Section 8 17,243) 19,000 %m 26,500 
Without Section 8 31,700 4,500 3690 26,500 

SO percent to 59 percentd 16,600 4,500 21,243) 12,500 

60 Percent to 67 percent' 12,000 4,500 16,500 7,900 

68 Percent to 80 perenti 6,400 4,500 10,900 0 

Greater than 80 percentg 0 4,500 4,500 0 

Newly Assisted Families 
(Up to 50 Percent) n.a. n.a. n.a. 26,500 

Scenario lbw PRacrvatioo Rent Equolr tbe FMR 

Current Tenants 
Less Than 50 percentC 

With Seaion 8 10,000 19,000 29,000 26,500 
Without Seaion 8 24,400 4500 28,900 26,500 

50 percent to 59 percentd 9,400 4500 13,900 l&m 

60 percent to 67 percent' 4,700 4,500 9 9 0  7,900 

68 percent to 80 percenti o 4,500 4500 o 

Greater than 80 permtg 0 4500 4so0 0 

Newly Assisted Families 
(Up to 50 Percent) n.a. n.a. n.a 26,500 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - * - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  

(Continued) 



TABLE 6. (Continued) 

Gross 
Income 
Relative 
to Area 
Median 

Outlavs wr Unit for Five Years 
Preservation Incentivesa 

From New From Old 
Budget Budget 

Authority Authority Total vouchersb 

Scenario 'Ibree Rwemtbll Rent Equolr 85 PC-t of the FMRh 

Current Tenants 
Less than 50 percentC 

With Section 8 4,700 19,000 23,700 26,500 
Without Section 8 1 9 3 0  4500 23,700 ~ , 5 0 0  

50 percent to 59 percentd 4,100 4,500 8,700 12,500 

60 percent to 67 percente 0 2,100 2,100 7,900 

68 percent to 80 percen4 0 0 0 0 

Greater than 80 percentg 0 0 0 0 

Newfy Assisted Families 
(Up to 50 Percent) n.a. n.a. n.a. 26,500 

SOURCE: Illurtrative calcul.tiona by the Congramional Budget Office baaed on unpublirhed data from 
the Department of Howing and Urban Development. 

NOTES: Fipunr are calculated for incentivr and voucherr l int  provided in 1981. To rimplify the 
analyrir, all u t i m a t r  curume a mro percent vacancy rate. lbt imata for outlayr auume annual 
rant djurtmentr of 6 percent and annual incraurr in d jur ted  income of 2.5 percent. 

Sea Appendix B for procedunr urrd to calculate outlayr and other technical auumptionr. 

Praenation rant = rant received by owner; LIHPRHA = Low-Income Houring Pranrvation 
and Ebrident Homeownemhip Act; FMR = fair muket rmt;  n.8. = not applicable. 

Excludr dminutratlve cortr i n c u r d  by HUD. 
Includu dminttrative c a t r  incumd by public houring ngencia. 
For thou tmantr, 30 percent of their d j w t e d  income u I s u  than the Federal Houring 
Adminutration'r (FHA'r) controlled rant. Without LIHPRHA incentiva, t h m  with Section 8 aid 
pay 30 percent of their d jur ted  income and t h o ~  without it pay the higher FHA-controlled ront. 
Tenantr pay 30 percent of their djurtod income, which e q u h  or ucsrdr the FHA-controlled rant 
but u I s u  than the fair muket rontal chuge (FHA-controlled rant plur mortgnge rukidy). 
Without LIHPRHA lncentiva, thna  tenant8 pay the fair muket nntal chuge, which u leu than or 
oqual to 30 percent of their d j w t e d  incomr and 1.u than the local Section 8 existing-houring fair 
muket m t .  
Tenantr could pay the local Section 8 dating-houring fair muket rant with 30 percent or leu  of their 
d jur ted  incomr. 
Tenantn would be ineligible for Section 8 aid and moat other houring aid if they applied today. 
Thu rant level in roughly equivalent to the PMR minur the mortgnge rukidy. 



project can be compared with that of allowing prepayment and providing vouchers 

to replace certain lost assistance commitments. 

t Authority. Preserving a typical project with 100 units for five years would 

require $1.1 million to $2.5 million in new budget authority under the three rent 

scenarios (see Table 7). This budget authority would provide new or increased 

assistance to 94 tenants in the first scenario, 88 in the second scenario, and 82 in the 

third scenario. 

Issuing vouchers to replace lost commitments for the 94 units occupied by 

tenants with income not exceeding 80 percent of the area median would require $2.5 

million in budget authority in all three scenarios. This figure assumes that the 

average budget authority per unit is $26,500--the amount provided for the typical 

voucher recipient (see Appendix B). About $0.4 million of the $2.5 million in budget 

authority would not be spent on current tenants, however, because some of them 

have relatively high income. Under existing voucher regulations, this remaining 

budget authority could be used to fund about 16 additional vouchers for currently 

unassisted families. Thus, the budget authority for vouchers would be sufficient to 

assist a total of 104 families: the 88 current tenants with income below 68 percent 

of the area median, and 16 newly assisted families with income not exceeding 50 

percent of the area median." 

4 .  The $2.5 million in budget authority for vouchers could be offset by up to S1.8 million in budget 
authority that would be recaptured from the remaining #)years of unused Section 236 mortgage 
subsidies plus an additional amount from Section 8 aid that would no longer be used. 

42 



TABLE 7. ILLUSTRATIVE IMPLICATIONS OF PRESERVING A TYPICAL 
SECI'ION 236 PROJECT OR ISSUING VOUCHERS 

New Budget Authority Out lqs  Number of 
(Millions of dollan) (Millions of dollars) Assisted Tenants 

Scenario Olw: Pre!aemk Rent Equal6 1U) Percent d the FMR 

Preservation Incentivesa 25 3.0 100 

vouchersb 
Current tenants 2.1 
Newly assisted families !kt 

Total 2.5 

Scenario lko: Reaenotion Rent Equals the FMR 

Preservation Incentivesa 1.7 23 100 

vouchersb 
Current residents 2.1 
Newly assisted families - 0.4 

Total 2.5 

Scenario Tbrw ~ o t i o n  Rents Equals 85 Percent d the FMRC 

Preservation Incentivesa 1.1 1.8 88 

vouchersb 
Current tenants 2.1 
Newly assisted fafnilies - 0.4 

Total 2.5 

SOURCE: Illurtrative cdculationr by the Congmwiond Budget Office baaed on unpublirhed data from 
the Deputment of Houring and Urban Development. 

NOTES: Preservation rent = rent received by owner. 

Figura are cdculated for incantivu and voucherr firrt provided in 1881. To rimplify the 
urdyru,  d l  ut imatw w u m e  a n r o  percent vacancy mte. Entimatea for outlayr assume 
annud rent adjmtmentr of 6 percent and annud incremm in adjmtecl income of 2.5 percent. 

the Appendix B for p rocdun r  rurd to  cdculate budget authority and outlay8 and for other 
tuhnicd  assumptiom. 

a. Excludu adminirtmtive cork incurred by HUD. To td  cork for a project with 100 unitr are 
cdculated by weighting the per-unit cortr in each income categoy (rhown in Tablu  6 and 6) by the 
percentage of unitr in that income category (rhown in Table 2). 

b. Includw adminutrative cortr incumd by public homing agenciu. Averaqe budget authority per 
voucher ia cdculated for the typicd vouchu mipient whou income e q u h  35 percent of the area 
median. To td  budget authority u cdculated by multiplying the average budget authority by 94, the 
number of unitr currently occupied by tanank whou income d o u  not u c d  80 percent of the area 
median (u rpuifled by tha rtatute). B u a u u  of the relatively high income of mom current tmantr,  
thir to td  budget authority can w n e  the 88 tenantr with income below 68 percent of the area median 
plur 16 new funiliu with income below 60 percent of the area median. 

c. Thu  rent level u roughly equivalent to the f u r  market rent (FMR) minm the mortgage rubridy. 



As discussed earlier, although these estimates of new budget authority are 

relevant for appropriation decisions and although they would help determine 

whether the discretionary budget authority caps in the BEA were met, they do not 

represent the true costs of these alternatives. In particular, preservation incentives 

for a typical project appear to be relatively cheap (despite the overestimate of 

budget authority for new Section 8 aid) because, for almost one-half of the units, 

only part of the costs would be reflected as new budget authority for these 

incentives." 

Outlavs. The estimated total outlays for preserving a project with 100 units for five 

years range from $1.8 million to $3.0 million under the three scenarios (see Table 

7). About $1.1 million of these totals would flow from existing budget authority for 

mortgage subsidies and ongoing Section 8 aid, and between $0.7 million and $1.8 

million from budget authority newly appropriated for preservation incentives. If 

preservation incentives were not provided and the project's mortgage was prepaid, 

estimated outlays over five years would be $2.1 million for the 88 vouchers used by 

current tenants and $0.4 million for the 16 newly assisted families, for a total of $2.5 

million in all three scenarios. 

Viewed another way, if projects with relatively high preservation rents were 

not preserved and outlays that would have been incurred for their preservation were 

26. Part of the remaining costs consists of budget authority to renew (at the former rent level) 
Section 8 aid that expires wer the fweyear period. Under current budgetary accounting 
procedures, that budget authority would appear elsewhere in the budget as an appropriation to 
renew expiring Seaion 8 aid. 



redirected to vouchers, the total number of very-low-income families receiving 

assistance could be increased. For example, the $3 million in outlays for preserving 

a project with a preservation rent at 120 percent of the FMR could pay the $2.1 

million for 88 vouchers for those tenants who would benefit from them, and the 

remaining $0.9 million could pay for an additional 35 vouchers to unassisted, very- 

low-income families. Similarly, the $2.3 million in outlays for preserving a project 

with a preservation rent at 100 percent of the FMR could pay for those same 88 

tenants plus an additional nine unassisted, very-low-income families. Thus, instead 

of subsidizing the 12 tenants with the highest income under the preservation 

incentives, nine to 35 unassisted families with very low income could be served. 

POLICY ALTERNATIVES 

Given the sensitivity of the cost of prepayment incentives to the level of the 

preservation rent, two broad approaches could be considered. The incentives could 

be fully funded, as specified in current law; or incentives could be funded only for 

projects with relatively low preservation rents, with vouchers replacing certain lost 

units. The saving in federal outlays that would result from the second approach 

could be used to aid additional very-low-income families or for other purposes. 

The possible costs of these approaches are difficult to estimate, however, 

mostly because of a lack of reliable data on the likely levels of preservation rents in 

the affected projects and the difficulty of predicting the ultimate outcome for specific 



projects. Although HUD has developed rough estimates of the new budget authority 

that would be required for two specific approaches (see Appendix C), estimates are 

not now available for the more meaningful outlay totals. Nonetheless, the remainder 

of this memorandum assesses the qualitative impacts of the alternatives facing the 

Congress. 

b t tem~t  to Pr eserve AU Un its. amvisioned in LJHPRM 

Fully funding the prepayment provisions would fulfii the intent of Congress as 

expressed in LIHPRHA. Dwellings built with federal subsidies to serve low-income 

families would be preserved for that purpose to the fullest extent possible. 

Preventing the loss of this housing resource could be especially important because 

recent reductions in federal housing assistance and changes in tax benefits passed 

in the Tax Reform Act of 1986 have slowed construction of additional low-rent 

housing. Fully funding the prepayment provisions would also minimize the 

involuntary displacement of current tenants, some of whom might have difficulty 

using their vouchers, particularly if they lived in areas with low vacancy rates in the 

types of dwellings that they need. 

Fully funding the prepayment provisions would not target scarce resources 

solely toward those most in need of aid, however. Many families who would benefit 

from LIHPRHA subsidies, which could be quite large in the more expensive 

projects, have a higher income than do many very-low-income families who do not 



receive housing aid. Also, in projects with relatively high preservation rents, tenants 

ineligible for housing aid if they applied today would nevertheless benefit from 

relatively low rents because of the mortgage subsidies and the FMR caps on their 

rent payments. These relatively low rents would enable them to pay a lower share 

of income for rent than do many families with similar income living in comparable 

unassisted housing and many families with lower income who receive housing 

assistance. 

Fund Preservation Incentives Onlv for Less Ex~ensive Proiects 

Alternatively, substantial savings in outlays could be achieved by allowing owners of 

projects with relatively high preservation rents to prepay their mortgage and by 

providing vouchers to replace lost assistance commitments. These savings could be 

used to provide vouchers to additional unassisted families with very low income or 

for other purposes. 

One way to limit preservation incentives would be to reduce the federal cost 

limit to 100 percent of the FMR and to allow owners of units with higher 

preservation rents either to leave the program or to stay and receive only the lower 

rent. Alternatively, to account for the mortgage subsidy that benefits most of the 

affected projects, the federal cost limit could serve to restrict not the preservation 

rent (as it does under the current statute) but the total subsidized rent--that is, the 

preservation rent plus the mortgage subsidy. If the cost limit were simultaneously 



reduced to the FMR, such a policy would imply for Section 236 projects that 

preservation rents generally could not exceed 85 percent of the FMR. It would also 

mean that few projects would be likely to receive any preservation incentives; most 

affected projects with rents below that level would have no prepayment potential 

because of relatively low alternative market rents. 

As discussed above, the savings in outlays from these approaches would not 

necessarily be reflected in corresponding savings in new budget authority. For 

example, as implied by Table 7, preserving projects with rents at or somewhat above 

100 percent of the FMR would require less new budget authority--but would 

generate higher outlays--than issuing vouchers for the 88 current tenants of the 

projects. Thus, in any given year, carrying out such an option might actually increase 

total new budget authority requirements if a large share of the units have 

preservation rents in this range. Although the budget authority recaptured from 

unused mortgage subsidies and Section 8 aid could be used to help offset budget 

authority needed to provide vouchers, substantial amounts of net new budget 

authority could still be associated with such an approach. 

Limiting the use of prepayment incentives and expanding the use of vouchers 

would reduce the unequal treatment of households in similar economic 

circumstances by increasing the number of assisted families and thus expanding 

somewhat the share of eligible families receiving aid. It would also reduce or 

eliminate the differential treatment between current voucher recipients and tenants 

in these projects. Voucher recipients who wish to live in units with rents exceeding 



the FMR (which probably have greater amenities or are in a better location than 

those with lower rents) must pay that difference out of pocket, in addition to paying 

30 percent of their income for rent. Under these alternatives, current tenants in 

projects allowed to leave the program could choose to use their voucher to stay 

there. Like any voucher recipient, however, they would then also have to absorb any 

difference between the unit's new rent and the FMR rather than have the 

government pay it, as would occur under the preservation incentives. Finally, 

limiting the use of prepayment incentives would improve the targeting of scarce 

resources by eliminating the need to provide subsidies to some current tenants who 

can afford to pay the FMR but not the high preservation rent. 

A decision not to fund the preservation of a project solely because doing so 

costs more than vouchers would not, however, account for potential problems faced 

by current tenants, such as low local vacancy rates in affordable housing or the 

noneconomic costs incurred by families who are involuntarily displaced. Some 

projects with preservation rents that are high relative to the local FMRs may be in 

areas with low vacancy rates in standard units of the same size renting at or below 

the FMR. In those cases, families (with or without vouchers) displaced from these 

projects might have trouble fmding alternative housing unless they paid more than 

30 percent of their income for rent. For three years after the mortgage has been 

prepaid, however, LIHPRHA does protect current tenants in low-vacancy areas and 

all tenants with special needs from being displaced. 



APPENDIX A 

S U P P W N T A R Y  TAB= 

This appendix presents tables containing the data used in constructing the figures 

that appear in the text of the memorandum. 

TABLE A-1. TRENDS IN HOUSING AID ADMINISTERED BY HUD, 1977-1992 

Budget Authority 
Millions of 1992 dollars) 

Number of 
Assisted Outlays Amendments 

Fiscal Families (Millions of Other and 
Year (Thousands) 1992 dollars) Total Incremental Nonincremental Renewals 

SOURCE: Congmmional Budget Omca tabulationr of budgat documantr of the Deputmant of Houring 
and Urban Davalopmant, vuiow y a w .  

NOTE: HUD = Daputmant of Howing and Urban Davelopnunt. 

a. Tha bulge in outlay8 in 1986 rau1t.d tmm a change in the mathod of financing public houring, which 
ganaratod nawly $14 billion in onr-tima upanditurn. B u a w  of thoaa upanditurn, outlayr for 
public howing rinca that tinu hava boan roughly $1.4 billion (in nominal dollam) less each yaw than 
they would have boan otharwh. 

b. Figura for 1882 am artimatod. 



TABLE Ad. DISTRIBUTION OF PREPAYMENT-ELIGIBLE UNITS BY 
ESTIMATED PRESERVATION RENT AS A PERCENTAGE O F  
FAIR MARKET RENT 

Preservation Rent 
as a Percentage of 
Section 8 FMR 

Number 
of 
Units 

units 
as a 

Percentage 
of Total 

Less than 85 percenta 136,258 41 

85 Percent to 100 Percent 111,440 34 

101 Percent to 120 Percent 56,643 17 

Greater than 120 Percent 
Within federal cost limitb 
Above federal cost limitC 

Subtotal 

Total 330,191 100 

SOURCE: Congressional Budget Ofiice calculations based on estimates provided by the Department 
of Housing and Urban Development. 

NOTES: Prese~ation rent = rent received by owner, 

The table excludes 26,645 units estimated by HUD to convert to home ownership. 

These estimates should be considered with great caution because of the uncertainty regarding 
the actual prese~ation rents of these projects. These rents cannot be determined accurately 
until the projects are appraised. Thus, the actual distribution may differ considerably from that 
shown here. 

a. HUD estimates that most of these units currently have no prepayment potential because alternative 
marLa rents are relatively low. 

b. The effective federal cost limit for these units is 12) percent of the prevailing rents in the 
neighborhood rather than la0 percent of the local Seuion 8 existing-housing fair maket rent. 

c. HUD estimates that prepayment will take place for these units because their prese~ation rents exceed 
both 12) percent of the prevailing rents in the neighborhood and la0 percent of the local Seaion 8 
existing-housing fair market rent. 



TABLE A-3. SOURCES AND RECIPIENTS OF ANNUAL RENT PAYMENTS IN A 
TYPICAL SECIlON 236 PROJEm AFIER IMPLEMENTATION OF 
PRESERVATION INCENTIVES 

Recipients of Annual 
Sources of Annual Rent P a m a  Rent Pavments 

Total Tenant Federal Subsidy Fleoile 
Subsidized Rent Section Seaion Projeu Mortgage Subsidy 

Renta Paymenta 8 236 Owners Lenders Fund 

Scenario OIK: PmefmfIM Rent Equok W Prraat  d tbe FMRa 

Less Than SO Percent 
With Section 8 8,504 2,198 5,399 907 7,597 907 0 
Without Section 8 8,504 2,198 5,399 907 7,597 907 0 

50 Percent to 59 Percent 8,504 4,990 2,607 907 7,597 907 0 
60 Percent to 67 Percent 8,504 5,854 1,743 907 7,597 907 0 
68 Percent to 80 Percent 8,504 6,264 1,333 907 7,597 907 0 
Greater Than 80 Percent 7,171 6,264 0 907 6,264 907 0 

Per-unit average 8,424 3,240 4,27 907 7,517 907 0 

Scenario 'I'm Preservation Rent Equals the FMR 

Less Than SO Percent 
With Section 8 7,171 2,198 4,066 907 6,264 907 0 
Without Section 8 7,171 2,198 4,066 907 6,264 907 0 

50 Percent to 59 Percent 7,171 4,990 1,274 907 6,264 907 0 
60 Percent to 67 Percent 7,171 5,854 410 907 6,264 907 0 
68 Percent to 80 Percent 7,171 6,264 0 907 6,264 907 0 
Greater Than 80 Percent 7,171 6,264 0 907 6,264 907 0 

Per-unit average 7,171 3,240 3,024 907 6,264 907 0 

Scenario ~brce: b n o t i o l r  ~ e n t  QUIS 85 Perant ot the F M R ~  

Less Than 50 Percent 
With Section 8 6,264 2,198 3,159 907 5,357 907 0 
Without Section 8 6,264 2,198 3,159 907 5,357 907 0 

50 Percent to 59 Percent 6,264 4,990 367 907 5,357 907 0 
60 Percent to 67 Percent 6,264 5,854 0 907 5,357 907 497 
68 Percent to 80 Percent 6,264 6,264 0 907 5,357 907 907 
Greater Than 80 Percent 6,264 6,264 0 907 5,357 907 907 

Per-unit average 

SOURCE: Illustrative calculatiotu by the Congruaiond Budget Omce b w d  on unpublbhed data from 
the Deputmant of Housing and Urban Development. 

NOTE: P m u n a t i o n  mnt = mnt received by ownu. 

a. Section 8 aubid iu  ahown in t h i  w n u i o  ur lomewhat higher than t h w  nhown in tab1.r in the t a t .  
T h b  i n c r e w  illustratw likely adjustmentr made by the government to prevent rhortfallr in rental 
incoma received by project ownm. Without t h u  adjustmant in Section 8, the owner would receive Ieaa 
than the pruenat ion mnt b u a w  mntr received from tenants in the highut income group am capped 
by the fair muket  mnt (FMR) and bacaurr progrun rulu do not allow direct Section 8 aid to  k paid 
on b h d f  of theme tenantm. 

b. Thii mnt level u roughly equivalent to  the FMR minus the mortgage rubridy. 



APPENDIX B 

CHNICAL ISSUES IN COMPARING THE COSTS 

OF P REPAYMENT PROVISIONS AND VOUCHERS 

During the course of the analysis presented in this memorandum, a number of 

technical issues arose that also need to be resolved when estimating the annual costs 

of the prepayment provisions for budgetary purposes. Most of these issues were 

resolved in ways consistent with the methodology implicit in HUD's cost estimates 

of LIHPRHA. 

First, how should budget authority for project-based Section 8 aid be 

calculated? Under standard procedures used by HUD and the Congressional 

Budget Office (CBO), budget authority for all types of new Section 8 aid is 

calculated by multiplying 95 percent of the fust year's full rent by the term of the 

aid, currently five years. Implicit in this standard procedure is the assumption that 

inflation in rents--and thus subsidies--over the term of the contract is covered by 

annual reserves created from tenants' contributions toward rent. For Section 8 aid 

tied to these Section 236 projects, however, this procedure tends to overestimate 

budget authority relative to projected five-year expenditures because the income of 

a sizable proportion of tenants in Section 236 projects is higher than that of the 

average Section 8 recipient. Thus, the current procedure may need to be changed 

to reflect more accurately the projected five-year expenditures. This analysis, 

however, used standard budgetary procedures for estimating five-year budget 

authority for Section 8 aid. 



By contrast, the calculation of the subsidy component of budget authority for 

vouchers is mandated by statute. It is derived by multiplying 115 percent of the fmt  

year's estimated subsidy (the difference between the FMR and 30 percent of a 

tenant's income) by five (the term of the assistance). The 115 percent factor is an 

allowance for inflation. To this amount is added budget authority for administrative 

fees, which consist of estimated annual fees for five years, at 8.2 percent of the FMR 

for a two-bedroom unit, plus a one-time fixed fee of up to $275. 

Second, if a given project's mortgage was prepaid, how many vouchers would 

be issued? Would vouchers be issued to replace 

o All units in order to maintain in a l d t y  the same number of 

assisted units potentially available for low-income families (defined by 

statute as those with income not exceeding 80 percent of the area 

median) even if some units in the project are not currently occupied 

by such tenants? 

o Only the approximately 94 percent of units occupied by low-income 

tenants? (Although defined as low-income, about 6 percent of all 

tenants--those with income between 68 percent and 80 percent of the 

area median--would not benefit from vouchers because they can pay 

the FMR with 30 percent or less of their income.) 



o Or only the 88 percent of all units occupied by tenants who could 

actually benefit from vouchers?26 

This analysis assumed that the policy objective is to maintain the number of assisted 

slots currently held by low-income tenants. Thw, the number of vouchers issued in 

cases of prepayment would equal the number of units currently occupied by low- 

income tenants. Vouchers issued on behalf of current tenants who can pay the FMR 

with 30 percent of their adjusted income (and who therefore do not benefit from 

vouchers) are assumed to be provided to unassisted families with income not 

exceeding SO percent of the area median. Under these assumptions, those slots 

vacated by families with income above 80 percent of the area median would be lost. 

Third, what level of income should be reflected in the budget authority 

allotted to public housing agencies (PHAs), which administer the voucher program? 

Should it be the income levels of the tenants in the project that leaves the assisted 

inventory or should it be the income level of the typical applicant for vouchers in the 

area, whose income may not exceed SO percent of the area median? Once PHAs 

receive an allotment of budget authority for vouchers, they control the number of 

vouchers issued. The ultimate number would decrease, for example, as the size (and 

thus the rent) of the units needed by the recipients increased or their income levels 

decreased. If the budget authority allocation reflected the income levels of current 

26. The statute is ambiguous on this issue. Seaion m a )  requires that Section 8 rental assistance 
be provided for displaced law-income tenants-those with income at or belaw 80 percent of the 
area median. Section 223(e) states, however, that T h e  Secretary shall allocate assistance ... so 
that the total number of assisted units in each [HUD] region available for occupancy by, and 
affordable to, lower income families ... does not decrease because of prepayment." 



tenants and some of the higher-income tenants did not use their vouchers, a PHA 

would have insufficient funds to provide those vouchers to currently unassisted 

families eligible for vouchers. Thus, this analysis assumes that the budget authority 

per voucher would be sufficient to assist a typical very-low-income family, one with 

income at 25 percent of the area median and with 2.5 persons. 

Fourth, how should the cost of administration be treated when comparing 

presexvation incentives with vouchers? Because the LIHPRHA provisions are so 

complex, the administrative costs incurred by HUD could be substantial. However, 

they are not explicitly included in appropriations for the housing budget. The costs 

of vouchers, on the other hand, do include fees to PHAs for administering them, but 

not the administrative costs incurred by HUD. Thus, other things equal, vouchers 

could appear to be somewhat more expensive, even if they were actually cheaper. 

For this analysis, CBO included the administrative fee in the cost estimates for 

vouchers and made no attempt to estimate the administrative costs of the 

preservation incentives. 

Finally, in cases of prepayment, would budget authority recaptured from 

mortgage subsidies in Section 236 projects and any ongoing Section 8 aid be used 

to offset the budget authority needed for vouchers? If so, recaptured budget 

authority associated with the remaining 20 years of mortgage subsidies would be 

used to offset budget authority for five-year vouchers. Thus, vouchers would appear 

unduly cheap when they were first issued and much more expensive when renewed 



every five years. In this analysis, for illustrative purposes, any recaptured budget 

authority does not offset the amount of budget authority needed for vouchers. 



APPENDIX C 

ESTI- BUDGET AUTHORITY FOR PREPAYMENT PROVISIONS 

The Department of Housing and Urban Development estimates that fully funding 

the preservation provisions in LIHPRHA would require $1.05 billion in new budget 

authority in 1993 and a total of $5.15 billion over the 1993-1997 period (see Table 

C-1). Of this to t4  $5 billion would provide preservation incentives to 173,000 units, 

and $140 million would fund 6,000 five-year vouchers to replace units expected to 

be lost in spite of the available incentives. The $5 billion for preservation incentives 

includes $950 million in budget authority to renew, in 1996 and 1997, expiring 

preservation aid originally funded for five years from 1991 and 1992 appropriations, 

some of which was for projects assisted under the Emergency Low Income Housing 

Preservation Act of 1987. 

As pointed out in the introduction, providing incentives for all projects 

eligible for prepayment would probably reduce resources available for incremental 

aid. If total housing aid (except for renewals of expiring Section 8 aid) was funded 

roughly at the 1992 appropriation (adjusted for inflation), if nonincremental aid was 

funded at the same level received in 1992 (adjusted for inflation), and if the 

prepayment provisions were funded at the expense of incremental aid, then budget 

authority for incremental aid might fall to $2.7 billion in 1993 and $1.3 billion in 

1994. 



TABLE C-1. ESTIMATED BUDGET AUTHORITY FOR INCREMENTAL AID AND 
PREPAYMENT PROVISIONS, UNDER ALTERNATIVE POLICIES, 
1993-1997 (In millions of nominal dollars) 

Budget Authority 
Total 

1993 1994 1995 1996 1997 1993-1997 

Incremental Aid 

Prepayment Provisions 
Incentives 
vouchers 

Subtotal 

Total 

Incremental Aid 

Prepayment Provisions 
Incentives 
Vouchers 

Subtotal 

Total 

Fully Fund Repayment Rovlsiolu 
According to Cumnt l a w  

Reduce Federal Coat Limit to the FMR, 
Allow Rejects Exceeding the FMR to Repny, and 
Rovldc Vouchers for Tenants in Wme Prqjects 

SOURCE: Congressional Budget Ofice ertimater and dimatam provided by the Department of Houring 
and Urban Devdopmmt. 

NOTES: Detula may not add to totah b e c a w  of rounding. 

Annud budget authority for prepayment provirionr d o n  not mtlect the rscaptum of pmviourly 
appropriated budget authority from Section 238 mortgage rukidiaa and ongoing Section 8 aid 
when mortgagaa am pmpud and vouchen are h u e d ;  nor d o n  it mtlect rav inp  in budget 
authority from not having to mnew ongoing Section 8 aid. If ruch rscapturar and rav inp  wem 
rubtruted from the budget authority for prepayment provirions, rav inp  from the dtemative in 
the bottom panel would incmur. 

T o t d  budget authority u b u d  on the 1902 appropriation for dl houring uriotance program, 
. d j u r t e d  for intlation, except that mnewah am urumod to k fully funded e u h  yeu .  Special 

f u t o n  in 1902 rupplied a large amount of budget authority in addition to  that year'r 
appropriation, which made pouible higher funding lovela of both incmmental and nonincmmental 
aid. Thir analyrir amumer that all nonincmmental aid combined (other than mnewalr) over the 
1993-1907 period u funded at the level utually meived in 1902, d j u r t e d  for intlation, with 
incmmental aid rsceiving the remainder. 



If the federal cost limit was reduced to the FMR and all owners of units with 

preservation rents exceeding the FMR were allowed to prepay their mortgages, an 

estimated $4.9 billion in budget authority would be needed for the prepayment 

provisions over the 1993-1997 period (see Table C-1). As expected, and 

underscoring the analysis presented in this memorandum, the saving in budget 

authority relative to fully funding the provisions are small, mostly because of the 

relatively large amount of new budget authority needed to issue about 48,000 new 

vouchers. These estimates do not reflect either the recapture of previously 

appropriated budget authority from the existing mortgage subsidies and ongoing 

Section 8 subsidies or the saving in budget authority from not having to renew the 

ongoing Section 8 subsidies; thus, the estimates overstate the costs of lowering the 

cost limit. 

As HUD points out, these figures are "order of magnitude" estimates, and 

the actual budget authority requirements could be significantly higher or lower. 

Various factors contribute to the uncertainty of these estimates. First, considerable 

uncertainty exists regarding the accuracy of the estimated preservation rents in the 

absence of formal appraisals. If actual preservation rents turn out to exceed the 

estimates, total preservation costs would increase, and vice versa. 

Second, the number of projects that will actually be sold to buyers who agree 

to preserve the low-income use may be higher or lower than that assumed in HUD's 

estimates. As discussed earlier, federal costs incurred in transfers would typically 

be higher (but never less) than those incurred if the current owner retains the 



project for low-income use. Thus, with more or fewer transfers, preservation costs 

might be higher or lower.37 

Third, HUD's estimates of fully funding the prepayment provisions assume 

that owners of all projects whose preservation rents equal or exceed the federal cost 

limit would prepay. Under current law, however, these owners would be allowed to 

do so only if, despite the availability of grants to reduce the preservation rents to the 

federal cost limit, no buyers could be found who agreed to maintain the low-income 

use of the projects. Because preservation costs per unit in these projects would 

substantially exceed the cost of vouchers, total preservation costs would increase if 

the projects did not prepay. Over the 1993-1997 period, however, only 6,000 units 

are in this category. 

Finally, under current law, if owners offer projects for sale under LIHPRHA 

whose preservation rents are below the federal cost limit, but purchasers who agree 

to maintain their low-income use cannot be found, the owners would also be allowed 

to prepay. Thus, the number of prepayments could be higher than the 6,000 that 

HUD estimated would occur under current law. The impact of this outcome on 

total preservation costs is indeterminate because the cost of preserving a given 

project could be more or less than the cost of issuing vouchers to displaced tenants. 

37. Costs considered here are limited to those incurred by the housing budget. Federal costs 
incurred upon the transfer of a project are partially offset, however, by receipts of taxes due 
upon sale. 


