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PREFACE

Each year, the Congress faces inportant decisions con-
cerning the funding of housing assistance prograns. These
decisions are made nmore difficult by the conplex procedures
used to finance housing assistance and by uncertainty regarding
program costs. This paper, prepared at the request of the
Senate Budget Committee, describes current funding procedures
and presents estimates of the long-term costs of |ower-income
housi ng assi stance prograns. Alternative budgetary treatnents
for housing assistance programs and options for reducing |ong-
term costs are al so exanined.

Martin D Levine of CBO's Human Resources and Community
Devel opnent Division prepared this paper under the supervision of
Robert D. Reischauer and David S Mundel, Fay Jan Lim devel -
oped the conputer nodels used to estimate |ong-term programcosts
and carried out nost of the data analysis. Lorene Yap and Jack
CGoodrman of The Wban Institute assisted in devel oping the netho-
dol ogies for preparing the cost estinates. Robert H Kuehn, Jr.
prepared the estimates of real estate tax shelter costs and
provi ded useful comments on earlier drafts of the paper. Alan
Mandel, Robert Fulton, Rodger Schlickeisen, and Don Canpbel | of
the Senate Budget Conmittee staff and menbers of the staffs of
several other Congressional commttees provided hel pful comments
t hroughout the preparation of the paper. MNunerous nenbers of the
CBO staff also contributed useful comments. Many persons at
the US Departnment of Housing and Wban Devel opment provi ded
program data upon which the cost estimates are based. Patricia
H. Johnston edited the paper. Jill Bury expertly typed the
several drafts and prepared the manuscript for publication.

In accordance with CBOs nmandate to provide objective

and inpartial analysis, this paper contains no recommendations.

Aice M Rvlin
March 1979 D rector
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SUMVARY

Federal prograns that provide housing assistance for | ower-
income fanilies present the Congress with difficult budgetary
considerations. Since these programs involve 15- to 40-year
federal obligations for each unit of subsidized housing, an
anount of budget authority is set aside at the time a conmmitnent
is nmade to pay at least a portion of the long-termdirect costs.
The procedures used to determne the anount of budget authority
to be provided, however, do not consider all of the factors that
will affect eventual expenditures. Al so, there are sone direct
expenses and indirect subsidy costs that are not explicitly
consi dered when new conmitments are made. Thus:

o The Congress cannot be confident that the anmount of
budget authority initially reserved will be adequate and
that additional spending authority will not be needed in
the future to neet the obligation; and

o There is no way to deternine from current budget docu-
nments either the total cost of different housing assist-
ance programs or how those costs conpare with nonhousing
prograns that are not funded in advance.

CURRENT FUNDI NG PROCEDURES FOR HOUSI NG ASSI STANCE PROGRAMS

The Section 8 Existing Housing Program 1/

The Section 8 existing housing program subsidizes |ower-

income persons living in existing, private rental housing.
Under this program HUD provides funds to state and | ocal
housing agencies that, in turn, make paynments to l|andlords on

behal f of persons living in units that satisfy mnimm quality
standards and rent for |ess than governnent-established maximums.
Tenants pay between 15 and 25 percent of their incones toward
their own housing expenses and HUD payments cover the renai nder.

1/ Section 8 of the United States Housing Act of 1937, as
amended by the Housing and Community Devel opnent Act of
1974 (P.L.93-383).

41-8080- 79 - 2



Wien HD enters into a Section 8 existing housing assistance
agreement, an amount of budget authority is set aside to cover
the assistance paynments for the full 15-year term of the con-

tract. In calculating the anmount of budget authority, HUD
currently considers only the amount of the first-year rent and
the length of the subsidy commtnent. Actual long-term costs,

however, wll depend not only on starting rent levels, but also
on initial tenant inconmes, the shares of incone that tenants
contribute toward rent, and the rates by which rents and tenant
i ncones change over tirme.

The Section 8 New Construction/
Substantial Rehabilitation Program

The Section 8 new construction/substantial rehabilitation
program subsidizes persons living in newy built or extensively
rebuilt housing. Under this program HJD contracts with private
devel opers prior to the start of construction to make assi stance
paynents on behal f of |ower-incone tenants for a period of up to
40 years followng conpletion of the project. Wen a new assi-
stance conmtnent is nade by HU, an anount of budget authority
is reserved to pay the difference between the tenant's contri bu-
tion of 15 to 25 percent of incone and the narket rents for the
housing for the full termof the agreenent. As wth the Section
8 existing housing program the procedure used to determne the
anmount of funds to be set aside considers only the initial rent
and the length of the commitnent. Actual costs wll depend on
the sanme factors that affect wmultiyear costs in the existing
housi ng program

Qurrent budget documents do not consider many indirect costs
of the Section 8 new construction/substantial rehabilitation
program Indirect costs include nortgage-interest subsidies for
private devel opers, foregone federal tax revenues fromtax-exenpt
bonds issued by public housing agencies to finance certain
projects, and tax expenditures resulting from favorable tax
treatments that are available only to investors in subsidized
rental housing.

The Public Housing Program

Under the public housing program HJD pays the full con-
struction and financing expenses and a share of the ongoing

X



operating costs for projects that are devel oped and owned by
state and local agencies and rented to |ower-incone tenants.
Publ i ¢ housing projects are financed through tax-exenpt bonds and
notes issued by the local agencies. A the time that HJD nakes
an assistance commtnent, an anount of budget authority is
reserved to pay the principal and interest costs on the public
i ndebt edness in 40 equal annual installments. The annual operat -
ing subsidies that are paid to local agencies to reduce tenant
rent paynents to levels slightly lower than those in Section 8
are not financed in advance but are funded, instead, through
annual appropriations. Long-term revenue |osses resulting
from the tax-exenpt bond financing are also not shown in the
budget when new public housing commtrents are nade.

PROJECTED PROGRAM CQOSTS

Total Long-Term Costs in Conparison to the
Amount of Budget Authority Avail able

The long-term costs of all housing assistance prograns
depend on the rates of increase in housing expenses and tenant
i ncomes over an extended period of tine. Even under fairly
optimstic assunptions concerning future increases in rents and
tenant incomes, direct subsidy costs are likely to exceed the
amount of funds reserved under the Section 8 programs, especially
for the lengthier new construction/substantial rehabilitation
coomitrments (see Table S-1). Because funds are not provided at
the outset to pay operating subsidies, the long-term direct
subsidy costs of the public housing program consistently exceed
the anount of budget authority reserved. Wen indirect expendi-
tures are included, the inbalances between long-term costs and
the anount of budget authority set aside becone even greater.
Under five sets of assunptions concerning future housing expen-
ses and tenant incones, the projected |ong-term costs and budget
authority shortfalls for the three progranms are as foll ows:

0 The 15-year costs of Section 8 existing housing subsidy
coomtnents entered into in fiscal year 1980 range from
$45,600 to $59,000 per housing unit. Long-term costs
range from $600 |ess than the amount of budget authority
reserved to $12,800 nore than the amount of funds avail-
able for each unit of housing.

Xi



TABLE S-1. BUDGET AUTHOR TY RESERVED FOR FISCAL YEAR 1980 SECTION 8 AND PUBLIC HQUSI NG SUBSI DY
COMW TMENTS AND PROQJIECTED LONG TERM CGOSTS PER UNT UNDER VARYI NG ASSUMPTI ONS REGARDI NG
FUTURE | NCREASES | N HOUSI NG EXPENSES AND TENANT | NOOMES: IN DOLLARS a/

Duration of Budget Direct Tot al

Comm t nent Aut hority Subsi dy Direct and
Pr ogram (in years) Reserved b/ Cost ¢/ Indirect Cost d/
Section 8 Existing Housing 15 46, 200 45,600 - 59, 000 45,600 - 59, 000
Section 8 New Construction/ 20 101, 900 94, 700 - 151, 800 97,800 - 154, 800
Substantial Rehabilitation 30 152, 900 161, 200 - 343,400 173,100 - 361, 500

40 203, 900 242,600 - 710, 300 272,800 - 756-800

Publ i ¢ Housi ng 40 141, 600 226, 800 - 426, 800 268, 400 - 491, 000

SOURCE: (CBO esti mat es.

a/ Projected costs are based on current program conditions. Assunptions regarding future increases
in housing expenses and tenant incones range from a |owcost case in which expenses and incones
increase at the rate by which they grew over the 1957-1977 period to a high-cost case in which
future increases are based on CBO economic projections for fiscal year 1981. See text and the
Appendi x for a conpl ete description of the assunptions used.

b/ The anount of budget authority reserved to cover new assistance commitments is calculated
using procedures currently enpl oyed by HUD.

¢/ Direct subsidy costs for the Section 8 program include rental assistance payments and admi ni-
strative fees, as appropriate. Drect subsidy costs for public housing include debt-service
paynments and annual operating subsidies.

d/ Indirect costs include nortgage-interest subsidies under the Section 8 new construction/sub-
stantial rehabilitation program and foregone revenues on tax-exenpt bonds for both Section 8
new constructi on/substantial rehabilitation and public housing projects. Tax treatnents unique
to subsidized rental housing projects are included in the indirect costs of Section 8.



o The direct subsidy costs of Section 8 new construction/
substantial rehabilitation commitments nmade in fiscal
year 1980 are projected to be as nuch as three times as
great as the anount of budget authority being set aside.
Drect 20-year costs are from $94,700 to $151,800 per
unit, ranging from $7,200 less to nearly $50,000 nore
than the available budget authority. Direct subsidy
costs for 30-year commitments vary from $161,200 to
$343, 400; 40-year costs go from $242,600 to 710,300, or
up to $500,000 nore than the anount of budget authority
available. Indirect financing subsidies and tax expendi -
tures add up to $46,500 to | ong-term costs.

o The long-term direct costs of public housing exceed
the amount of budget authority reserved, because funds
are not provided at the outset to cover annual operating
subsi di es. Total 40-year direct expenditures for
fiscal year 1980 public housing subsidy conmmtments range
from $226,800 to $426, 800. The total of all direct and
indirect 40-year costs ranges from $268,400 to $491,000
per unit.

Conpar ati ve Program Costs

Because of wvariatioms in the duration of conmitments
made under different housing assistance programs, conparisons of
total program costs do not provide a fair picture of relative
expenses. A conparison of average annual expenditures in
constant fiscal year 1980 dollars over the lives of the subsidy
commtnents presents a better characterization of relative
program costs. Average annual constant dollar cost figures are
also nmore directly conparable to the yearly appropriations
requests that appear in the federal budget for prograns that are
not funded in advance.

Anong current housing assistance programs, Section 8 exist-
ing housing is the least costly, wth public housing sonmewhat
less expensive than the Section 8 new construction/substanti al
rehabilitation program (see Table S$2). The average annual
constant dollar cost of serving the same mx of households in
each of the three prograns ranges from $1,560 to $1,750 per unit
in Section 8 existing housing, from $2,200 to $2,530 in public
housing, and from $2,490 to $3,510 per wunit for the Section 8
new construction/substantial rehabilitation program The
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differences in costs between the Section 8 existing housing
program and the new construction prograns are due prinarily to
the lower rent levels in existing housing. The cost differen-
tials between public housing and the Section 8 new construction/
substantial rehabilitation program reflect differences in the
subsidy nechanisns and may also reflect differences in the
quality of the housing provided. Differences in the rules
for calculating tenant rent paynents increase the cost of public
housing relative to the cost of both Section 8 existing housing
and the Section 8 new construction/substantial rehabilitation
program

TABLE s-2. PRQIECTED AVERAGE ANNUAL COST PER UINT FCR FI SCAL
YEAR 1980 SECTION 8 AND PUBLIC HOUSI NG SUBS| DY
COW TMENTS ASSUM NG | DENTI CAL  TENANT INCOMES:
IN FISCAL YEAR 1980 DOLLARS

Length of Comm t ment Range of Constant
Program ‘ (In Years) Dol lar Costs a/

Section 8 Existing

Housi ng 15 1,560 - 1,750
Section 8 New Qon- 20 2,750 - 3,300
struction/ Substanti al 30 2,590 - 3,390
Rehabi i tation 40 2,490 - 3,510
Publ i ¢ Housi ng 40 2,200 - 2,530

SOURCE: (CBO esti nates.

a/ Costs are calculated under five sets of assunptions regarding
future increases in housing expenses and tenant incones.
See text and the Appendix for a description of the specific
assunptions used.
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ALTERNATI VE BUDGETARY TREATMENTS

As an alternative to the current procedure for estimting
| ong-term budget authority requirenents of the Section 8 program

the Congress could direct that, in the future, calculations of
| ong-term spending needs be based on an analysis of all of the
factors that can affect costs. In its funding requests, HUD

could be required to consider not only the duration of subsidy
coomitnents and expected starting rent levels (as they do now),
but also the anticipated incomes of the tenants, the shares of
their incones that they are expected to contribute toward their
own housi ng expenses, and the rates by which rents and incones
are assuned to change over tine. Under such a system the
Congress could be certain that, if specific conditions held, the
anount of budget authority set aside for each Section 8 wunit
woul d be sufficient to cover long-term costs. Because only the
debt-service costs are advance funded in the public housing
program there is less uncertainty involved in estinmating nulti-
year budget authority requirements.

In order to provide nore conprehensive estimates of program
costs than are now contained in the budget, the Congress coul d
require that future budget documents include estimates of the
total of all direct and indirect costs of proposed subsidy
coomtnents for all housing assistance prograns. Such estinates,
expressed as average annual constant dollar values, would be
nore directly conparabl e across prograns.

CPTIONS FCR REDUO NG GOBTS

There are several options available to the Congress for
reducing the costs of housing assistance prograns. Each contains
potential risks as well as potential savings.

Rely More on Existing Housing Assistance. Subst anti al
savings could be realized by providing a greater proportion of
rental assistance through progranms that subsidize famlies living
in existing housing units. A shift toward greater reliance on
existing housing prograns mght, however, reduce the net effect
of federal housing assistance prograns in expanding the supply of
housi ng.

Increase the Percent of |Inconme that Tenants are Charged
in Rent., Raising tenant rent paynents fromthe present |evel of
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between 15 and 25 percent of incone would |ower federal expendi-
tures while still providing a substantial subsidy to those
househol ds recei ving assistance. Smaller, but still appreciable,
savings could be achieved by raising tenant rent paynments in
public housing to the levels currently charged in the Section 8
program Such changes coul d be phased in over a nunber of years
to reduce hardships for the |owest-incone tenants.

Serve Tenants w th H gher |ncones. Sone savings could be
realized by serving persons wth higher incomes, because tenants
are charged a fixed percentage of their incone in rent, and
rent receipts offset federal expenditures. Although such a
change woul d reduce housing subsidy costs, it would also direct
aid to persons less in need of assistance.

Elimnate the Rent Ceiling in the Section 8 Existing
Housi ng Program Because Section 8 existing housing tenants are
forbidden from renting units costing nore than HUD-established
maximums, there is continuing pressure to raise the maxi mum rent
schedules——and, thus, federal outlays—-in order to expand housing
opportunities., It mght be possible to reduce this pressure, and
thus reduce the long-termcosts of the Section 8 existing housing
program by elimnating the rent ceilings and replacing themwith
benchmark rental levels that would be used to set assistance
paynents but would not constrain recipients' housing choices.
Assi stance paynents could be fixed at the difference between the
benchmar k anmount and the required tenant contribution.

G her ways of reducing costs include: maki ng assi stance
paynents directly to tenants in the Section 8 existing housing
program |limting devel opnent costs in the Section 8 new con-

struction/substantial rehabilitation program altering the
procedure for fixing yearly rent increases in Section 8 new
construction/substantial rehabilitation projects; relying nore
heavily on the purchase of existing, standard units for use as
public housing; and altering the procedure for determning annual
adjustrments in allowable operating expenses in public housing.
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CGHAPTER |. I NTRCDUCTI ON

The federal governnent provides housing assistance to a
large and growi ng nunber of |ower-income persons through several
different rental assistance prograns. Approxinately 2.3 nillion
low and noderate-income households are currently receiving
rental assistance under prograns admnistered by the Departnent
of Housing and Wban Devel opnent, and through fiscal year 1979
funds have been provided to aid a total of 3.5 mllion house-

hol ds. The President's budget submssion for fiscal year 1980
requests funds to extend assistance to an additional 300,000
lower-income renters. |In 1980, outlays for rental assistance are

expected to total $5 billion. A the rate at which new commt-
nments are now being nade, federal expenditures for rental as-
sistance could total $9 billion by fiscal year 1984

Al rental assistance prograns involve multiyear obliga-
tions on the part of the federal governnent. Assistance comit-
nents nade in one year, therefore, wll require direct outlays
and, in nmany cases, foregone tax revenues for up to 40 years in
the future. For each program funding is provided to cover at
least a portion of the long-termdirect expenditures at the tine
that a new conmitnment is nade. However, the anount of |ong-term
spendi ng authority--budget authority--provided in advance nay not
be sufficient to cover that portion of the total program costs
that it is expected to cover. Also, sone direct expenditures
associated with housing assistance prograns are not funded in
advance, nor are indirect subsidy costs and tax expenditures
explicitly considered when new commitnents are made.

The budgetary treatnment of housing assistance prograns,
thus, presents the Congress with two inportant issues as it faces
the annual decision concerning the nunber of addi ti onal house-
holds to be aided and the level of funding to be authorized to
pay for the additional assistance:

o WII the armount of budget authority set aside to fund new
subsidy commitrents be adequate to cover actual multiyear
expenditures, or wll additional spending authority be
needed in the future?
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o What will the total cost be, including both direct
expenditures and foregone tax revenues, for subsidy
commtments made under different prograns and how can
the long-term costs of housing assistance prograns be
reduced?

This paper addresses these issues. It presents estinates
of the long-term costs of rental assistance prograns, taking
into account factors not explicitly considered under current
fundi ng procedures; conpares projected direct subsidy costs
of fiscal year 1980 conmmtnents to the anmount of budget authority
likely to be reserved to fund those commtmrents; and provides
estinmates of total program costs that permt conparisons anong
housi ng assi stance progranms and are nore nearly conparable
to the costs of nonhousing prograns that are not funded in
advance. 1/ Chapter |l presents estinates of the costs of the
Section 8 housing assistance paynments program In Chapter 111,
the long-term costs of the public housing program are exam ned.
Chapter 1V conpares program costs and di scusses the reasons
for the differences that exist. Alternatives to the current
budgetary treatnent of housing assistance prograns are di scussed
in Chapter V, and options for reducing program costs are pre-
sented in Chapter M.

1/ The cost estimates presented in this paper require nunerous
assunptions concerning current and future program condi-
tions. Wierever possible, actual program data have been
used as the basis for assunptions concerning present condi-
tions, however, such data have not always been avail able.
Assunptions regarding long-term economc and programatic
circunstances are based on past trends as well as current
conditions and are meant to cover a range of plausible
futures. In every instance, the assunptions nade in pre-
paring the cost estinmates are stated explicitly. A ter-
nati ve assunptions could result in quite different cost
projections. None of the estinmates presented here shoul d be
viewed as predictions of the future. Rather, the figures
presented in this paper describe what programcosts wll be
if specific conditions hol d.

2



GHAPTER 1 1. LONG TERM OCOSTS OF THE SECTION 8 HAUSI NG
ASS|I STANCE PAYMENTS PROGRAM

The Section 8 housing assi stance paynents program which was
authorized in 1974, 1/ is beconming the federal government's
principal nechanism for providing housing subsidies. Thr ough
the end of fiscal year 1978, there were outstanding commtnents
to assist about 1.2 mllion households in Section 8 housing.
Approxi matel y 300,000 additional Setion 8 subsidy commitnents are
expected to be nade during fiscal year 1979 and the Administra-
tion's 1980 budget subm ssion requests funding for 250,000
further commtnents.

Under the Section 8 program the governnent pays a share of
the housing costs of lower-incone fanmlies and individuals Iliving
in existing, newy built, or substantially rehabilitated rental
housi ng. Because the assistance paynents are nmde through
multiyear contracts entered into by the federal governnent, an
amount of long-term budget authority assumed to be sufficient to
pay the annual subsidy for the length of the commtnent nust be
set aside when a new Section 8 assistance commtnent is rmade. In
recent years, the adequacy of the method used to estimate |ong-
termspending requirenents for Section 8 and the amount of budget
authority being reserved to cover l|long-term costs have been
qguest i oned. There has also been concern over the total cost
of the Section 8 program including indirect financing subsidies
and tax expenditures that are not a part of the direct assistance
payments.

This chapter describes the Section 8 funding procedures,
presents projections of the long-term direct subsidy costs of
Section 8 commtnents made in fiscal year 1980, and conpares
these costs to the anmount of budget authority likely to be

l/ Section 8 of the United States Housing Act of 1937, as
amended by the 1974 Housing and Community Develpment Act
(PL 93-383).



reserved to fund the commitments. 2/ Estimates of total program
costs, including direct rental assistance paynents, indirect
financing expenses and tax expenditures, are also presented.

THE NATURE CF THE SUBSI DY OOMM TMENT AND
CURRENT  FUNDI NG _PROCEDURES

Under the Section 8 program the federal governnent pays the
owners of rental housing the difference between the rent due on
their units--not to exceed governnent-established maximums--and
the anount that tenants pay toward their own housing expenses,
which is set by law at between 15 and 25 percent of famly
inconme. For existing privately owed units, the subsidy commit-
ment takes the formof a contract between the Departnent of
Housing and Wrban Devel opment (HD and a state or |ocal housing
agency, which enrolls persons in the program certifies that the
units they choose meet nininmum physical standards, and nakes
paynments to their landlords. The contract, which specifies the
nunber of households to be assisted, runs for five years and is
renewable at the option of the local agency for up to a total of
15 years. For newy built and substantially rehabilitated hous-
ing, HID contracts with a private project sponsor (or, in rare
cases, a public agency) who devel ops and retains ownership of the
units. Section 8 new construction/substantial rehabilitation
commtrents may run for as long as 40 years.

In any given year of a multiyear assistance commtnent, the
federal expenditure will depend on the rents of the units occu-
pied and the amount that tenants contribute toward their own
housi ng expenses. As rents and tenant contributions increase,
the size of the subsidy will change. 3/ The long-term cost

2/ Cost estimates are presented for the Section 8 existing

housi ng program and the Section 8 new construction/substan-
tial rehabilitation program Because of the lack of data,
estimates are not presented for the noderate rehabilitation
program that is being inplemented for the first time in
fiscal year 1979.

3/ The annual subsidy will increase even if rents and tenant
contributions grow at the sane rate. Because the rent |evel
is higher than the tenant payment at the outset, the sane
percent change applied to the two will w den the gap between
t hem



to the governnent of each conmtnent, therefore, depends on
several factors: () the duration of the assistance contract;
(20 starting rent levels; (3 initial tenant incomes and the
share of inconme they contribute toward rent; and (4 the rates
by which rents and tenant incones increase.

The procedure currently used by HUD to determ ne the anount
of budget authority to be reserved for each new subsidy com
mtment explicitly considers only two of the factors that affect
| ong-term costs. For each new commitrment, the anmount of budget
authority to be set aside is calculated by multiplying the
maxi mum starting rent by the maxi num nunber of years that the
conmm tnent mi ght run. (For exanple, if the annual rent in
the first year were $3,000 and the maxi mum contract term were
30 years, the anount of budget authority reserved would be
$90,000.) 4/ The total anount of budget authority reserved for
each commitnent represents the maxi mum contractual obligation of
the federal governnent. The actual federal paynent in any year,
however, wll be equal to the gap between the then-current rent
| evel and the tenant contribution. In the early years of a
subsidy commitnent, outlays will be less than the annual share of
the budget authority available, but increases in rents and tenant
incones will likely widen the rental gap in later years, thereby
i ncreasing federal expenditures. There is an assunption inplicit
in the procedure now used to calculate budget authority set-
asides that tenant contributions in the early years of a subsidy
coomtnent and subsequent increases in tenant contributions wll
be sufficient to cover needed rent increases over the life of the
assi stance agreenment. |f actual subsidy needs exceed the anount
of budget authority reserved at the outset, the annual assistance
paynments will have to be dimnished, the duration of the comit-
ment shortened, or additional spending authority provided.

4/ The annual share of long-term spending authority (in
this case, $3,0000 is referred to as contract authority.
Each vyear's appropriation for assisted housing prograns
provides HD with additional I|ong-term budget authority and
an associated anount of contract authority. Under present
fundi ng procedures, both of these values linmt the nunber of
subsidy commitments that can be entered into. Starting rent
levels deternmine how many additional wunits the contract
authority will support, and the duration of the commitnents
determne how far the budget authority can be stretched.
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DETERMINANTS CF D RECT SUBS DY GOBTS

The estimates of long-term costs presented in this chapter
enploy a nethodology that explicitly takes into account all of
the factors that can affect eventual subsidy expenses.

The Duration of Subsidy Commtnents

The duration of Section 8 assistance commtnments varies with
the kind of unit subsidized. Al subsidy coomtnents for exist-
ing housing carry nmaxi num terns of 15 years. New construction
and substantial rehabilitation assistance contracts may run for
as long as 40 years, depending on the type of project sponsor and
the nature of the financing (see Table 1). About 60 percent of
the fiscal year 1978 new construction and substantial rehabili-
tation subsidy coomtnents were for 20 years, wth the renainder
divided anmong 30- to 40-year commtnents. Qperating plans for
fiscal year 1979 call for shifting certain of the |engthier new
constructi on/ substanti al rehabilitation commtrments to shorter
terns. 5/

Initial Rent Level s

Initial rents in Section 8 units affect first-year program
costs and serve as the base upon which future rent increases are
built. Starting rents in the Section 8 existing housing program
are governed by HUD-established naxi num allowable rents for each

5/ Gven current procedures for determining the ampunt of
budget authority to be reserved for each subsidy commtnent,

a shift toward shorter-term contracts wll permt nore
comitments to be nade wth available budget authority.
However, if the federal governnent has guaranteed the

financing for a period extending beyond the end of the
subsi dy commitment--as is frequently the case--it may prove
necessary to provide additional Section 8 assistance when
the initial contracts run out in order to nmaintain the
financial viability of the projects and avoid default.
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TABLE 1. NAXIMM DURATION CF SECTION 8 SUBSI DY GOW TMENTS AND
TENTATI VE CPERATI NG PLAN FOR FI SCAL YEAR 1979 BY TYPE CF
PROJECT AND DEVELCPMENT METHCD, AND TYPE OF FI NANC NG

USED
Maxi mum Nunber of
' Durationof Commtnents
Type of Project and Type of Commi t nent A anned
Devel oprrent Met hod Fi nanci ng (in years) (inunits) a/
Exi sti ng Housi ng 15 123,100 b/

New Constructi on and
Substantial Rehabilitation

Section 202 Housi ng D rect Federal 20 27,700
for the Hderly and Loans
Handi capped

Farmers Home Admi ni s- D rect Federal 20 10, 000
trationMrtgage- Loans

Subsi dy Proj ects

Pri vat e Devel oper - Federal | y

Sponsored and Joi nt | nsur ed

Publ i ¢ Housi ng Mor t gages 20 71,900
Agency/Private Uni nsur ed

Devel oper - Mor t gages 30 36, 100
Sponsored Projects

State Housi ng Finance  Tax- Exenpt 30 22, 300
Agency- Fi nanced Bonds 40 13, 200
Proj ects

SOURCE HUD Ofice of Budget.

a/ Includes commtrents to be financed with funds carried over
fromfiscal year 1978.

b/ Includes approximately 39,000 conmtnents under the noderate
rehabilitation program being inplenented for the first time
in fiscal year 1979.



mar ket area--referred to as fair narket rents (FMRs). 6/ Except
by waiver from HUD or the local agency adninistering the program
Section 8 tenants cannot occupy units renting for nmore than the
applicable FMR. Tenants nmay, of course, select units renting
below the fair nmarket rent level. 7/ The schedule of FMRs for
each market area is adjusted annually, permitting rents to
i ncrease each year.

For new construction and substantial rehabilitation proj-
ects, the assistance agreenent between HUD and the project
sponsor specifies the rents to be charged after construction is
conpleted and the units are available for occupancy. These rents
are based on market-wide fair market rent schedules and assess-
nments by HUD as to the reasonabl eness of the rents for each
particul ar project. The agreed upon rents are neant to incor-
porate inflation in devel opment and operating costs over a
two-year period between the initial subsidy commtnent and
the conpletion of construction. HD nmay, however, grant rent
increases at the tine that construction is conpleted to conpen-
sate the owner for wunavoi dable construction delays and for other
cost increases that are not the fault of the project sponsor and
that could not have been foreseen at the time that the subsidy
agreenent was entered into. In the years following initial
occupancy, automatic annual rent adjustnents are made to cover
increases in operating expenses and to keep rents at a |evel

6/ Al FMs for existing housing are expressed as "gross rent"
ceilings and include both the contract rent paynent due the
landl ord and the cost of utilities that nay or may not be
included in the contract rent. Separate utility allowance
schedul es specify the amount by which the maxi nrum al | owabl e
rent level is to be reduced for each utility that the tenant
nmust pay for directly. The tenant's nmonthly paynent to his
landlord is also reduced by the anount of any applicable

utility allowance. If the utility allowances accurately
reflect actual costs, the total housing expense for the
tenant wll renmain the sane regardless of whether or not

utilities are included in the contract rent.

7/ As of Cctober 1976, actual gross rents in Section 8 exist-
ing housing averaged 6 percent below the applicable fair
nmarket rent. This ratio was applied in preparing all of
the cost estinates appearing in this paper.
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roughly equivalent to that in conparabl e unsubsidized projects.
Owers nay also petition HID for exceptional rent increases if
uni que circunstances warrant them

Actual starting Section 8 rents vary wdely by subprogram
local market, and unit size (see Table 2). For existing housing
subsidy commitnents entered into in fiscal year 1978, the average
annual gross rent ceiling was $2,641 per year. For new con-
struction and substantial rehabilitation commtnents made in the
sane year (units expected to become available for occupancy for
the first time in fiscal year 1980), the average annual gross
rent, including utility costs paid directly by the tenant, is
estimated to be $4,499.

Initial Tenant |ncones and Contributi ons Toward Rent

Long-term Section 8 costs will depend, in part, on the
i ncomes of persons receiving assistance and the shares of their
incomes that they pay toward rent. By law, Section 8 assistance
is limted to lower-income famlies and individuals, with pre-
ference among singl e-person households given to elderly, handi-
capped, or displaced persons. At |east 30 percent of the tenants
in any project nust be very |owincone households. 8/ Most

8/ Maxinmum allowable famly incomes for eligibility as |ower-

income or very lowincome are indicated in the follow ng
t abl e. Al income-eligibility determnations are based on
gross incones and do not take into account deductions that
apply in determning the income used to cal cul ate tenant rent

contributions.
Famly Income as Percent of Median |ncone
Famly S ze for all Famlies in the Area
Lower - | ncone Very Low | ncone

1 person 50 30

2 64 40

3 72 45

4 80 50

5 85 54

6 90 58

7 95 62

8 or more 100 66

9
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TABLE 2. ESTI MATED ANNUAL STARTING GROSS RENTS FCR F SCAL YEAR

1978 SECTION 8 ASSI STANCE COMMITMENTS: | N DOLLARS

Nunber of Bedroons a/ Aver age,
Four or Al

Program Zero (ne Two  Three Mre Uits

Exi sting Housing b/ 1,993 2,259 2,657 2,989 3,321 2,641

New Construction
and Substanti al
Rehabi litation c/ 3,832 4,057 4,508 5,072 5,635 4,299

SOURCE: Derived from HUD managenent information system reports.

al

Rent levels by nunmber of bedroons are estimates based on
ratios in published fair market rent schedul es.

Average rents for the existing housing program are for
commitrments that add to the total inventory of subsidized
units. Figures do not include either anendnents to earlier
assistance contracts or commtnents that provide additional
subsi dies for assisted housing devel oped under other prograns
without adding to the total nunber of househol ds receiving
ai d.

Average rents for the new construction/substantial rehabili -
tation program exclude projects devel oped under other pro-
granms and converted to Section 8 housing. Al so excluded are
assi stance commtnents nade in conjunction with Farnmers Home
Adm nistration (FmHA) rental projects, nost of which carry
subsi di zed nort gages. (Rents in non-FmHA projects |ocated
outside of netropolitan areas were substituted for FnHA
project rents in calculating the national average.)
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famlies receiving Section 8 assistance are required to con-
tribute 25 percent of their adjusted income toward their housing
expenses. 9/ The naximumtenant contribution rate is 15 percent
of total unadjusted incone for very-low income fanmlies with 6 or
nmore mnors, lowincone famlies with eight or nore mnors,
famlies with exceptional nedical or other unusual expenses in
excess of one-fourth of their incone, and all tenants for whom 25

percent of adjusted incone is less than 15 percent of unadjusted
income.

The average income of Section 8 tenants is well below the
maxi rum al | onabl e |evel. G famlies entering the Section 8
exi sting housing program from July through Decenber 1977, the
average annual income, before deductions, was $3,938 (see Table
3. The average annual incone for first-time residents of new
construction and substantial rehabilitation projects was $4,476.
Average .incomes vary w dely anong different types of househol ds.
In the existing housing program average annual inconmes as of
1977 ranged from $2,988 for single-person nonelderly househol ds
to $5,614 for nonelderly households with five or nore nmenbers.
Average incones anong fanilies noving into new construction/
substantial rehabilitation projects ranged from $3,407 for
singl e-person elderly households to $6,588 for nonel derly-headed
househol ds with five or nore menbers.

The average percent of incone paid in rent differs sonewhat
between the two Section 8 prograns and varies w dely anong
different types of househol ds. The average percent of income
paid toward housing by new tenants was 22 percent in existing
housing and 23.5 percent in new construction/substantial reha-
bilitation projects as of 1977. Among different types of
househol ds, average contribution rates ranged from about 19
percent to 25 percent of unadjusted incone.

Because tenant incones and contribution rates--as well as
average rents--differ by type of household, long-term Section 8
costs will be affected by the nmx of households served. A the
present time, the Section 8 existing housing programis heavily

9/ In determning annual adjusted incorme, a deduction of $300 is
allowed for each mnor. Deductions are also allowed for
medi cal expenses in excess of 25 percent of incone and for
certain unusual expenses.
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TABLE 3. AVERAGE |NCOME AND AVERAGE PERCENT CF | NCOME PAID IN

RENT FOR FIRST-TIME SECTION 8 TENANTS, JULY 1977
THROUGH DECEMBER 1977: BY HOUSEHOLD TYPE

Nonel der | y- Headed Househol ds

Fi ve
e Two Thr ee Four or More

Pr ogr am Person Persons Persons Persons Persons

Exi sting Housi ng

Aver age i ncone

(in dol Il ars) 2,988 3, 642 4, 237 4,776 5, 614

Aver age percent of

i ncone paid in
rent a/ 24.5 22.8 20.9 19.8 18.5

Proportion of new

tenants (in
per cent s) 13 17.5 16.2 9.9 9.4

Esti mated proportion

of FY 1978 subsi dy
commitments (in

percents) b/ 1.8 24.6 22.6 13.8 13.2

New Construction/ Substantial Rehabilitation

Aver age incore

(in doll ars) 5, 463 5, 009 5,712 6,101 6, 588

Aver age percent of

i ncome paid in
rent a/ 25.0 25.0 22.2 21.1 19.7

Proportion of new

tenants (in

percents) 3.7 14.0 10.7 7.0 4.4

Esti mat ed proportion

of FY 1978 subsi dy
comitnents (in
percents) b/ 3.9 14.8 11. 3 7.4 4.6

SOURCE HUD managenent information system report, Decenber 31,

1977.

Average percent of incone paid in rent for each type of
household is an estinmate derived from HID data; the average
for all households is taken directly from the HJUD report.
Al figures are expressed as a percent of unadjusted incore.

(Gont i nued)



TABLE 3. (Qonti nued)

B derl y- Headed Househol ds

Thr ee Five Al
e Two or Four or Mre House--
Program Person Persons Persons Persons Hol ds

Exi sting Housi ng

Aver age i nconme

(in doll ars) 3,074 4, 259 4,543 5, 408 3,938
Aver age percent of

incone paid in

rent a/ 25.0 21.7 22.3 20.7 22.0
Proportion of new :

tenants (in

per cent s) 33.2 8.3 2.9 12 100.0
Estinated proportion

of FY 1978 subsi dy

coomitrments (in

percents) b/ 17.5 4.4 15 0.6 100. 0

New Construction/ Substantial Rehabilitation

Aver age i ncone

(in doll ars) 3,407 5, 348 5, 287 5, 404 4, 476
Aver age percent of

i ncome paid in

rent a/ 25.0 21.1 24.2 23.0 23.5
Proportion of new

tenants (in

per cents) 50.2 8.4 1.2 0.4 100.0
Estinmated proportion

of FY 1978 subsi dy

coomitrments (in

percents) b/ 48.4 8.1 1.1 0.4 100.0

b/ The estinated distribution among households for fiscal year

- 1978 commitments is based on the split between elderly and
nonel derly units and the expected distribution of househol ds
by size within each age group.
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wei ghted toward nonelderly-headed househol ds. The new con-
struction/substantial rehabilitation program on the other
hand, is serving prinarily elderly households and snall fanilies
but is beginning to shift somewhat toward nore projects for
larger famlies. Cost estimates reported here assune that for
both the existing housing and new construction/substanti al
rehabilitation prograns, the fiscal year 1978 m x of commtments
between elderly and nonelderly households wll hold in fiscal
year 1980 as well. 10/

Increases in Rents and Tenant | ncones

The long-termcosts of Section 8 depend greatly on the rates
of increase in rents and tenant incones. The |arger the increase
in rents, the greater the long-term costs; the larger the in-
crease in tenant incomes, the greater the amount tenants pay
toward their own housi ng expenses, and, therefore, the |lower the
long-term costs. Athough it is not possible to predict the rate
by which either rents or incomes wll increase over periods as
long as 40 years, it is possible to calculate long-term program
costs under different assuned increases in rents and incomnes.

Five different sets of assunptions concerning future in-
creases in rents and tenant incones were enployed in preparing
the cost projections presented in this paper. For existing
housi ng commitrments nmade in fiscal year 1980, the first full year
of subsidy paynents is assumed to be fiscal year 1981. Rents in
the existing housing programare assumed to rise at the rate by
which gross rents are projected to increase market-w de, reflect-
ing both increases in the rents of already existing units and the
effect of nore expensive, newy built units on average narket
rents. In the case of the new construction/substantial rehabili-
tation program subsidy commtmrents entered into in fiscal year
1980 are not assurmed to result in fully occupied projects until
fiscal year 1983 because of the time needed to build and rent the
housi ng. During the construction period, rents renmain fixed at
the levels set in the assistance agreenent between HUID and the
proj ect sponsor, but the incone of potential tenants can be
expected to continue to increase. Following initial occupancy,

10/ A substantial shift in the tenant mx could alter long-term
pr ogr am cost s.
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the rents in newy built or substantially rehabilitated projects
are assuned to increase at the rate by which rent in already
occupied units are projected to grow--a slower rate of increase

than is assuned to apply to the Section 8 existing housing
pr ogram

The assunptions used cover a range of wunderlying inflation
rates fromless than 4 percent (Gase 1) to greater than 7 percent
(Case b5). The first three cases are based on increases in
housi ng expenses and household incones for different periods
in the past. Cases 4 and 5 are based on two projections of
future economc circumstances--one relatively optimstic and the
other quite pessimstic. The specific assunptions, described in
greater detail in the Appendi x, are as foll ows:

Case 1. The rate of increase in rents phases down between
now and fiscal year 1984 to an annual rate equiva-
lent to the anount by which gross rents grew from
1957 to 1977--an estinmated yearly increase of 3.8
percent market-wide and 3.1 percent in already
occupi ed units--well below the current rate of
i ncrease. Increases in tenant wage incone |evel
off by fiscal year 1984 at the rate by which the
average hourly wage grew between 1957 and 1977, or
5.3 percent per year; retirenment benefits and
public assistance paynents to tenants increase at
the annual rate by which the Consumer Price |ndex
(CP1) grew over that period, or 39 percent. 11/

Case 2. After a five-year phase-in, the econonic circum
stances of the 1962-1977 period prevail. Beginning
in fiscal year 1984, market-wi de rents increase at
an annual rate of 4.3 percent and rents in already
occupied units grow at 3.6 percent per year.
Starting in fiscal year 1984, tenant wage incone
increases at 5.9 percent annually; benefit

11/ In the past, increases in public assistance paynents have
not always kept pace with inflation. The assunption that
wel fare paynents will grow at the rate of increase in the
CPl nmay, therefore, overstate future tenant incones. | f
public assistance paynments increase nore slowy than the
CPl, average tenant incomes wll grow nmore slowy and

long-termprogramcosts will be greater.
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and wel fare payments grow by 4.7 percent a year,
the rate by which the CPI increased from 1962 to
1977.

Case 3. Rent increases slow down over the next five
years to an annual rate equivalent to the amount by
which gross rents rose between 1967 and 1977, an
annual increase of 5.6 percent narket-wide and 4.9
percent for already occupied units. The rate of
increase in tenant incone fromwages levels off by
fiscal year 1984 at 7.1 percent per year. I n-
creases in benefit and wel fare payments |evel off
at 6.1 percent annually--the average increase in
the CPl between 1967 and 1977.

Case 4. The rate of inflation in rents phases down over the
next five years to an annual increase of 6.9
percent narket-wde and 6.3 percent for already
occupi ed housing, consistent with CBO economc
projections for the period through fiscal year
1984. The rate of increase in tenant incone
fromwages levels off after five years at 7.5
percent per year--the projected rate of increase in
the average hourly wage for fiscal year 1984.
Benefit and welfare paynments increase by 6.1
percent per year--the projected rate of increase in
the CH.

Case 5. Beginning in fiscal year 1981, rents increase by
7.7 percent per year nmarket-w de and by 7.0 percent
annual ly for already occupied units, consistent
with the CBO economc projections for that year.
Beginning in fiscal year 1981, tenant wage income
increases at the projected annual rate of growth in
the average hourly wage for that year, 8.0 percent.
Benefit and wel fare paynents to tenants increase by
7.3 percent per year--the projected rate of growth
inthe CPl for fiscal year 1981.

I NDLRECT EXPENDI TURES

The Section 8 new construction/substantial rehabilitation
program involves indirect costs to the federal government in
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addition to the rental assistance paynents that are required
under the subsidy contracts. I ndirect expenditures include
nortgage-interest subsidies for privately financed projects and
f oregone revenues fromtax-exenpt bonds used to pay the devel op-
ment costs of publicly financed projects. Owers of Section 8
projects also enjoy favorable tax treatnments not available to
persons owni ng unsubsi di zed housi ng.

Mor t gage- | nt erest Subsi di es for
Privately Financed Projects

Many privately sponsored Section 8 new construction/ subst an-
tial rehabilitation projects are financed through reduced-
interest federally insured nortgages that are witten by private
lenders and sold to the Governnent National Mortgage Association
(GNMA) --an agency of HUD--which then resells the loans as narket-
rate-yield investnments. Under this arrangenent, GNVA absorbs the
difference in interest rates as a financing subsidy, wth the
full cost borne by GNVA at the time that the nortgage is sold.
Because this tandem financing assistance is funded through the
G\VA Speci al Assi stance Functions Fund, which al so supports other
types of nortgage assistance, the nortgage-subsidy costs directly
attributable to the Section 8 programare not clearly identified
in all budget docunents.

The cost estimates presented here assune that one-half of
the 20-year Section 8 new construction and substantial rehabili-
tation assistance comitnents made in fiscal year 1980 will
enpl oy tandem financing. The interest rate on the tandem
assisted nortgages is assumed to be 7.5 percent and the cost to
GNVA of increasing the yield to that of a market rate investnent
is assuned to be 14 percent of the value of the nortgage. 12/

Tax Expendi t ur es

Many Section 8 new construction and substantial rehabilita-
tion projects--including all those sponsored by state housing
finance agencies--are financed by state or |ocal housing devel op-
ment bonds. Because the interest paid to the purchasers of such
bonds is exenpt fromfederal taxation, the interest rate nmay be

12/ This is consistent with GNMA"s recent experience.
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set at a lower level than the prevailing rate for taxabl e invest-
ments. This reduces the financing costs that nmust be carried in
the project rents. However, the tax exenption also results in a
revenue loss that represents a significant conponent of the total
cost of the Section 8 programto the federal governnent. The
cost projections presented here assume that purchasers of tax-
exenpt bonds would otherwise have bought taxable investnents
with average yields of tw percentage points greater than the
prevailing rate of inflation. The average marginal tax rate of
per sons purchasing the bonds is assuned to be 35 percent.

Owmners of newy built or substantially rehabilitated Section
8 housing projects receive certain favorable tax treatnents
that are not accorded to owners of unsubsidized rental housing.
Owers of all newy built rental housing (both subsidized and
unsubsi di zed) are permtted to depreciate the value of the units
for tax purposes at a 200 percent declining balance rate, result-
ing in greater tax losses in the early years of a project's life
than would occur for nonhousing investnents. Onners of newy
bui It subsidized projects, however, are subject to |ess stringent
rules regarding the eventual taxation of the excess depreciation
when the property is sold, providing an additional tax benefit.
Owmers of substantially rehabilitated subsidized projects are
allowed to wite off the entire rehabilitation expenses over
five years, considerably faster than would be perntted even
under the 200 percent declining balance depreciation method.
Buil ders of all subsidized housing projects also still enjoy the
full benefits of provisions that permt interest and property tax
paynents nmade during construction to be treated as current
busi ness expenses for federal tax purposes, rather than being
included in the cost of construction and witten off over the
life of the building. This substantial federal tax benefit,
which, until recently, has been available to the builders of all
new rental housing, is currently being phased down for unsubsi-
di zed housing and will begin to be phased down for subsidized
projects in 1982. 13/

The cost estimates appearing here consider the tax provi- '
sions that will be in effect when construction is begun on
Section 8 projects approved in fiscal year 1980. Onhly the

13/ For a nore conplete discussion of real estate tax shelters,
see (ongressional Budget COfice, Real Estate Tax Shelter
Subsidies and Direct Subsidy Alternatives (My 1977).
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difference in tax expenditures between subsidized and unsubsi-
di zed housing is counted as an expense attributable to the
Section 8 program 14/ The total federal tax expenditure asso-
ciated with Section 8 projects——including the benefits available
to all rental housing investnents as well as the benefits avail-
able only to subsidized housing——is several tines |arger.

PROIECTED QO5TS

The Existing Housing Program

The estimated long-term costs of Section 8 existing housing
subsidy conmitments made in fiscal year 1980 differ w dely,
depending on the assumed rates of increase in rents and tenant

i ncones (see Table 4. Under the five sets of assunptions
examned, total long-term costs range from $45,600 to $59, 000
per housing unit. For the five scenarios, projected costs

are from $600 |less than the anmount of budget authority avail-
able to $12,800, or 28 percent, more than the amount of funds
reserved. 15/ Even for the nost pessimstic case, the anmount of
budget authority provided will be adequate to pay the subsidy
costs for 12 of the 15 years. Under current funding procedures,
the anount of budget authority reserved when a subsidy conm tment
is made does not depend on assuned future econonic and pro-
grammatic conditions.

Because the long-term costs of the Section 8 existing
housi ng program include the effect of 15 years of price in-
creases, expense figures for this program are not directly

14/ The cost estimates do not include the tax expenditure

" resulting from the five-year wite-off of substantial
rehabilitation expenses, over and above the effect of the
200 percent declining bal ance depreciation.

15/ The budget authority set-asides appearing in this paper do
not agree with the estimated per-unit cost figures presented
in the 1980 HUD budget request, because the Adm nistration
has assuned a lower rate of inflation between fiscal years
1978 (when the latest actual program cost data are avail -
able) and 1980. Also, HUID has assumed that the rate of
increase in per-unit costs wll be slowed by a nunber of
program changes now under considerati on.
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TABLE 4. BUDCET AUTHOR TY AVAI LABLE AND PRQIECTED LONG TERM OCST
PER UINT FCR SECTION 8 EX STI NG HOUSI NG SUBSI DY GOMW T-
MENTS ENTERED INTO IN FI SCAL YEAR 1980 UNDER VAR QUS
ASSUWTIONS REGARDING FUTURE | NCREASES |N RENTS AND
TENANT | NCOMES: | N DOLLARS

D fference Between

Avai | abl e Proj ect ed Avai | abl e Budget
Budget Long-Term Authority and Projec-
Assumption a/ Authority b/ Cost ¢/ ted Long-Term Cost d/

Case 1 (3.9percent
i nflation) 46, 200 45, 600 + 600

Case 2 (4.7 percent
inflation) 46,200 46, 400 - 200

Case 3 (6.1 percent
i nflation) 46, 200 49, 300 - 3,100

Case 4 (6.1 percent
i nflation) 46, 200 55, 500 - 9 300

Case 5 (7.3 percent
inflation) 46,200 59, 000 - 12,800

SOURCE: (OBO estinates.

a/ See text and Appendix for a description of the assunptions
used.

b/ Available budget authority is calculated using procedures
currently applied by HD

¢/ The cost projections include a $275 per-unit initial adm ni-
strative fee paid by HD to the local agency and an ongoi ng
fee for each unit under lease equal to 85 percent per nonth
of the fair market rent of a two-bedroomunit.

d/ + = Excess budget authority
- = Insufficient budget authority
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conparable with the annual expenditures that appear in federal
budget docunents for prograns that are not advance funded.
One neans of expressing housing assistance program costs in
terns that are nore directly conparable to those for annually
funded prograns is to translate the nultiyear costs into average
annual constant dollar expenses. Wen expressed in terns of the
average annual constant dollar expenditures, the difference in
costs across different future conditions is greatly dinmnished
(see Table 5). Wereas the average annual federal expenditure
for each additional Section 8 existing housing commtnent to be
made in fiscal year 1980 ranges from $3,040 to $3,930 under the
five sets of assunptions considered, the average annual constant
dollar cost of those commtments (in ternms of fiscal year 1980
dollars) ranges from only $1,980 to $2,170 per wunit. In each
case, the constant dollar cost is less than the average amount of
budget authority avail able per year--~the figure that is now
commonly considered to represent the average annual "real" cost
of Section 8.

The New Construction/Substantial Rehabilitation Program

The long-term direct subsidy costs of Section 8 new con-
struction/substantial rehabilitation conmtnents also vary
greatly with future program conditions and, in nost instances,
exceed the anount of budget authority available (see Table 6).
Costs are especially variable for the |engthiest subsidy commt-
nments. The long-termdirect subsidy costs of 20-year commtnments
expected to be entered into in fiscal year 1980 range from
approximately $94,700 to $151,800 per unit, for the five cases
consi der ed. This ranges from $7,200 less than the anmount of
avai l abl e budget authority available to nearly $50,000 nore than
the anount of funds provided. For 30-year commtnents, direct
subsidy costs vary from about $161,200 to $343,400, or up
to $190,000 nore than the armount of budget authority avail able.
For 40-year conmmtnents, long-term costs range from $161,200 to
$343,400, or up to nmore than 3 times the anpbunt of budget
authority avail abl e.
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TABLE 5.

AVERAGE BUDCGET AUTHOR TY AVAI LABLE PER YEAR AND PRAOIEG

TED AVERAGE ANNUAL CC5T PER UNT FOR SECTICN 8 EX STING
HOUS NG SUBS DY COM TMENTS ENTERED INTO IN FI SCAL YEAR
1980 UNDER VAR QUS ASSUWTI ONS REGARDI NG FUTURE | N

CREASES IN RENTS AND TENANT | NOOMES:

IN CURRENT AND

GONSTANT  DALLARS

Aver age Anount Aver age Aver age Annual
of Budget Annual Subsidy in
Authority Avail- Subsidy Gonstant  (FY
Assunption a/ abl e Per Year Cost b/ 1980) Dollars b/
Case 1 (3.9 percent
inflation) 3,080 3,040 2, 050
Case 2 (4.7 percent
inflation) 3, 080 3, 090 2, 000
Case 3 (6.1 percent
inflation) 3,080 3,310 1,980
Case 4 (6.1 percent
i nflation) 3, 080 3, 700 2,170
Case 5 (7.3 percent
infl ation) 3,080 3,930 2,130

SOURCE: (CBO estimates.

a/ See text
used.

annual

and Appendi x for

a description of the assunptions

b/ Projected costs include the yearly share of the $275 per unit
start-up fee paid to the
first year of each subsidy commtment as well

adnmnistrative fee.

| ocal in the

as the ongoi ng

adnmini stering agency
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TABLE 6. BUDGET AUTHORITY AVAI LABLE AND PRQIECTED LONG TERM D RECT
SUBSIDY COST PER UNIT FOR SECTION 8 NEW CONSTRUCTION/
SUBSTANTI AL REHABI LI TATI ON  SUBSI DY COVM TMENTS ENTERED
INTO IN FISCAL YEAR 1980 UNDER VAR QUS ASSUMPTI ONS REGARD NG

FUTURE | NCREASES |IN DEVELOPMENT QCSTS, RENTS, AND TENANT
INOOMES:  |N DOLLARS a/
Projected D fference Between
Long- Term Avai |l abl e Budget
Length of Available D rect Aut hority and Pro-
Commi t nent Budget Subsidy jected Long-Term
Assunption b/  (in years) Authority Cost Direct Subsidy Cost c/
Case 1 20 101, 900 94, 700 + 7,200
(39 percent 30 152, 900 161, 200 - 8,300
i nflation) 40 203, 900 242, 600 - 38,700
Case 2 20 101, 900 98, 300 + 3,600
(47 percent 30 152, 900 170, 400 - 17,500
inflation) 40 203, 900 260, 400 - 56,500
Case 3 20 101, 900 114, 300 - 12,400
(6.1percent 30 152, 900 214, 300 - 61, 400
inflation) 40 203, 900 356, 000 -152, 100
Case 4 20 101, 900 142, 000 - 40, 100
(6.1percent 30 152, 900 308, 600 - 155, 700
i nfl ation) 40 203, 900 610, 900 - 407, 000
Case 5 20 101, 900 151, 800 - 49,900
(7.3 percent 30 152, 900 343, 400 - 190, 500
i nflation) 40 203, 900 710, 300 - 506, 400

SOURCE: (CBO estinates.

a/ Costs include only those
assi stance contract

with the project

i ncurred through the annual housing
sponsor. Avai | abl e budget

authority is calculated using procedures currently applied by

HUD.

b/ See text and Appendix for description of assunptions used.

¢/ + = Excess budget

authority; -
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The average annual cost to the federal governnment of fiscal
year 1980 Section 8 new construction/substantial rehabilitation
assi stance agreements——including both direct outlays under the
assistance contract and indirect financing subsidies and tax
expenditures——ranges from $4,890 to $18,920 per unit for the
five cases considered (see Table 7). Expressed in constant
dollars, total costs range from $2,490 to $3,480 per unit. As
with the Section 8 existing housing program constant dollar
costs differ little with the future economc and progranmatic

circunstances and also vary little with the Iength of the subsidy
commitments,
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TABLE 7, AVERAGE BUDGET AUTHCRI TY AVAI LABLE PER YEAR AND PRQIECTED AVERAGE ANNUAL COST PER UINT FOR
SECTION 8 NEW CONSTRUCTION/SUBSTANTIAL REHABILITATION SUBSIDY OOMM TMENTS ENTERED INTO IN
FI SCAL YEAR 1980, UNDER VAR QUS ASSUWPTI ONS REGARD NG FUTURE | NCREASES | N DEVELCPMENT QCOSTS,
RENTS, AND TENANT INCOMES: | N CURRENT AND CONSTANT DCLLARS '

= 6L~ O els-I¥

Aver age Amount Direct Subsidy Cost Ohly b/ Total Gost b/
Lengt h of of Budget Aver age Aver age
Comitrment Authority Avail- Annual Cost in Constant Annual Cost in Constant
Assunpti on _:3/ (in years) able Per Year Cost (FYy 1980) Dollars Cost (Fy 1980) Dollars

Case 1 20 5, 100 4, 740 2, 690 4, 890 2,820
(39 percent 30 5, 100 5, 370 2,510 5,770 2,710
inflation) 40 5, 100 6, 070 2,330 6, 820 2, 660
Case 2 20 5, 100 4, 920 2, 600 5, 070 2,720
(47 percent 30 5,100 5, 680 2,370 6, 120 2,580
i nflation) 40 5, 100 6, 510 2,160 7, 360 2, 490
Case 3 20 5, 100 5,710 2, 620 5, 860 2,740
(6.1 percent 30 5, 100 7,140 2,380 7,670 2, 590
i nflation) 40 5, 100 8, 900 2,160 9, 910 2,490
Case 4 20 5, 100 7,100 3,130 7, 250 3, 250
(6.1 percent 30 5, 100 10, 288 3, 140 10, 810 3, 350
inflation) 40 5, 100 15, 270 3, 140 16, 290 3,480
Case 5 20 5,100 7, 590 2,930 7, 740 3, 050
(7.3 percent 30 5, 100 11, 450 2, 860 12, 050 - 3,070
i nflation) 40 5, 100 17, 760 2,790 18, 920 3,110

SAURCE: CBO esti nates.
_a_/ See text and Appendi x for a description of the assunptions used.

_b/ Direct subsidy costs are those incurred through the annual housing assistance contract with the
project sponsor. Total costs include indirect financing subsidies (except interest subsidies paid
by the Farners Hone Adm nistration on FmHA-sponsored projects) and tax expenditures. Qne-half of
all 20-year assistance agreements are assumed to carry GNMA tandem nortgage assistance. e- hal f
of the 30-year agreenents and all of the 40-year contracts are assuned to be financed through
t ax- exenpt bonds. It is assunmed that 75 percent of all project owers (other than the not-for-
profit sponsors of Section 202 projects) will avail thenselves of the special tax treatnents
af forded to subsidized housing.






CHAPTER |11, LONG TERM GC5TS GF THE PUBLI C HOUSI NG PROGRAM

The public housing program was authorized in 1937 and
served as the federal government's prinmary |ower-incone rental
assistance program for nearly 30 years thereafter. As other
prograns have been i npl enented, public housing has remai ned
heavily utilized and currently assists nore househol ds than
any other single program As of Cctober 1978, approximately 1.1
mllion households were living in public housing. Another 56,000
subsidy commtnents are expected to be nade in fiscal year 1979
and funds have been requested to finance 50,000 nore conmmtnents
in 1980.

Under the public housing program HJUD pays all debt service
expenses——-including devel opnment and financing costs——and a share
of the ongoing operating expenses for rental housing that is
owned by state and local public housing agencies (PHAs) and
leased to lower-incone famlies and individuals at reduced
charges. 1/ An anount of budget authority assumed to be suffi-
cient to pay the debt-service cost is reserved at the tinme that a
new subsidy commtnent is made. Funds to pay annual operating
subsidies, on the other hand, are appropriated in the year in
which the noney is to be spent. The full direct subsidy costs of
public housing coonmtments are, therefore, not apparent in the
budget at the tine that assistance commtnents are nmade. Public
housing al so entails substantial tax expenditures that arise from
the tax-exenpt bonds and notes that are issued to finance new
projects.

1/ Public housing projects may be newy built or substantially
rehabilitated or may be previously existing, standard units
purchased for use as public housing. The cost estimates
presented in this paper consider only the new construction
and acquisition-with-rehabilitation prograns, which account
for the vast majority of all recent public housing subsidy
coomtnents and are expected to account for all new comit-
ments in the future. The cost estinmates appearing here
pertain only to the conventional |owrent public housing
program and do not consider Indian housing that is devel oped
and financed under different procedures.
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This chapter describes the procedures currently used to fund
public housing, presents projections of the long-term costs of
public housing subsidy commitnments nade in fiscal year 1980, and
conpares estimated long-term outlays with the level of funding
provided at the outset. Both direct and indirect: costs are
examined,

THE NATURE CF D RECT BEXPEND TURES AND
CURRENT FUNDI NG PROCEDURES

For each new unit of public housing provided, the total
direct federal expenditure is the sum of the debt-service
payments and the annual operating subsidies.

Debt - Servi ce Paynent s

Public housing projects are financed through tax-exenpt
bonds and notes issued by the PHAs that develop and own the
housi ng. For each subsidy conm tnent nade, HJUD reserves an
anmount of budget authority assumed to be sufficient to retire the
bonds and notes through 40 yearly paynents of equal armounts. The
eventual federal expenditure required to pay the debt service
cost will depend on the per-unit devel opment cost and the terns
on the bonds and notes issued to finance devel oprent.

ce construction is conpleted and the financing terns
are set, the yearly capital subsidy is known and wll be fixed
for the life of the assistance commitrment. A nunber of process-
ing stages occur, however, between the initial assistance commt-
ment and the point at which the eventual debt-service cost
becomes known. The anount of budget authority reserved when
HD nmakes a prelimnary commitnent to fund an additional wunit
of public housing is based on prototype construction expenses
established by HUD for each nmarket area, wth financing costs
assunmed to be those associated with a 40-year nortgage bearing
a 6.625 percent annual rate of interest. After initial project
approval, the PHA subnmits a conplete devel opnent plan with
specific cost estinmates based on proposed project character-
i stics. This devel opment plan becones the basis for an annual
contributions contract (AQD between HUD and the local agency.
Costs agreed to in the ACC may differ from the amount estimated
at the funds-reservation stage. The ACC is also subject to
amendment after construction is conpleted and the final devel op-
ment cost becones known.
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Annual Operati ng Subsi di es

Annual operating subsidies for PHAs npanagi ng public housing
projects are calculated on a yearly basis, and funds to pay
the subsidies are appropriated in the year in which the expenses
are expected to be incurred. The annual subsidy paynent for
each PHA is determined by a conplex set of formulae referred tO
as the performance funding system (FFS. The PFS establishes an
al l owabl e operating expense |evel for each agency, based on
characteristics of the agency's projects, and then separately
estimates expected utility costs, rent receipts, and nonrental
project incone for each PHA Anticipated project income (rent
receipts and nonrental income) is subtracted from the total of
the allowabl e expenses and utility costs to arrive at the subsidy
amount,

For each additional unit of public housing, the total
operating subsidy requirenment over an extended period of tine
will depend on the initial allowable expense l|evel; initial
utility costs; the income of the first tenants, the share of
their income that they contribute toward rent, and any non-
rental incone that the agency can expect to receive; and the
rates of increase in allowable operating expenses, utility costs,
tenant incones, and nonrental project incone.

THE DETERM NANTS CF D RECT SUBS DY QOCSTS

Debt - Servi ce Costs

For projecting the debt-service costs of future public
housi ng subsidy commitments, data are available on initial
assistance commitnents nmade through fiscal year 1978. The
average total devel opnent cost for commitnents made in that
year was $40,330 per unit; devel opnment costs for different
sized units can be estinmated (see Table 8. These figures,
adjusted to reflect subsequent cost increases, serve as the
basis for estimating the devel opnent costs of subsidy commt-

ments expected to be entered into in fiscal year 1980. In
calculating the corresponding debt-service costs, it has been
assuned that all projects wll be financed by neans of 40-year,
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self-liquidating bonds bearing annual interest rates of 6
percent. 2/

TABLE 8. ESTI MATED AVERAGE DEVELCPMENT OCST PER N T FCR Fl SCAL

YEAR 1978 PUBLI C HOUSING SUBSIDY COMM TMENTS BY SIZE CF
UNT: |IN DOLLARS a/

Nunber of Bedroonms b/ Average,
Four or Al l
Zero e Two Thr ee Mor e Units
Esti mat ed
Devel opnent
Cost 26,236 30,037 36,541 47,028 51,998 40, 330

SORCE  Derived from HD managenent infornation report.

Figures are for prelimnary project approvals. Al figures
exclude subsidy commtnments nade under the Indian housing
pr ogr am

Aver age devel opment cost for all units is derived directly
fron HD report. Costs for units with different nunbers
of bedroons are estimates, based on the ratios of naxi num
perm ssible nortgage anmounts for different sized units in
HUD nul tifam |y nortgage insurance prograns.

Until 1974, all new public housing projects were financed
through the issuance of long-termbonds. In that year, HUD
placed a ceiling of 6 percent on the interest rate that
coul d be paid on such bonds, and since then no new | ong-term
bonds have been issued. For public housing devel oped since
1974, local agencies have been financing their projects
through short-term 3- to 12-nonth bonds and notes, wth new
bonds and notes issued as each set becomes due. It is HUD's
expectation that long-term financing wll eventually be
achieved for these projects and that at sone tine in the
future new public housing subsidy comitnments will be
financed from the outset by long-term instrunents.
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Initial Qperating Subsidy Costs

For estimating initial operating subsidy costs, the |atest
available data are from fiscal year 1978.  The average annual
subsidy expected to be paid during that year was approxinately
$617 for each unit available for occupancy. 3/ This reflects
annual total PHA expenses of $1,493 per unit, including allowable
operating expenses of $1,001 4/ and utility costs paid by the
agency equal to about $492. 5/ These costs are offset by project
incone equal to about $876 per wunit, including $803 from rent
payments and $70 from nonrental PHA income. S nce each agency's
subsidy is based on the characteristics of all of its projects
taken together, new units wll affect the subsidy paynents for
all of the existing projects owied by the agency devel oping the
new housing. In nmost cases, the effect of the newunits wll be
to reduce slightly the subsidies paid to existing projects,
because the new housing wll lower the average age of a PHA's

3/ Figures are for those PHAs receiving subsidies under the
performance funding system (PFS. The nunbers do not
reflect the expenses and incone of PHAs whose subsidies are
calcul ated separately from the PFS allocation process
(Maska, Quam Puerto Rico, and the Virgin Islands public
housi ng agenci es).

4/ Includes allowable operating expenses set by the PFS and
- estimated expenses for independent public audits and for
other fully-funded expenditures.

5/ UWility costs paid directly by the tenants--estimated to be
about $88 per unit per year in fiscal year 1978--appear as
neither expenses for the agency nor as receipts from ten-
ants. These direct tenant utility paynents |ower total
project income because they reduce the amount that tenants
pay to the PHA
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projects--one of the factors used to establish the agency's
al | onabl e expense level. 6/

Uility expenses, rent receipts, and nonrental project in-
come for the new units are assuned to be identical to those
values for the existing public housing stock. Tenants in the new
units are assunmed to have average incones identical to people
currently living in public housing and to pay simlar shares of
their incone toward their own housing expenses. 7/ The average
annual famly incone, before adjustnents, of households recerti-
fied for continued occupancy in public housing between Cctober
1976 and Septenber 1977 was $4,656 (see Table 9. The average
contribution of tenants toward their own housing expenses was
slightly greater than 19 percent of unadjusted incone. The
m x between elderly and nonelderly projects for fiscal year 1978
commtments, which is very heavily weighted toward nonelderly
households, is assuned to hold for commtnents nade during fiscal
year 1980.

6/ For public housing conmtnents nade in fiscal year 1980, the
additional units are assunmed to resenble existing projects
in all characteristics, other than age, that affect an
agency's all owabl e expense |evel. N ne-tenths of all new
units are assumed to be distributed anmong existing agencies
in proportion to each PHA's current share of the total
public housing inventory;, the effect that these new units
have on the subsidies paid to existing projects is attribu-
ted to the new units alone. The renaining new units are as-
sumed to be built by agencies with no housing currently
under nanagenent.

7/ Maxinmum incone limts for tenants in public housing are set
at levels slightly below those that apply to the Section 8
program  The proportion of income that tenants pay toward
rent and utility costs is fixed by the individual public
housi ng agencies but cannot exceed 25 percent of adjusted
i ncone. The adjustnents to inconme, the mninmum rent pay-
ments, and the circunstances under which different rent
levels apply all differ between the Section 8 and public
housing prograns. These differences in rent rules result in
a lower tenant contribution rate in public housing.
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TABLE 9. AVERAGE INCOME AND AVERAGE PERCENT OF INCOME PAID IN RENT FCOR TENANTS RECERTI FI ED FOR CONTI NUED
CCCUPANCY IN PUBLIC HOUSI NG OCTCBER 1976 THROUGH SEPTEMBER 1977: BY HOUSEHOLD TYPE

Nonel derly Headed Househol ds El derly Headed Households
Five Thr ee Five

e Two Thr ee Four or More e Two or Four or Mre Al l

Person Persons Persons Persons Persons Person Persons Persons Per sons Househol ds
Aver age | ncone

(in dol |l ars) 3,579 4,318 4,985 5,808 6,836 2,829 4,491 5,569 6,839 4,656

Aver age Percent
of Incone Paid
in Rent g_/ 23.9 21.6 19.6 17.4 15.7 24.1 17.0 16.0 14.8 19.2
Proportion of all
Tenant s
(in percents) 3.4 9.9 12.3 111 19.3 31.0 8.5 2.9 1.6 100.0

Estimated Proportion
of all Fiscal Year -
1978 Subsidy GCom
mtrents (in
percents) b/ 50 14.5 18.0 16.2 28.3 12.6 3.5 1.2 0.7 100.0

SOURCE: HUD nanagenent information systemreport.

a/ Average percent of income paid in rent for each type of household is an estimate derived from HUD dat a.
The average for all households is taken directly fromthe managenment information system report.

b/ The estinated distribution anmong househol ds for fiscal year 1978 conmitnents is based on the split between
elderly and nonelderly units and the expected distribution of households by size within each age group.



Long- Term Qperating Subsidy Costs

perating subsidy paynments for new public housing units
will increase over time at rates dependent on the rates of
increase in allowable operating expenses, utility costs, and
project income (which, in turn, depends on the rate of change in
tenant incones). Under the performance funding system the
annual increase in allowable operating expenses for each agency
is fixed by HID and is based on changes in |ocal governnment wage
rates. Projected utility costs for each year are based on prior
consunption patterns and expected future utility rate schedul es.
Rental incone is projected annually by each agency based on the
latest actual rent collections, increased in accordance with a
HUD-provi ded factor to reflect expected growh in tenant incones.
Project incone from sources other than rent receipts is estinmated
separately by each agency.

The projected long-term costs of fiscal year 1980 public
housi ng subsidy conmtnents have been calculated under five
different sets of assunptions concerning increases in devel oprment
costs, operating expenses, utility costs, and tenant incomes. 8/
These assumptions——described in the Appendix--parallel the ones
used in calculating Section 8 costs. Public housing projects for
which initial commtments are made in fiscal year 1980 are
assuned to becone available for occupancy in fiscal year 1982 and
to be fully occupied in fiscal year 1983.

| ND RECT  EXPENDI TURES

Public housing entails indirect expenses for the federal
government in the formof foregone tax revenues fromthe interest
paid on bonds and notes issued to finance new projects. The tax
expenditures reported here assune that purchasers of tax-exenpt
bonds would otherwise have invested in taxable investnents wth
average interest yields of two percentage points greater than the
prevailing rate of inflation. The average marginal tax bracket
of purchasers of the bonde is assumed to be 35 percent.

8/ Al cost estimates assume that project income from sources
other than rent receipts wll remain a fixed percent of
al l onabl e operating expenses.
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PRQJIECTED QCBTS

Total Long- Term Expenditures

Less than one-half of the total |ong-term federal expendi-
ture for new public housing subsidy commtnents is funded at the
time that the commitnents are nade. For the five sets of
assunptions concerning future program conditions considered here,
debt - servi ce expenses--the only conponent of overall costs that
is funded in advance——account for between 27 and 49 percent of
total 40-year costs. From 36 to 60 percent of the eventual costs
will appear in the budget as annual appropriations for operating
subsidies, but are not provided for at the outset. Tax expendi -
tures account for between 13 and 15 percent of total costs.
These expenses do not appear as outlays in budget docunments and
are not specifically attributed to the public housing programin
listings of federal tax expenditures,

Under the five scenarios considered, the total of all
direct and indirect costs for new public housing subsidy commt-
nents entered into in fiscal year 1980 ranges from $268,400 to
$491,000 per unit over the 40 years followng initial project
occupancy (see Table 10). The debt-service paynents do not vary
with future econonic and programmatic circumstances, Qperating
subsidy costs and tax expenditures, on the other hand, are
sensitive to differences in long-term rates of increase in
housi ng expenses and tenant incones. Debt-service paynents total
$130,400 per wunit for each of the five cases. The 40-year
operating subsidy costs vary from $96,400 to $296,400 per wunit.
Tax expenditures range from $41,600 to $64, 200.

Average Annual Costs

Under the different assunptions considered, the average
annual cost, including both direct and indirect expenditures, for
each unit of public housing added to the current inventory ranges
from $6,710 to $12,280 over 40 years (see Table 11). Expressed
in terms of constant (fiscal year 1980) dollars, the average
annual cost ranges from $2,420 to $2,740 per unit.
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TABLE 10. LONG TERM QOSTS PER UINT FCOR PUBLIC HOUSI NG SUBSIDY
COMWM TMENTS ENTERED
VARI QUS ASSUWPTI ONS CONCERNI NG FUTURE
DEVELCPMENT COSTS, CPERATI NG EXPENSES, UTILITY QOOSTS,

I NTO

IN FISCAL YEAR 1980 WNDER
I NCREASES I N

AND TENANT INCOMES: |N DOLLARS a/
Debt - Qoer ati ng Tax
Servi ce Subsi dy Expendi - Tot al
Assunption b/ Cost Cost tures Cost
Case 1 (39 percent
inflation) 130, 400 96, 400 41, 600 268, 400
Case 2 (4.7 percent
inflation) 130,400 116, 000 46, 800 293, 200
Case 3 (6.1 percent
i nflation) 130, 400 201, 000 56, 100 387, 500
Case 4 (6.1 percent
i nfl ation) 130, 400 257, 400 56, 100 443, 900
Case 5 (7.3 percent
130,400 296, 400 64, 200 491, 000

i nflation)

3/ Costs are estimated for the 40 years fromthe tine that a
project is fully occupied.

b/ See Appendix for a description of the assunptions used.
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TABLE 11. PRQJECTED AVERAGE ANNUAL COST PER UNIT FOR PUBLIC
HOUSI NG SUBSI DY COWM TMENTS ENTERED INTO IN Fl SCAL
YEAR 1980 UNDER VAR QUS ASSUMPTIONS CCONCERNI NG FUTURE
| NCREASES | N DEVELOPMENT COSTS, OPERATING EXPENSES,
UTILITY COSTS, AND TENANT | NCOVES: IN CURRENT AND
OONSTANT DOLLARS a/
D rect Debt-Service and Total Direct and
perating Subsidy Costs Indirect Costs c/
Aver age Cost in Aver age Cost in
Annual Constant (FY Annual Gonstant  (FY
Assunption b/ Cost 1980) Dollars Cost 1980) Dol l ars
Case 1 (39 percent 5,670 2,270 6, 710 2,740
i nflation)
Case 2 (4.7 percent
inflation) 6, 160 2,120 7, 340 2,600
Case 3 (6.1 percent
inflation) 8, 280 2,050 9, 690 2,530
Case 4 (6.1 percent
inflation) 9, 700 2,250 11, 100 2,730
Case 5 (7.3 percent
i nflation) 10, 670 1,940 12, 280 2,420

_a_/ Costs are estimated for
is fully occupied.

proj ect

the 40 years from the tine that a

b/ See Appendix for a description of the assunptions used.
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GHAPTER | V. REASONS FCR OCST DI FFERENCES AND COMPARATI VE
PROGRAM CCBTS

The cost figures presented in the preceding chapters indi-
cate what the long-term federal expenditure would be for housing
assistance commtnments made in fiscal year 1980, if current
program conditions persist. Because the prograns differ with
respect to the incones of the tenants served, however, the
figures presented thus far do not indicate what the relative
costs of the various prograns would be if each served identical
househol ds. This chapter discusses the reasons for the differ-
ences in program costs and describes what the relative costs
would be of aiding the sane set of househol ds under each program

REASONS FCR QOBT DI FFERENCES

The principal reasons for the cost differences reported
in Chapters Il and IIl are:

o D fferences in tenant incones and in the shares of incone
that tenants pay in rent;

o Dfferences in the type of housing provided; and

o Differences in the subsidy nmechani sns used.

Dfferences in Tenant |ncones and Rent Paynents

Some of the cost differentials anmpbng rental assistance
prograns are the result of differences in tenant incones and
in the shares of income that they are required to pay toward
their housing expenses. Because tenant contributions offset
federal expenditures, and because all progranms tie tenant
paynents to their incomes, those prograns that serve higher-
incone persons or that require tenants to contribute a greater
-proportion of their incone in rent will be less costly to the
government,
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The Section 8 existing housing program is currently serving
the lowest-incone mx of tenants, with the Section 8 new con-
struction/substantial rehabilitation program serving persons wth
somewhat hi gher incomes, and the public housing program serving
the highest-income mx of tenants. For nost types of househol ds,
average tenant incomes in Section 8 new construction/substanti al
rehabilitation projects are actually greater than in public
housi ng, but since the elderly, who tend to have | ower incones,
conprise a larger proportion of all the tenants in newy built
Section 8 projects, the overall average tenant incone is |ower
than it is in public housing. The very low average income in
Section 8 existing housing reflects lower average incones for
most types of households as well. 1/

Tenants in public housing pay a smaller share of their gross
income toward rent than tenants in either Section 8 existing
housi ng or new construction/substantial rehabilitation projects.
This differential in the proportion of their inconmes that fam -
lies pay in rent=-~-ranging from 19.2 percent of gross incone
in public housing to 23.5 percent in Section 8 new construction/
substantial rehabilitation projects--increases the cost of public
housing relative to the cost of the Section 8 program  Some of
the difference in average tenant contribution rates between
public housing and the Section 8 programcan be accounted for by
differences in the mx of househol ds served. However, even if
the prograns were serving identical tenant popul ations, the
average contribution rate would be lower in public housing
because of differences in the rules used to define adjusted

1/ The very low average incone in the Section 8 existing housing
program also reflects, in part, the tendency of admnister-
ing agencies to choose tenants from their assisted housing
waiting lists. As those lists becone depel eted, the average
income of tenants in Section 8 existing housing nay increase.
Many of the currently occupied Section 8 new construction/
substantial rehabilitation projects were originally devel oped
by public agencies under other prograns and converted to
Section 8 use. As nore privately sponsored Section 8 new
construction/substantial rehabilitation projects becone
avai |l abl e for occupancy, selectivity on the part of |andl ords
may result in an increase in the average tenant incone. If
t hese changes occur, the cost of the Section 8 program woul d
be reduced sonewhat relative to the cost of public housing.
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income and in the proportion of adjusted incone that tenants
required to pay.

Dfferences in the Types of Housing

The differences in costs between the Section 8 existing
housing program and the new construction/substantial rehabili-
tation prograns are attributable primarily to the lower rental
costs of existing housing units. For subsidy commtnents nmade in
fiscal year 1980, starting Section 8 rents are likely to average
about $3,000 per year in existing housing and $5,000 in newy
built or substantially rehabilitated projects, making it twce as
costly at the outset to assist a typical |ower-income household
(one that pays about $1,000 per year toward its rent) in a newy
built unit as it is to aid the sane household in an existing
unit. The gap in annual subsidy costs may begin to close in the
years following initial occupancy as the newy built projects age
and their rents begin nore nearly to resenble rental charges in
nmodest existing units.

D fferences between the long-termcosts of the Section 8 new
construction/substantial rehabilitation program and public
housi ng may be accounted for, in part, by differences in devel op-
nment costs. If new housing is constructed in simlar |ocations
to serve simlar types of households, there is no reason to
believe that the particular program for which the housing is
built will appreciably affect the cost of construction. It is
possi bl e, however, that the absence of explicit devel opnent-cost
ceilings in the Section 8 program encourages the construction of
nore expensive projects than are built for public housing. The
existing variations in devel opment costs may also result from
differences in project locations or in the types of househol ds
served (whether snmall or large families).

D fferences in Subsidy Mechanisns

Sone of the difference in costs between the Section 8 new
construction/substantial rehabilitation program and public
housing is the result of differences in the procedures used
to finance the individual projects. Because the bonds and notes
issued to finance public housing projects are federally guaran-
teed, they may be offered at |ower average rates of interest than
the bonds used to finance sone of the Section 8 projects. The
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lower interest rates mean that the paynents nmade by the federal
governnent to retire the public housing debts will be |ower than
the debt-service conponent of Section 8 rents—-a cost also paid
by the government through annual rental assistance paynents.

Di fferences between the procedure used to nmake annual
rent adjustnments in Section 8 new construction/substanti al
rehabilitation projects and the method used to arrive at yearly
increases in allowable operating expenses for public housing al so
contribute to differences in |ong-term programcosts. A lowable
operating expenses in public housing are permtted to increase at
a rate equivalent to the increase in |ocal government wages two
years earlier; utility costs are permtted to rise at the rate by
which utility rate schedul es increase. By contrast, owners of
Section 8 new construction/substantial rehabilitation projects
are granted automatic annual increases meant to conpensate them
for increases in operating expenses and to keep their rents
roughly equivalent to those in conparable, unsubsidized housing.
In the past two years, HJD has used two very different methods
for determning the automatic rent increases. Last year, rents
in occupied Section 8 projects were allowed to rise at the same
rate by which rents in all occupied rental units increased. The
rent adjustnents granted for this year apply the percent increase
inrents for all occupied rental housing only to that portion of
the rent on a Section 8 unit that is attributable to operating
expenses——-not to exceed 45 percent of the total rent. The
procedure used to calculate the nobst recent automatic rent
adjustrments wll result in nuch smaller increases but nmay also
result in a large nunber of appeals from those owners for whom
the automatic adjustnment will not cover actual increases in
expenses.,

The tax preferences that are available to owners of subsi-
dized rental projects increase the costs of the Section 8 new
construction/substantial program but do not apply to public
housi ng. Al so, because local housing authorities do not pay
property taxes on their public housing projects, but instead,
make "payments in lieu of taxes" that are generally |lower, the
expense of managing public housing is reduced relative to the
cost of operating conparable privately owed projects.
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COVPARATI VE PROGRAM QO5TS

Among current rental assistance prograns, the Section 8
exi sting housing programis the least costly to the federal
governnent; of the two new construction prograns, public housing
is less costly than Section 8. The average annual cost (in
constant fiscal year 1980 dollars) of serving a mx of tenants
simlar to that called for in the |atest housing assistance
pl ans, with average incones conparable to those of persons
currently living in newly built Section 8 projects, ranges
from $1,560 to $1,750 per unit for the Section 8 existing
housi ng program depending on the rates of increase in rents and
tenant incones (see Table 12). The average annual constant
dollar cost, including both direct and indirect expenditures, of
assisting the same households ranges from $2,200 to $2,530 for
public housing and from $2,490 to $3,510 for the Section 8 new
construction/substantial rehabilitation program

Depending on the specific set of assunptions nmade concerning
future increases in housing expenses and tenant incones, the
Section 8 existing housing programis from?22 to 35 percent |ess
costly than public housing and from 36 to 50 percent |less costly
than the Section 8 new construction/substantial rehabilitation
program Because different factors affect the long-termcosts of
the various programs—--marketwide rent increases in the case of
the Section 8 existing housing program increases in the rents
of already occupied units for the Section 8 new construction/
substantial rehabilitation program and growh in operating
expenses and utility costs for public housing-—-the rati os anong
the costs of the different progranms vary from one case to
anot her, depending on the ratios anong these factors. In every
i nstance, however, the Section 8 existing housing programis the
| east expensive and the Section 8 new construction/substanti al
rehabilitation programis the nmost costly.

The | ower cost of the Section 8 existing housing program can
be accounted for primarily by the differences in rents between
existing and newy built housing. Dfferences in costs between
public housing and the Section 8 new construction/substantial
rehabilitation programare caused, in part, by differences in the
subsi dy nechani sns, as discussed earlier, and may also reflect
differences in the quality of the housing or the level of ser-
vices provided to the tenants. The differences in costs between
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TABLE 12. PRQIECTED AVERAGE ANNUAL OO8T PER UNT FOR FISCAL YEAR 1980 SECTICN 8 AND PUBLI C HOUSI NG
SUBSI DY OGOMM TMENTS ASSUM NG | DENTI CAL  TENANT | NCOMES: CONSTANT FI SCAL YEAR 1980 DCLLARS a/

Future Increases in Housing Expenses and Tenant |ncomes b/

Length of Case 1 Case 2 Case 3 Case 4 Case 5

Conmi t ment (39 percent (4.7 percent (6.1 percent (6.1 percent (7.3 percent
Program (in years) i nflation) i nflation) i nflation) inflation) inflation)
Section 8 Existing :
Housi ng 15 1,640 1,590 1,560 1,750 1,710
Section 8 New Con- 20 2,850 2,750 2,770 3,300 3,110
structi on/ Subst anti al 30 2,720 2,590 2,610 3,390 3,120
Rehabi | i tati on 40 2,660 2,490 2,500 3,510 3,160
Publ i ¢ Housi ng 40 2,530 2,380 2,320 2,520 2,200

SOURCE: (CBO estinates.

a/ Projected costs include both direct subsidy costs and indirect financing subsidies and tax expen-
ditures, as applicable. Assumed average tenant incones for each program are based on the incones

of present Section 8 new construction/substantial rehabilitation tenants. The assuned tenant
mx for each program is 63 percent nonelderly-headed households and 37 percent elderly-headed
households.

b/  See Appendix for a description of the assunptions.



public housing and both the Section 8 progranms are also, in
part, the result of differences in rent rules that permt
public housing tenants to count less of their inconmes in deter-
mning their nonthly housing paynents. If public housing tenants
were charged the sane anobunt for rent that tenants in Section 8
housing are required to pay, the average annual constant dollar
cost of public housing woul d decrease by about 4 percent. Public
housing would, however, renain nore costly than the Section 8
exi sting housing program and |ess expensive than the Section 8
new construction/substantial rehabilitation program
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CHAPTER V. ALTERNATI VE BUDCGETARY TREATMENTS FOR
HOUSI NG ASSI STANCE PROGRAVG

At the outset of this paper, tw issues were identified
regarding the budgetary treatnment of |ower-incone rental

assi stance prograns. The first concerned whether or not the
procedures currently used to project |ong-term budget authority
requirenments accurately reflect probable program costs. The

second concerned what the total direct and indirect costs of the
various prograns are, and how total costs could be presented in
the budget to make them directly conparable across housing
prograns and nore nearly conparable with the costs of nonhousing
prograns that are not funded in advance. This chapter offers
alternative procedures for projecting |long-term budget authority
requi rements and for describing the total direct and indirect
costs of assisted housing prograns. __1_/

PROQIECTI NG LONG TERM BUDCET AUTHCRI TY REQU REMENTS

The Section 8 Program

Al though the long-termdirect subsidy costs of the Section 8
program depend on nunerous factors—-the duration of the commt-
ments made, initial rents, initial tenant inconmes and the share
of their incone that they pay toward rent, and the rates by which
rents and tenant incones increase over time—-the procedure used
to estimate budget authority requirements considers only the
length of the commtnents and the starting rent |[evels. The
anal ysis presented in Chapter Il indicates that the current
procedure may seriously understate actual spending needs, par-
ticularly for the |engthier subsidy conmtnents.

1/ The alternatives presented here are concerned only wth
estimating and describing long-term program costs. Thi s
paper does not address the broader issue of whether housing
assistance prograns should continue to be advance funded
and, if so, how the long-term costs should be financed.
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As an alternative to the current procedure for estimating
the budget authority requirenments of Section 8 assistance, com
mitments, the Congress could direct that, in the future calcy—
|ations be based on an analysis that explicitly takes Nte
account all of the factors that can affect actual costs. HUD
could be required to state in its budget requests not only the
assuned duration of commitnents and the expected starting rent
levels (as they do now, but also the anticipated incomes of
Section 8 tenants, the shares of their incomes that they are
expected to pay in rent, and the rates by which rents and incomes
are assuned to change over tine. |If the Congress chose, it could
enploy a different set of assunptions in determning the anmount
of budget authority to be provided to support new subsidy commt-
ments and could require that HUID use the alternative assunptions
in deternmining the anount of budget authority reserved for each
commitment. Depending on the assunptions chosen by the Congress,
this could result in either an increase or a decrease in the
nunber of subsidy commitments that could be nade.

Under such a scherme, the Congress could be certain that,
if specific conditions held in the future, the amount of budget
authority set aside for each housing unit would be sufficient to
cover long-term costs. Also, if the assunptions made at the
outset of each commtment proved to be accurate, there would be
less need to use funds provided for the purpose of making new
commtments to anend earlier assistance agreenments, instead. 2/

Publ i ¢ Housi ng

Because only the debt-service costs are advance funded,
there is less uncertainty concerning the adequacy of the anount
of budget authority reserved to finance new subsidy commtnents
for public housing. However, because one of the principal
expenses of public housing--annual operating subsidies--is
financed through annual appropriations rather than in advance,
the total long-term direct subsidy cost of each additional
unit of public housing is necessarily understated at the tinme
that the assistance commtment is nade.

2/ O all the budget authority obligated under the Section 8
program in fiscal year 1978, fully 14 percent was used for
cost amendnments to contracts entered into in earlier years.
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As an alternative to the current budgetary treatnment of
public housing, the Congress could require that subsequent
HUD budget requests include estinmates of the eventual operating
subsi dy expense expected to be incurred for each additional
assi stance conmitnent, wth the assunptions underlying the
estimate made explicit. Including estimates of long-term
operating subsidy expenses in the budget would reveal nore
clearly the full costs, in terns of direct expenditures, of
public housing assistance conmitnents.

DESCRI BI NG TOTAL PROGRAM CCBTS

In addition to requiring that budget proposals include
estimates of the long-termdirect subsidy costs of new assistance
commitments based on an explicit consideration of all the factors
that will affect actual expenditures, the Congress could require
that future budget docunments provide estinmates of the total of
all direct and indirect costs for new subsidy conmtnents.
Estimates of total program costs, including indirect financing
subsidies and foregone revenues as well as direct subsidy expen-
ditures, could be expressed in ternms of average annual constant
dol lar expenses over the lives of the assistance commtnents, so
that the long-termeffects of inflation would be largely factored
out . Such estimates would be nore conprehensive than any
figures currently appearing in the budget and would be nore
directly conparable across different housing prograns. Esti mat es
of average annual constant dollar costs would also be nore
directly conparable wth the annual budget requests for non-
housi ng prograns that are not advance funded.
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GHAPTER M . CPTIONS FOR REDUA NG PROGRAM CCBTS

There are three approaches that the Congress may wish to
consider in addressing the funding inadequacies for housing
assistance prograns that may result from current budgetary
practices:

o Continue current funding practices, with an understandi ng
that additional budget authority may be required in
future appropriations to fund insufficiencies from
earlier years.

0 GChange the present funding procedures, as described in
Chapter V, to provide nore budget authority when assist-
ance commitnents are first made, thereby reducing the
li kelihood of a shortfall.

0 Reduce the costs of the prograns thensel ves.

This chapter describes a nunber of options for reducing the
long-term costs of housing assistance prograrns. Sone options
apply to all prograns while others pertain to specific ones.
There are potential disadvantages associated with each of the
options.

REDUCI NG OVERALL HQUSI NG ASSI STANCE QCOBTS

Options for reducing the costs of all current housing
assi stance prograns incl ude:

0 Increase the reliance on existing housing;

0 Increase the share of income that tenants are required
to pay inrent; and

o Ater the nmx of tenants to serve persons w th higher
i ncones.
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Increase the Reliance on Existing Housing

Because of the substantial difference in rents between
new and existing housing, housing assistance costs could be
reduced appreciably by directing a larger share of all housing

aid to prograns that make use of the existing rental stock. In
recent years, however, the trend has been towards |ess, rather
than nore, existing housing assistance. In fiscal year 1977,

the Section 8 existing housing program and the purchase of
existing, standard units for use as public housing accounted for
48 percent of all new subsidy commtnents. During the next year,
the rate dropped to 45 percent. HUD's original budget subm ssion
for fiscal year 1979 <called for 41 percent of the additional
commtrments to be nmade through the Section 8 existing housing
program and for no further direct purchases of existing standard
units for public housing. The nost recent operating plan for
fiscal year 1979 and the HUD budget subm ssion for 1980 call for
34 percent of all commtnents to be for Section 8 existing
housing. 1/ By shifting the enphasis from new construction to
exi sting housing, nore persons could be assisted at a |ower total
cost to the federal governnent. Because of the shorter |lead tine
needed to |ease existing units, however, a nove toward nore
exi sting housing assistance would actually increase federal
outlays for the first few years after the commitnents are nade.

Al though increasing the reliance on existing housing assist-
ance would reduce long-term costs, it mght also dinnish the
effect of housing assistance prograns on the supply of decent
housi ng. Because the Section 8 new construction/substantial
rehabilitation programprovides an owner with a partial guarantee
of rental incone, it may encourage the devel opnent of housing
that would not otherwi se have been built. It may, on the other
hand, nerely substitute subsidized for unsubsidized housing.
Since it pays the devel opnent and financing costs for publicly
owned housi ng, the public housing programal so adds to the supply
of new units--provided, again, that the federally financed
construction does not merely substitute for devel opment that

1/ Under current law, HUD is required, as practicable, to

- provi de housi ng assistance in a manner consistent wth needs
identified in locally prepared Housing Assistance P ans
(HAPs). The trend toward |less existing housing assistance
reflects, to sonme degree, a trend in the types of needs
identified in the HAPs.
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woul d have occurred in any event. By contrast, the Section 8
exi sting housing program does not induce new construction.
Exi sting housing assistance does, however, result in sone up-
grading of narginally substandard units and nmay contribute to
| ong-t erm mai nt enance. It is not clear from avail abl e evi dence
whether the net addition to the supply of decent housing that
occurs through new construction prograns exceeds the net inpact
of the upgrading and inproved nai ntenance resulting from existing
housi ng assi stance. 2/

I ncrease Tenant Rent Paynents

The Congress could reduce federal outlays by increasing
the share of income that tenants in assisted housing are required
to pay toward their own housing expenses. For the past ten
years, rental charges have been limted by law to no nore than 25
percent of adjusted tenant incone. The cost of housing assist-
ance prograns could be reduced significantly by raising the
rental charges to a level above the current standard but still
bel ow what tenants would have to pay in the private narket for
conpar abl e housi ng. Lower-incone renters not receiving housing
assi stance are now paying an average of 39 percent of their

2/ If the enphasis in rental assistance prograns were shifted
toward existing housing, other prograns, such as tandem
fi nanci ng assistance, would be avail able to encourage
the production of new, unsubsidized housing at considerably
lower per-unit federal costs than the Section 8 new con-
struction/substantial rehabilitation or public housing
progams., Even with a fairly high level of tandem financing
assistance to the private housing sector, a conbination of
| ower-income, existing-housing rental assistance and tandem
financing assistance for unsubsidized construction could
invol ve lower federal expenditures than the current nix of
rental assistance prograns alone. Al so, enphasizing the use
of the existing housing stock in subsidized housing prograns
while providing countercyclical support to the private
construction industry through other mechanisns, would allow
the federal governnent to target construction aid during
times of slack private devel opnent. This would increase the
chance that units built with federal aid would add to the
total housing stock rather than nmerely substitute for
devel oprment that woul d have occurred in any event.
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incones for housing, 3/ and fewer than one-fourth of all eligible
renters now receive federal aid. By raising rent paynents in
assi sted housing, the cost per household coul d be reduced and the
proportion of the eligible population served could be increased,
while still providing a substantial subsidy to those receiving
ai d. To alleviate the hardship that such a change m ght cause
for the lowest-incone fanmlies a sliding scale of paynments could
be established, setting a lower rent-to-incone standard for the
poorest persons, while inposing sonmewhat higher rates on better-
off tenants.

Smal l er savings could be achieved by changing the rent
rules in public housing to conformto those governing the Section
8 program Such a change woul d reduce federal outlays for public
housing operating subsidies and elininate the disparity that now
exists in the treatment of public housing and Section 8 tenants.

Ater the Mx of Tenants

A different approach to reduce the costs of rental assist-
ance prograns would be to require that they serve a |arger nunber
of persons with higher incone. BecaUse tenant rent paynents in
assisted housing are set at fixed percentages of fanily incone,
and because rent collections offset federal expenditures, higher
average tenant incomes would result in lower costs to the govern-
ment. Wth rental charges ranging from 15 to 25 percent of
tenant incones, every increase of $100 in the average annual
tenant income would result in a savings to the governnment of
between $15 and $25 per year for each unit of housing.

Increasing the proportion of higher-incone tenants would
also pronote economc integration in assisted housing projects.
It should be noted, however, that such economc integration is
already encouraged under current law and regulations but has
proven difficult to achieve. To the extent that HJUD did succeed
in shifting the tenant mx toward persons wth higher incomes,

_§/ CBO tabulation of the 1976 Annual Housing Survey. Excl udes
persons paying no cash rent and those living in single-fanly
hones on ten acres or nore.
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the progranms would then serve a greater nunber of fanilies nore
likely to be able to afford decent housing in the unsubsidized
market, to the exclusion of the lower-incone famlies they woul d
repl ace. .

REDUCI NG COSTS | N SPEQ F C PROGRAVG

Cost Reductions in the Section 8 Existing Housi ng Program

Bimnate the Ceiling on Rents. Because Section 8 existing
housing tenants are forbidden from renting units costing nore
t han HUD-establi shed maximums, there is continuing pressure
to raise the nmaximum rent schedules in order to expand housi ng
opportunities. This, in turn, increases federal outlays.
Although the rent ceilings are intended to hold down subsidy
costs, they may, therefore, have the opposite effect. 4/ In sone
instances, the fair market rent level may even act as a floor,
inducing landlords to increase rents up to the FMR when their
tenants join the program and to raise rents by the full anount
by which FMRs increase each year. 5/

It is possible that federal outlays could be reduced by
treating the fair market rent levels as benchmarks for the
cost of nodest housing but not as maxi mum all owabl e rents.
Under such a system the rental assistance payment woul d be
set equal to the difference between the benchmark anount and
a fixed proportion of the tenant's income, regardless of the

4/ Between fiscal years 1977 and 1978, the agreed upon naxi num
rent levels for new existing housing assistance conmmtnents
increased at a rate far in excess of the 7 percent by which
rents grew narket-wi de.

5/ O a sanmple of households receiving Section 8 existing
housi ng assi stance as of Cctober 1976, 60 percent of those
renaining in the sane units they were living in before
joining the program experienced rent increases at the time
that they entered Section 8. Fully 19 percent experi -
enced rent increases of 50 percent or nore. (Departnent of
Housing and W ban Devel opnent, Lower-I|ncone Housi ng Assist-—
ance Program (Section 8): InterimFindings of Eval uation
Research, Novenber 1977.)
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actual rent Ilevel. Persons would be pernitted to rent any unit
that met the mni num physical quality standard, paying the full
anount in excess of the benchrmark rent |evel thenselves and
realizing all of the savings from renting below the benchnark
amount.

Wth the fair market rents no longer serving as ceilings,
there mght be less pressure on HUD to increase allowable rents
and, thus, program costs. Fair narket rents could be increased
at a slower pace without conpletely closing off segnents of the
rental narket to Section 8 tenants. During periods of rapid
inflation in rents, cost increases could be shared between
assi stance recipients and the governnent. There would also be a
greater incentive for tenants to seek |ower-cost housing, because
they would save the entire anmount of any rent reduction they
could realize.

Make Assistance Paynents Directly to Tenants. Some  cost
savings nmight be realized by having the local housing agencies
that adninister the Section 8 existing housing program nake the
assi stance paynments directly to tenants instead of their |and-
| ords. Such a change could reduce administrative expenses by
elimnating the need for a contractual relationship between the
| andl ord and the l|ocal agency. Under such a procedure, the
tenant would be solely responsible for naking the rent paynent
to the I andl ord.

The agencies adnministering the Section 8 existing housing
program currently spend nore than one-tenth of their admnistra-
tive budgets recruiting landl ords and dealing with themon behal f
of tenants. 6/ If the agencies nmade assistance payments directly
to the tenants, some portion of this expenditure could be saved
and the administrative burden of the program reduced. O the
other hand, elimnating the agency-landlord |inkage m ght reduce
the ability of the PHAs to aid those people who require assist-
ance in locating and acquiring suitable housing in the private
market,

6/  HUD, Lower - I ncone Housi ng Assi stance Program (Secction 8);
Interim Findings of Evaluation Ressearch (Novenber 1977).
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Cost Reductions in the Section 8 New Construction/
Substantial Rehabilitation Program

Limt Devel opnent Costs. It mght be possible to reduce
sonewhat the cost of Section 8 new construction/substanti al
rehabilitation assistance by placing limts on the devel opnent
costs for projects built under the program Currently, HJD
sets maximum rents for Section 8 projects, but does not limt
devel opnent costs. If the rent ceiling in a particular market is
hi gher than needed to pay the construction, financing, and
operating costs of new housing, project owiers nay be encouraged
to build nore expensive units, sinply because the federal rental
guarantee is avail able. This phenonenon of "building up to
the fair market rents" may be exacerbated by the nunber of
parties to the devel opnment process whose fees are linked to
devel opnent costs and who, therefore, have an incentive to
i ncrease construction costs.

A though limting devel opment costs would provide a further
cost control, establishing such lints would entail sone risks.
For one thing, the limtation could result in the construction
of lower-quality, less durable housing. Limts on devel opnment
costs mght also discourage participation by private devel opers.

Change the Procedure for GCalculating Annual Rent |ncreases.
By law HJD is required to adjust rents in occupied Section 8
new construction/substantial rehabilitation projects each year
after initial occupancy to cover increased operating costs and to
keep Section 8 rents conparable to those in equival ent unsubsi -
di zed projects. The current procedure for determ ning the
Section 8 rent adjustnents may not, however, accurately reflect
rent increases in conparable projects.

The rent adjustnents that took effect in Novenmber 1977
were based on the average increases in contract rents as deter-
mned by consumer prices survey of the Bureau of Labor Statis-
tics. The adjustnents reflected increases in rents for all
occupi ed units. Yet, the Section 8 projects to which the in-
creases were applied were all recently built. If the percent
increase in rents for all existing units taken together exceeds
the percent increase for newy built wunits, then the Novenber
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1977 adjustnment factors nay have overstated rent increases in
unsubsi di zed housing conparable to the Section 8 projects. 7/

In an attenpt to reduce program costs, HJD recently changed
the procedure for determning annual Section 8 rent adjustnents.
Adj ust ment factors published in January 1979, for effect retro-
actively to Novenber 1978, applied the percent increase in rents
for all occupied units to only that share of the Section 8 rent
that is attributable to operating expenses--up to a maxi num of
45 percent of the base rent. Thus, if rents went up by 6 percent
in a particular market, the automatic adjustnent in Section
8 projects would be limted to 27 percent (the 6 percent in-
crease applied to 45 percent of the base rent). This procedure
wll alnost certainly not permt rents in Section 8 projects to
keep pace with rents in conparable housing and may not even allow
owners of Section 8 projects to recover annual cost increases.
Strenuous objections to the recently published regul ations have
al ready been raised by the owners of Section 8 projects.

If rents in recently conpleted housing are, in fact, in-
creasing nore slowy than rents market-wide—--but | ess slowy than
inplied by HUD's |atest adjustment factors—-it mi ght be possible
to lower long-term Section 8 costs somewhat from what they woul d
be under the earlier schene for adjusting rents, while not noving
to a systemas restrictive as that just inplenented. Speci fi -
cally, yearly Section 8 rent adjustnents could be based on
average rent increases in newy built housing only, instead of
relying on market-w de rent changes as the guide. Alternatively,

7/ Rent increases in any sector of the market should reflect
cost increases and a desire on the part of the ower to
mai ntain a reasonable return on his investnment as the
value of the property increases. Cost increases alone from
one year to the next should reflect alnpst exclusively
increases in operating expenses and utility costs; debt-
service costs should increase only for those projects that
are refinanced. Operating expenses and utility costs
together will be a smaller share of total costs for newy
built projects than for all existing rental wunits taken
t oget her. Any increase in operating expenses and utility
costs will, therefore, represent a greater percent increase
in rents in older existing units than in newy built ones.
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HUD could nove to an even nore restrictive procedure, by basing
rent increases on actual growth in costs, requiring project
owners to justify yearly adjustments by docunenting all cost
i ncreases. Such a procedure, however, would run the risk of
delaying unduly or denying entirely needed increases, resulting
in reduced naintenance and jeopardizing the financial viability
of Section 8 projects. Severely constraining annual Section 8
rent increases mght also jeopardize the program by inducing
project owners to convert their properties to unsubsidized
use.

Cost Reductions in Public Housing

Use More Existing Units. Significant savings could be
realized in the public housing program by shifting froma near-
total reliance on the construction of new units or the substan-
tial rehabilitation of severely dilapidated ones to a greater
enphasis on acquiring existing, standard units. A shift toward
the purchase of existing units, however, would reduce the inpact
of the public housing program on the level of residential con-
struction and could also result in less desirable units being
nmade available to public housing tenants.

Alter the Procedure for Deternining the Annual Adj ustnent
in All owabl e perating Expenses. Under current procedures, the
operating expense base used to calcul ate annual operating subsi-
dies for PHAs nanaging public housing is permtted to increase
each year at the rate by which |ocal governnent wages increased
two years earlier; increases in non-labor expenses are not taken
into account. If the cost of naterials rises nore slowy than
the cost of l|abor, the current system for adjusting public
housi ng operati ng expenses will, therefore, overstate actual cost
i ncreases. Because the permssible increases are based on the
rate of growth in wages fromtwo years earlier, allowable expense
increases will also overstate actual growth in costs during
periods of declining inflation rates. By changing the procedure
for adjusting allowable operating expense levels to take into
account nore recent wage trends as well as non-labor costs, it
m ght be possible to hold down annual subsidy increases during
periods of declining inflation and when material costs are rising
nore slowy than wages.
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APPEND X ASSUMPTIONS USED IN PROGRAM GCBT PRQIECTI ONS

The cost projections appearing in this paper apply five
different sets of assunptions concerning the rates by which
housi ng expenses (devel opnent costs, market rents, operating
expenses, and utility costs) and tenant incomes wll increase in
the future. The five sets of assunptions are based on past
trends in housing costs and incomes and cover a range of plaus-
ible future circumstances. MNone of the assunptions should be
viewed as predictions of the future, nor should the assunptions
enpl oyed here be considered to enconpass the full set of possible
future conditions.

The following five cases are summarized in Table A-1l.
Case 1

Increases in housing expenses phase down from current
rates to levels consistent with average cost increases occurring
between 1957 and 1977. Beginning in five years, tenant wage
incone increases at the rate by which the average hourly wage
grew over that 20-year period; benefit paynments to tenants
increase at the rate by which the Consumer Price Index (CPI) grew
from 1957 to 1977. The underlying post-1983 rate of inflation in
this case is 3.9 percent per year.

Housi ng Expenses. Bet ween now and fiscal year 1984,
average gross rents in the Section 8 existing housing program
increase at rates consistent with the |atest CBO econonic projec-
tions for those years; beginning in fiscal year 1984, average
rents increase at the estinmated annual rate by which gross rents
grew between 1957 and 1977, including cost increases resulting
from the replacement of older, less expensive units wth newer,
nore costly ones. For Section 8 new construction/substanti al
rehabilitation projects, between now and fiscal year 1980,
starting rents increase at a rate corresponding to a conbi nati on
of the CBO projections for increases in residential construction
and gross rents during that period, with each factor counted
equal | y. Fol l owing conpletion of projects in fiscal year 1982,
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rents increase at the rate by which gross rents in already
occupi ed units grew between 1957 and 1977. Devel opnent costs for
public housing increase between now and fiscal year 1980 at a
rate consistent with CBO economc projections for that two-year
period. Between now and fiscal year 1984, public housing operat-
ing expenses increase at the projected rate of growh in average
hourly earnings; utility costs increase at rates consistent
wth CBO economic projections for that period. Beginning in
fiscal year 1984, operating expenses increase at the rate by
which average hourly earnings grew between 1957 and 1977 and
utility costs increase at the rate by which they grew over that
twenty-year period.

Tenant Incomes. Between now and fiscal year 1984, tenant
income from wages and other non-welfare or benefit sources
increases at the projected rate of growh in average hourly
earnings; welfare and benefit paynents increase at the projected
rate of increase in the CPI during that period. Beginning in
fiscal year 1984, rates of increase parallel increases in average
hourly earnings and in the CPI between 1957 and 1977.

Case 2

Increases in housing expenses phase down from the present
rates to levels consistent with average rates of increase between
1962 and 1977. Increases in tenant wage inconme parallel average
hourly wage increases over that 15-year period; benefit and
wel fare paynments increase at the average rate of increase in the
CPl. The underlying rate of inflation after 1983 is 4.7 percent
annual | y.

Housi ng Expenses. Between now and fiscal year 1984,
average gross rents in the Section 8 existing housing program
increase at rates consistent with the latest CBO economc pro-
jections for those years; beginning in fiscal year 1984, rents
grow at the estimated annual rate by which gross rents increased
between 1962 and 1977, including cost increases resulting from
the replacenent of older, less expensive units with newer, nore
costly ones. For Section 8 new construction/substantial reha-
bilitation projects, between now and fiscal year 1980, starting
rents increase at the rate assuned in Case 1. Follow ng conpl e-
tion of projects in fiscal year 1982, rents increase at the rate
by which rents in already occupied units grew between 1962 and
1977. Devel opnent costs for public housing increase between now
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and fiscal year 1980 as described in Case 1. Between now and
fiscal year 1984, public housing operating expenses increase at
the projected rate of growh in average hourly earnings, and
utility costs increase at rates consistent with CBO economc
projections for that period. Beginning in fiscal year 1984,
operating expenses increase at the rate by which average hourly
earnings grew between 1962 and 1977; utility costs increase at
the rate by which they grew over that same period.

Tenant | ncones. Bet ween now and fiscal year 1984, wage and
other non-welfare or benefit income increases at the projected
rate of growh in average hourly earnings; welfare and benefit
payrments increase at the projected rate of increase in the CPI
during that period. Beginning in fiscal year 1984, increases
parallel growh in average hourly earnings and the CPl between
1962 and 1977.

Case 3

Increases in housing expenses phase down from current
rates to levels consistent with average cost increases occurring
between 1967 and 1977. Beginning in five years, tenant wage
income increases at the rate by which average hourly earnings
grew between 1967 and 1977 and benefit and welfare paynents to
tenants increase at the rate by which the CPl grew over those ten
years. The underlying rate of inflation after 1983 is 6.1
percent per year.

Housi ng Expenses. Between now and fiscal year 1984,
average gross rents in the Section 8 existing housing program
increase at rates consistent with the |latest CBO econom c projec-
tions for those years; beginning in fiscal year 1984, average
rents increase at the estimated annual rate by which gross
rents increased between 1967 and 1977, including cost increases
resulting from the replacement of older, less expensive units
with newer, nore costly ones. Starting rents in Section 8 new
construction/substantial rehabilitation projects increase in the
manner described in Case 1. Follow ng conpletion of projects in
fiscal year 1982, rents increase at the rate by which rents in
al ready occupied units grew between 1967 and 1977. Devel opnent
costs for public housing increase between now and fiscal vyear
1980 at the sane rate as in Case 1. Between now and fiscal year
1984, public housing operating expenses increase at the projected
rate of growth in average hourly earnings and utility costs
increase at rates consistent with CBO economc projections for
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that period. Beginning in fiscal year 1984, operating expenses
increase at the rate by which average hourly earnings grew
between 1967 and 1977; utility costs increase at the rate by
which they grew over that ten-year period.

Tenant Incomes. Between now and fiscal year 1984, wage and
other non-welfare or benefit incone increases at the projected
rate of growth in average hourly earnings; welfare and benefit
paynents increase at the projected rate of increase in the
CPI during that period. Beginning in fiscal year 1984, incone
growth parallels the increases in average hourly earnings and
the CPl between 1967 and 1977.

Case 4

Increases in housing expenses phase down from present
rates to levels below current rates but somewhat greater than
the steady-state level assuned in Case 3. Tenant income in-
creases at rates slightly greater than those in Case 3. The
underlying rate of inflation after 1983 is 6.1 percent per year.

Housi ng Expenses. Between now and fiscal year 1984, average
gross rents in the Section 8 existing housing program increase at
rates consistent with the latest CBO econonmic projections for
those years; beginning in fiscal year 1984, the projected rate of
increase for that year holds. For Section 8 new construction/
substantial rehabilitation projects, between fiscal years 1978
and 1980, starting rents increase at the sane rates assumed for
Case 1. Between fiscal years 1982 and 1984, rents in occupied
Section 8 new construction/substantial rehabilitation projects
increase at the projected rate of growh in rents for already
occupi ed housing; followng 1984, the projected rate of increase
for that year holds. Devel opnent costs for public housing in-
crease in the manner described in Case 1. Between now and fiscal
year 1984, public housing operating expenses increase at the
projected rate of increase in average hourly earnings, and
utility costs increase at rates consistent with CBO economc
projections; thereafter, the rates of increase projected for that
year continues.

Tenant Incomes. Tenant incone from wages and other non-
benefit and welfare sources increases at the rate by which
average hourly earnings are projected to increase through fiscal
year 1984, with the rate of increase for 1984 continuing there-
after. Benefit and welfare income increases at the projected
rate of increase in the (.
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Case 5

Housi ng expenses and tenant incomes increase at annual
rates consistent with CBO economic projections through fiscal
year 1981; the projected rates of increase for that year continue
thereafter. This represents a nore rapid increase in housing
expenses and in tenant incones than any of the preceding cases.
The underlying rate of inflation after 1980 is 7.3 percent.

Housi ng Expenses. Average gross rents in the Section
8 existing housing programincrease at an annual rate consistent
with CBO econonmic projections through fiscal year 1981. For

Section 8 new construction/substantial rehabilitation projects,
between now and fiscal year 1980, starting rents increase at an
annual rate consistent with the projected cost increases for that
two-year period, as described in Case 1. Follow ng conpletion of
projects, rents increase at the projected rate of increase in
rents for already occupied housing in fiscal year 1981. Devel op-
ment costs for public housing increase between now and fiscal
year 1980 at a rate consistent with projected increases in
devel opnent: costs for that two-year period. Public housing
operating expenses increase at the projected rate of increase in
average hourly earnings, and utility costs grow at the projected
rate of increase for fiscal year 1981.

Tenant Incomes. Through fiscal year 1981, tenant income
fromsources other than welfare and benefit payments increases at
the projected rate of increase in average hourly earnings, and
tenant incone fromwelfare and benefit payments increases at the
projected rate of increase in the CPI, Thereafter, the rates of
increase for 1981 persist.
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TABLE A-1. ANNUAL RATES OF INCREASE IN HOUSING EXPENSES AND
TENANT INCOMES ASSUMED FOR PROJECTING LONG-TERM
HOUSING ASSISTANCE PROGRAM COSTS:  IN PERCENTS, BY
FISCAL YEAR a/

1984 and
t her e-
1979 1980 1981 1982 1983 after

CASE 1
Increase in Housing Expenses
Qoss rents in Section
8 existing housing 7.9 8.2 7.7 7.2 5.6 3.8
Starting rents in Section
8 new construc./sub.
rehab. projects 9.4 8.4 — — — —
Annual rents in occupied
Section 8 new construc./
sub. rehab. projects — — — — 49 3.1
Public housing devel op-
nment costs 11.7 9.4 — — — —
Publ i ¢ housi ng operating
expenses 6.0 8.2 8.0 8.3 7.1 53
Public housing utility
costs 7.4 9.8 89 81 7.3 4.1
Increase in Tenant Incone b/
Wages 7.6 8.2 80 83 7.1 5.3
Benefits 8.6 8.0 7.3 6.7 6.1 3.9

(Gont i nued)



TABLE A-1. (Continued)

1984 and
t her e-
1979 1980 1981 1982 1983 after

CASE 2
I ncrease in Housing Expenses
GQoss rents in Section
8 existing housing 79 82 77 1.2 56 4.3
Sarting rents in Section
8 new construc./sub.
rehab. projects 94 84 - ~— -~ -
Annual rents in occupi ed
Section 8 new construc./
sub. rehab. projects — — — — 49 3.6
Publi ¢ housing devel op-
ment costs 11.7 9.4 — — — —
Publ i ¢ housi ng operating
expenses 60 82 80 83 171 59
Public housing utility
costs 74 98 89 81 73 50
Increase in Tenant Income b/
Viages 76 82 80 83 1.1 59
Benefits 86 80 73 67 61 4.7

a ww mm mw mm B ww mm m mm mm mm e W W e em am mm am e mm em aAp mm um am e e e o w

(Gont i nued)
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TABLE A-1. (Continued)

1984 and
there-
1979 1980 1981 1982 1983 after

CASE 3

I ncrease in Housing Expenses

Qoss rents in Section
8 existing housing 79 82 7.7 7.2 7.1 56

Starting rents in Section

8 new construc./sub.
rehab, projects 9.4 8.4 — — — —

Annual rents in occupied
Section 8 new construc./
sub. rehab. projects — — — — 64 4.9

Publ i ¢ housi ng devel op-
nment costs 11.7 9.4 — — — —

Publ i ¢ housi ng operating
expenses 6.0 8.2 8.0 8.3 8.1 7.1

Public housing utility
costs 74 98 89 81 81 7.3

Increase in Tenant |nconme b/
VWages 76 82 80 83 171 7.1
Benefits | 86 80 73 67 65 6.1

- eem am mm mm a4 am Em Em aR e Em Em Ep R ER e A ME EE am am SR SR e vE Mm Em e A aE e we

(Gont i nued)
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TABLE A-1. (Qontinued)

1984 and
t her e-
1979 1980 1981 1982 1983 after

CASE 4
Increase in Housing Expenses
Goss rents in Section
8 existing housing 79 82 17 7.2 1.1 6.9
Starting rents in Section
8 new construc./sub.
rehab. projects 9.4 8.4 — — — —
Annual rents in occupied
Section 8 new construc./
sub. rehab. projects — — — — 6.4 6.3
Publ i ¢ housi ng devel op-
ment costs 11.7 9.4 — — — —
Publ i ¢ housi ng operating
expenses 60 82 80 83 81 7.5
Public housing utility
costs 7.4 9.8 8.9 8.1 81 81
Increase in Tenant |ncone b/
\Vages 7.6 8.2 8.0 8.3 8.1 7.5
Benefits 8.6 8.0 7.3 6.7 6.5 6.1

- pm mm wmm P wmw mm m am am e mm e MR e wm aw mm mw AR e am mm em mm e oEm S eE um Em o

(Gont i nued)
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TABLE A-1. (Continued)

1984 and
t her e-
1979 1980 1981 1982 1983 after

CASE 5
I ncrease in Housi ng Expenses
@Qoss rents in Section
8 existing housing 7.9 8.2 7.7 7.7 7.7 7.7
Starting rents in Section
8 new construc./sub.
rehab, projects 9.4 8.4 — — — —
Annual rents in occupied
Section 8 new construc./
sub. rehab, projects — — — — 7.0 7.0
Publ i ¢ housi ng devel op-
ment costs 11.7 9.4 — — — —
Publ i ¢ housi ng operating
expenses 6.0 8.2 80 8.0 8.0 8.0
Public housing utility
costs 7.4 98 89 89 8.9 89
Increase in Tenant Incone b/
Wages 7.6 82 80 80 8.0 8.0
Benefits 86 80 73 1.3 7.3 7.3

a/ Al figures are expressed as increases from the prior fiscal

year.
b/ "Wages" include all incone from sources other than public
assistance and retirement benefits. "Benefits" include all

incone from public assistance and retirement benefits.
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