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Abstract

This paper examines the most pressing issues related to multifamily rental (apartment)
housing. It beginswith abrief review of the benefits apartments bring to communities and their
residents and then discusses the changing nature and composition of multifamily rental housing.
Thisis followed by an examination of the role multifamily rental housing plays in providing
affordable housing. Finally, we review the financing of multifamily rental housing and the
rel ationship between multifamily housing and smart growth. Our conclusions center onthelikely
role apartments will play in the 21% century.
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Multifamily Rental Housing in the 21% Century

by
Kent W. Colton and Kate Collignon

Introduction

Aswe enter the 21% century it is appropriate to examine the role that multifamily rental
housing playswithin the nation’ shousing. Inresponse partly to demographic shiftsand avariety
of government-sponsored incentives, homeownership rates have been rising steadily over thelast
five years. Despite this national focus on homeownership, it is important to recognize that
multifamily rental housing -- often referred to as apartments -- plays an essential rolein meeting
the nation’ s housing needs.

Understanding the nature and composition of multifamily rental housing requiresmoving
beyond the simple distinction between renters and homeowners, and between single-family and
multifamily housing. Not all renterslive in multifamily rental apartments (structures with five
plus units), some rent single family houses and units in smaller properties. Likewise, not all
homeownerslivein single-family houses -- some own condominiums and cooperativeswhich are
found in multifamily structures.

Looking at the 35 million renter households in 1999 who made up 34 percent of all
households, recent dataiindicate that approximately 36 percent rented single-family houses and
)

21 percent rented in a smaller building with two to four units.™ The remaining 43 percent of
renters-- totaling 15 million households and 15 percent of all households-- lived in apartments.
Figure 1 provides a graphic representation of the housing stock by tenure and structure size.
Thehousing industry generally defines multifamily rental housing (apartments) as renter-
occupied structures with five or more housing units, and this chapter will focus primarily onthis
segment of the housing stock. Apartment units comprise 43 percent of all rental units, but

because apartment properties contain at |east five and often many more units, they make up just

! Jack Goodman, “ The Changing Demography of Multifamily Rental Housing,” Housing Policy Debate, 10.1 (1999),
33. Note, this does not include the 4% of the population living in mobile homes.
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10 percent of al rental properties.EI (Unless otherwise noted, then, apartmentsare defined in this
chapter as housing unitsin rental properties with five or more units.)

Residents of multifamily rental housing are asdiverse asthe populationitself. They span
the income distribution, from households who could buy a home but choose instead to rent, to
moderate income renters, to lower-income households who rent out of economic necessity.
Apartmentsalso serve avariety of lifestyle needs. Upper income households are attracted to the
convenience and location of upper-scale apartments, often found in cities and high-end
neighborhoods. Lack of maintenance, ease of relocation, and convenience in terms of location
and transportation are other factors which encourage households to choose rental multifamily
housing.

Thanksin part to government-sponsored i ncentives, apartments have long served acritical
niche within the housing market by providing essential affordable housing. In recent years,
however, a variety of factors have contributed to an ever-worsening shortage of decent,
Affordable rental housing for both lower- and moderate-income families. These factorsinclude
changesover thelast two decadesin federal housing programs; public tax and regulatory policies
that have reduced incentives for private investment in apartments; and the stagnation of real
income for some people. Recently, modest federal efforts have been madeto increase affordable
multifamily rental housing, but the impact also appears to be modest.

While apartments are best known for their affordability, in recent years the traditional
stereotypes about who lives in apartments have been challenged by the growing number of
discretionary renters and people who are at the higher-end of the market. Many of these are
young professional and empty nester households, living in both theinner city or the suburbs close
to employment centers or subways, who are looking for better commutes and freedom from the
burdens of homeownership. The apartment industry has responded to these nontraditional renters

in ways that have revolutionized apartment living and made it more competitive with single-

2 Estimated from Simmons, Patrick A., (ed), Housing Statistics in the United States, Second Edition (Washington,
DC: Berman Press, 1998),128. 1990 Census data used in Housing Statistics presents data per household, rather than
per building. However it doesindicate the number of unitsin the structurein which each household lives, brokeninto
categories by building size. The total number of multifamily buildings was estimated by dividing the number of
households per category by the mean structure size for that category. For example, the 4,283,000 renter households
living in structures containing five to nine units were estimated to represent 611,857 (4,283,000 / 7) multifamily
buildings.
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family housing. Improved designs, new technologies, increased amenities, and a focus on

resident satisfaction are al helping to further apartment demand at the top end of the market.

In addition, the growing concern over suburban sprawl has renewed both public and
privateinterest in therole apartments can play in creating more livable communities. Recognized
for their often more efficient use of infrastructure and service delivery, and their contributions
toward reducing congestion and pollution, apartments are becoming an important ingredient in

the smart growth agenda.

The Benefits of M ultifamily Rental Housing

Multifamily rental housing provides abroad range of benefitsto both the communitiesin
which it is located and to the residents it houses. It provides economic benefits through its
construction; it fills diverse and significant market needs; and it can enrich the communities
whereit islocated. Each of these benefitsis discussed below.

Economic Benefits

Economic benefitsrelated to multifamily rental housing are provided at both the national
and local scale. The nation benefits from the construction of new apartments through the jobs
created to produce the housing, the jobs required to create the productsthat go into the buildings,
and the jobs related to the design, finance and management of the project. For example, the
production of the 341,000 multifamily units (in buildings with two or more units) nationwide
generated 350,000 jobs, $10.9 billioninwagesand $5.4 billionin federal, state and local taxes, as
calculated in 19978

Beyond the job creation and tax revenue benefits at the local level, new apartment
construction also produces*ripple effects’ asthe construction wages generated by the project are
spent on local goods and services and as the new residents begin spending in thelocal economy.

According to the National Association of Home Builders, atypical 100-unit apartment project

% Kent W. Colton, David A. Crowe, and Paul Emrath, The Benefits of Multifamily Housing (Washington, DC:
National Association of Home Builders, September 1998), 4.
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generates, over 10 years, 445 jobs, $15.5 millioninlocal income, and $2.6 millioninlocal taxes.
(SeeFigure 2)

Once the project is constructed ongoing economic benefits are generated in the form of
property taxes, employment for people who work to manage and maintain the apartment, and
consumer spending by the renters. Benefits are also generated by the more efficient delivery of
services from both the public and private sectors because of the greater densities found in
apartment living.

For example, senior citizens are often served better, and at less cost, when living in
multifamily projects. Naturally some of these efficiencies will depend on the scale of the
development and the way projects are clustered, but the benefits which come from being ableto
provide greater densities and to economize on the use of available land can be important both for

the renter and for the community.

Market Need

In addition to the economic benefits of new apartment construction, apartments serve
several market needs. For many residents, apartments provide the only affordable living
opportunity available. Because of their higher density nature and the ability to spread land costs
across more housing units, apartments are more affordable than single-family houses.

Apartments also serve the lifestyle needs of many community residents. First, the high
density nature of multifamily housing makes it easier for apartment owners to provide a wide
range of amenities that attract upper-income households. Over the last few years upscae
apartments have added such things as high speed Internet access, on-site business centers, fitness
facilities, cyber cafes and dedicated concierge servicesto make daily living more convenient for
their residents. The lack of maintenance chores is a draw for many renters, while others are
attracted by the ability to relocate for career and other reasons without incurring the costs of
selling a home. Apartments, when well designed and monitored, can also provide important
security benefits and protection from crime. Apartments can also offer alocation advantage not

available in single-family developments. Multifamily housing tends to be located closer to

4 Colton, Crowe and Emrath, 4-5.
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employment centers, public transportation and neighborhood services.™ Because of thislocation

advantage, apartments can serve as aleading component in urban revitalization.

Community Benefits

Multifamily rental housing can create community-wide benefits, even for those who
choose to live in single-family homes. The presence of multifamily housing can create
pedestrian-friendly neighborhoods and make communities more pleasant placestolive. Thelocal
jobs and spending created by new multifamily construction add economic vitality to a
community. Communitiesthat include apartments make it possiblefor citizenswho chooseto do
so to remain in the same community throughout the different stages of their lives by increasing
the residential options available. Recent graduates are able to stay in an area when thereis an
affordable housing option, and empty nesters, looking for asimpler lifestyle, are not forced to
relocate if a suitable apartment or retirement community is availabl e.EI

Multifamily housing helpsrelieve traffic congestion and pollution by providing housing
closer to the workplace and by creating the densities required to support public transit.
Apartments also provide significant environmental benefits by using land more efficiently and
making it possible to preserve open space.EI

Apartment housing a so supportsan ared s continued economic devel opment by providing
the housing necessary for workersliving inthearea. Without avariety of housing options, local
employersfindit difficult to attract the employees needed to expand, and prospective employers
are discouraged from locating or creating new businesses in such a community. Multifamily
rental housing has historically provided a wide range of benefits and filled essential housing
needs. In order to better understand the past and future roles of apartment housing, the chapter

will now examine the changing nature and composition of multifamily housing.

The Changing Composition of M ultifamily Housing

The residents served by multifamily housing are indeed diverse. While they are often

associated with urban, lower-income households, multifamily residents also include higher

® Urban Land Institute, The Case for Multifamily Housing (Washington, DC: Urban Land Institute, 1991), 5.
® Urban Land Institute, ULI on the Future: Smart Growth (Washington, DC: The Urban Land Institute, 1998), 23.
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income lifestyle rentersand abroad “ middle market.” The section which followswill show that
in absol ute numbers|ower- and moderate-income househol ds make up the mg ority of the market,
but in percentage terms the fastest growing segment of the multifamily market is the upper
income lifestyle renter who rents by choice. Asaresult, new construction trendsin recent years
have generally focused on the top end of the market.

As noted above, the housing industry generally defines multifamily rental housing
(apartments) as renter-occupied structureswith five or more housing units. While apartmentsare
found both in cities and in the suburbs that surround those cities, they are traditionally, and
correctly, associated with urban living. Fifty-one percent of central city households rented their
homesin 1997, compared with 27 percent outside of cities. Also, rental propertieslocated inthe
central city are more likely to have multiple units than are properties in the suburbs or outside
metropolitan areas. In central cities, 52 percent of rental units are located in multifamily
properties. Thiscomparesto 42 percent in the suburbsand only 23 percent outside metropolitan
areas.EI Because of these facts, fully 60 percent of center city residents live in an apartment
compared to 27 percent of suburban residentsand 13 percent of those living outside metropolitan
areas.EI

Apartments are more prominent in some areas of the country compared to others. The
South hasled the country’ sfour regionsin apartment construction since 1980, and hasincreased
bl

its rate of construction each year since 1992, As a result, the South today surpasses the other
threeregionsin apartment units. The South’ s4.2 million apartment units comprise 29 percent of
the nation’s total apartment stock while their 11.1 million rental units comprise a third of the
rental unitsacrossthe country. That said, the Northeast hasthe highest proportion of rental units
located in multifamily structures (50 percent), compared to the South’s 37 percent.IEI

When people think of apartments, they often think only of high-rise apartment buildings
in lower income neighborhoods. On the contrary, in 1997 apartments in large buildings

(structures with 50 or more units) comprised just 22 percent of all multifamily units and large

" Urban Land Institute, The Case for Multifamily Housing, 5.

8 American Housing Survey 1997.

° Goodman, 37.

19 30int Center for Housing Studies, The State of the Nation’ s Housing 1999 (Cambridge, MA: Joint Center for
Housing Studies, 1999), 23. The country’ s four regions include the Northeast, the Midwest, the South and the
West.
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structures comprise an even smaller percentage of multifamily properties.™ While a greater
proportion of householdsin lower-income neighborhoods live in apartments, these multifamily
unitsarelesslikely to be located in huge apartment buildings than are the multifamily units that
are found in higher income neighborhoods. For example, using the 1991 Residential Finance
Survey, Bogdon and Follain found that while low-income census tracts (with median incomes
below 80 percent of area median) contained 26 percent of housing units, they contained 38
percent of all multifamily units. They contained an even greater share — 48 percent — of
multifamily properties, indicating that multifamily properties located in lower-income tracts
hal

tended to be smaller than properties in higher income neighborhoods.

Demographic Diversity of Apartment Renters

Just as the diversity within the apartment housing stock defies stereotypes, so do
multifamily renters. While apartment househol ds are often perceived of asbeing low-income, this
characterization isinaccurate in many instances. In fact, the decision to rent rather than buy is
often based on factors other than affordability. According to Fannie Mag's 1999 National
Housing Survey, nearly athird of renter households (28 percent) report that they rent asamatter
of choice and not economic necty.ll—d‘I (See Figure 3). These often educated and affluent
househol ds eschew the burdens of homeownership and are presumably attracted to apartments
because of the flexibility and convenience associated with apartment living; because of the
package of amenities and services offered by apartments; or by the proximity of many apartment
properties to employment, entertainment and retail centers.

When measured by group averages, the characteristics of apartment renters tend to
reinforce many of the stereotypes. The average income of apartment households is below the
national average; the 1997 median annual incomefor apartment renterswas $21,000 compared to
$35,172 for households generally. (See Figure 4). They are more mobile; over one-third (34
percent) of apartment renters reported moving in the previous year, compared to 32 percent of

other renters and six percent of homeowners. They are more likely to be younger; 30 percent of

1 American Housing Survey 1997.
12 American Housing Survey 1997
2 Amy S. Bogdon and James R. Follain “Multifamily Housing: An Exploratory Analysis Using the 1991 Residential
Finance Survey, “Journal of Housing Research, 7.1 (1996),89.
4 Fannie Mag, National Housing Survey 1999 (Washington, DC: Fannie Mae, 1999), 6.
47




apartment household heads were under the age of 30, compared to 14 percent of all households.
They tend to be smaller households; 46 percent were one-person households compared to 25
percent of total households. Also, they are more likely to be immigrant households. Nationally,
just three percent of U.S. residents report having arrived here within the past ten years, but that
figure triples among multifamily households. Finaly, multifamily households are also more
likely than homeowners to be people of color. Over one quarter (27 percent) of multifamily
renters are African-American or other nonwhite ethnicities, while the comparable number
nationwide is 16 percent of all househol ds.E]
However, focusing on the broad view of apartment rentersfailsto capture the full diversity
of multifamily households. Defying the view of apartment renters aslow income, highly mobile
and typically young are the facts that:
o Fully 3.5 million renters (of all housing types) earn 150 percent or more of thelocal area

median income;

o Fifteen percent of multifamily renters remain in the same apartment for at least four
years; and
o Sixteen percent of multifamily renters are age sixty-five or ol der.EI

One recent analysis offers a classification scheme that places apartment households into three
broad groups: rentersin affordable housing, lifestyle renters, and the middle market (Figure 5).

The Affordable Housing Group includes apartment renters who cannot afford to pay the

market rent in their areaand who must pay more than 30 percent of their incomesto rent decent
housing. Asshown in Figure5, the affordable housing group makes up nearly half (49 percent)
of al apartment households and includes renters who live in privately-owned but federally-
assisted housing and public housing. Fully 19 percent of all apartment renters and 39 percent of
the affordable housing group livein assisted housing. The households are morelikely than other
multifamily renters to be nonwhite, and by definition have lower incomes. They are also older
and less mobile than other apartment renters. Assisted housing residents are even more likely

than public housing residents to be older and less mobile aswell asto have at |east one child.EI

> Data highlighted in this section and in Figure 4 is from the U.S. Bureau of Census, 1997, found in Goodman,
36.
16 Goodman, 36; Joint Center for Housing Studies, 1999, 22.
7 Goodman, 40-41.
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The Lifestyle Renters Segment choose apartment living for primarily nonfinancial reasons

and in 1997 accounted for 14 percent of al apartment households. Lifestyle renter households
meet each of three criteria: they are old enough to be established in the labor force and to have
stopped being highly mobile; they have adult interests and schedules; and they earn enough
income to purchase ahome if they choose to do so. They include renters age 25 and older, who
are single-person households or married without children, and have income above the average
required to buy a starter home. In contrast to the affordable group, the lifestyle renters have a
median income of $48,928, and 80 percent are non-minority compared to 67 percent of affordable
hal

renters.— This renter-by-choice segment is also expanding. In 1998 and 1999, the fastest

growing segment of apartment renters was households making $50,000 or more a year.

The final group — the “ Middle Market” — makes up the remaining 37 percent of
multifamily households. Asawhole, middle market multifamily renters are younger and more
mobile than affordable or lifestyle renters. Among the several subgroups within this category,
one includes younger, more mobile households who make up approximately a quarter of the
middle market. These househol ds may be recent college graduates or otherswho areon atrack to
earn enough money to purchase ahome, but have not yet reached that point or are too mobileto
settle down. Another important subgroup includes mature single women with no children, and
they comprise 12 percent of the middle market. The third subgroup consists of family
households. Married couples with no children represent seven percent of the middle market,

coupleswith children comprise 17 percent, and single-parent househol ds make up 14 percent.IEI

Future Demand for Multifamily Rental Housing

L ooking to thefuture, the demand for apartmentsislikely to continueto grow. Ultimately
such demand depends on demographic factors and the housing decisions made by households.
Much attention has been paid to the rising homeownership rates the nation has recorded over the
last five years. But a the same time homeownership rates were increasing, the number of
apartment householdswas also growing. In 1999, the number of people who rent apartmentsin
buildingswith five or more units was up 2.2 percent, while the total number of households grew

just 1.4 percent. These seemingly contradictory trends have occurred because apartments seemto

18 Goodman, 41-43.
% Goodman, 43-45.
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be picking up market from single-family house rentalsor rental apartmentsin propertieswith less
than five units. Thesetwo segments of the rental market benefit lessfrom the renewed growthin
young adult and single-person households than do apartments. Although homeownership may
continue to increase, both economics and demographics suggest that future growth will be at a
slower rate than has been recorded in recent years.m

Over thelast few decades, apartment demand and homeownership rates havefollowed the
life cycle of the baby boomers. In the 1960s and 1970s, apartment demand increased as the baby
boomers began to form their own households and enter the housing market, typically in arented
home. Asthisgroup aged, however, many transitioned to homeownership. At thesametimethe
generation behind the boomers, the “baby busters,” were amuch smaller group, thus decreasing
the number of people under 35 and the number of prospective first-time renters.
Despitean 8.7 percent growth ratein the total number of househol ds between 1991 and 1998, the
number of renter households increased by only 2 percent over that ti me.EI

Going forward, however, demographic changes suggest that the pendulum may swing
back to favor apartment living. Using Census Bureau proj ections and assuming that the housing
choices of households of different ages and types do not change, Goodman projects that the
demand for multifamily rental housing is likely to increase at a rate faster than growth among
total households. (See Figure 6). Whereastotal household growth is projected to grow aconstant
1.1 percent from 2000 to 2010, the annual growth for apartment households is expected to
increase from 0.9 percent in 1995 to 2000, to 1.1 percent from 2000 to 2005, and to 1.2 percent
from 2005 to 2010. This increase in multifamily rental housing demand at the same time that
homeownership goes up is possible, because, as noted above, the overall declinesin renting are
not coming from a decline in the number of apartment renters, but from declines in households
who are renting single-family housing or multifamily housing with two to four units.

The growth in apartment renters will result primarily from the passage of the echo
boomers (the so called “ echo boom™ children of the baby boom generation born since 1977) into

adulthood. For almost two decades the number of households aged 20 to 29 decreased in

% Goodman, 47.
2 Joint Center for Housing Studies, 1999, 21; U.S. Bureau of the Census, Statistical Abstract of the United States:
1992 (119" edition) (Washington, DC: U.S. Bureau of the Census, 1992), 46; U.S. Bureau of the Census, Statistical
Abstract of the United States: 1999 (119" edition) (Washington, DC: U.S. Bureau of the Census, 1999), 60.

50




absolute numbers. According to the Joint Center for Housing Studies, however, echo boomers
“are reversing this trend, adding an average of 20,000 young households (18 to 24 year-olds)
each year. The number of households headed by 25 to 34 years-olds will also show substantial
increases after 2005 E‘, and both of these younger households have a higher propensity to rent.
Not only isthe number of young adultsincreasing after years of declining, but many young adults
are postponing buying a home until later in life. Between 1976 and 1997, the average age of
kd

first-time homebuyers rose from 28 to 32.“ Thisislikely due to young adults pursuing higher
education and postponing marriage, aswell asgreater mobility among young workersintoday’s
economy.

A demographic shakeup in what constitutesthe typical American householdisalsolikely
to boost apartment demand. Traditionally, thetypical household has been amarried couplewith
children. But these households have been decreasing in absolute numbers since the 1970s and
now account for lessthan one-quarter of all U.S. households. The CensusBureau projectsfuture
declinesinthe number of thesetraditional families. Intheir place are agrowing number of single
adult, single-parent and childless couples. In fact, in the 1990s, households headed by single
adults or single parents accounted for two-thirds of al new households. These smaller
households have traditionally been attracted to apartment living and are likely to continue to do
so in the future.

The precise housing tenure choices of the echo boomers are still evolving. On the one
hand, echo boomers earn less than their parents’ generation and are more likely to live alone,
which could help encourage new apartment demand. On the other hand, more single echo
boomers are buying homes than their parents did, and those echo boomers who do marry are
morelikely to livein dual-income households, whichismorelikely to promote homeownershi p.EI

Movement of the echo boomers into the overall rental market has also shifted the
demographics of who rents apartments. (See Figure 7). Echo boomers are more racially and
ethnically diverse than their parents generation. Twelve percent are second-generation
Americans, and 10 percent are foreign born. The rate of minorities among young adult echo

boomers -- 34 percent -- is more than double that for the baby boomers when they were of

2 Joint Center for Housing Studies, 2.
% Simmons, 245.
2 Joint Center for Housing Studies, 10.
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comparable age (17 percent). Asaresult, by 1998, 38 percent of all renters were minorities, up
from 33 percent in 1990, and the proportion of immigrants rose from 13 percent to 16 percent.lz'?‘|

A final factor supporting increased demand for apartmentsisimmigration. Foreign-born
households today comprise 10 percent of the US population. While likely to double-up with
other adult householdswhen first arriving in the United States, immigrant househol ds head out on
their own oncethey get settled, increasing thetotal number of householdsinthe market. Fully 25
percent of the household growth through 2010 is expected to be from immigrant househol ds.EI
Looking specificaly at the impact of immigration on the overal rental market (rentersin al
property types), another study expectsimmigrantsto account for 44 percent of the growthin all
renter househol ds between 1995 and 201O.EZ|

In summary, the number of renters should increase sharply for the next decade asthe echo
boomers begin to form independent households and the 20 to 30 year old population begins to
increase after two decades of decline (see Figure 8), and thisoverall growth in renters should also
stimulate a growth in apartment renters. The continued aging of the postwar baby boom
generation and the increasing propensity of these households to seek a simpler lifestyle and to
shed their homeowner chores could yield asignificant growth in the renters aged 50 to 64. Only
the renter group aged 30 to 44 is expected to decline sharply. That meansthat the fastest growing
segment of renters will be two very different sets of households: young adults with modest
incomes, many of them minorities and immigrants; and older, higher income households who
choose to rent rather than own for avariety of lifestyle reasonsE|

Thisdual phenomenon ishighlighted in Figure 9. On the one hand, we seethat very low-
income househol ds accounted for most of the growthin al renters (apartment rentersin buildings
with five units or more, and other renters combined) between 1985 to 1991 and 1991 to 1997.
But at the same time, approximately 250,000 of the new renters created between 1991 and 1997
had incomes that exceeded regional median income by 20 percent or more. “In 1995 (the last

year for which local income comparisons are possible), more than six million renter households

% For adiscussion of these demographic drivers of housing demand, see Joint Center for Housing Studies, 10-

22,

% Joint Center for Housing Studies, 1999, 9, 12

%" Goodman, 48, citing James H. Carr, “Multifamily Housing Demand into the Next Millennium: Growth, Diversity,
and Opportunity,” paper presented at the Annual Meeting of the National Multi Housing Council, January 16, 1998,
BocaRaton, FL.
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earned incomes that exceeded the local area median by at least 20 percent. In fact, nearly 3.5
million of these renter households had incomes that topped area medians by 50 percent or
bdl

more.” Tracking this same phenomenon in apartment renters, analysis of the Census
Department’ s current popul ation survey between March, 1998 and March, 1999 found that the
fastest growing segment of apartment renters were those making $50,000 or more ayear. In
terms of the percentage change in 1998, apartment renter househol ds making less than $20,000
actually dropped by 3 percent, while apartment renter househol ds making $20,000-$49,999 rose
by 4.2 percent, and those making $50,000 or more rose by 11.6 percent.@

The growth in higher-income apartment renters is even more evident when one looks at
the characteristics of residents in newly built apartments. Utilizing unpublished data from the
U.S. Census Bureau’ s American Housing Survey for 1995, the National Multi Housing Council
found that 17 percent of householdsin newly built apartments had incomes of $55,000 or more,
Bl

whereas the percent for all apartment residents was 9 percent.

Affordable Housing Needs and the Role of M ultifamily Rental Housing

The U.S. has experienced an unprecedented economic expansion and housing boom over
thelast nineyears. Unfortunately, not all households have benefited equally from therising tide
of prosperity, and in many cases the economic growth has actually served to exacerbate the
nation’s shortage of decent, affordable housing. In 1997, there were only 76 affordable
B2l

apartments for every 100 extremely low-income renter households.”= And those low-income
households lucky enough to find affordable housing were often paying a higher percent of their
incomefor itin 1998 (27.7 percent) than they did in 1978 (25.5 percent), because rent increases

during that period surpassed renter household income growth. &l While homeowners face

%8 Joint Center for Housing Studies, 1999, 24.

% Joint Center for Housing Studies, 1999, 22.

% National Multi Housing Council, “ Growing Smarter with Apartments,” (Washington, D.C., National Multi Housing
Council, 1999), 2.

3! National Multi Housing Council, Research Notes, “ The Residents of Newly Built Apartments,” (Washington, D.C.,
National Multi Housing Council, September 1997), 1-2.

% U.S. Dept. of Housing and Urban Development, Office of Policy Development and Research, Rental Housing
Assistance — The Worsening Crisis: A Report to Congress on Worst Case Housing Needs (Washington, DC: U.S.
Department of Housing and Urban Development, March 2000), A-18.

3 Joint Center for Housing Studies, 1999, 35.
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housing problems of their own, housing affordability and adequacy problems are a greater
challenge among renters -- both apartment renters and other renters. This section discusses the
nature and causes of the affordability problem, the role of housing subsidies and future

challenges.

The Affordability Problem

According to a March 2000 report by the U.S. Department of Housing and Urban
Development (HUD), “Worst Case Housing Needs,” 15 percent of al households (all rentersand
all owners) paid between 30 and 50 percent of their income on housing, and another 12 percent

Bal

paid more than 50 percent.”™ These 27.3 million households were split almost evenly between
renters and homeowners. However, affordability issues are generally discussed in terms of
renters because afar greater proportion of renters pay more than they can afford for housing, 40
percent compared to 21 percent of homeowners. And nearly 20 percent of renters (6.7 million
households) are severely rent burdened, paying more than 50 percent of their incomes on rent.
(See Figure 10).

The gap between the number of low-income renters and the supply of affordable units
would be even wider wereit not for federal housing subsidies. From 1975 to 1995, the proportion
of low-cost housing unitsthat were subsidized rose from one-fourth of all low-cost rental unitsto
over half.E"| (SeeFigure11). However, thisincrease did not result from an increasein the amount
of subsidies provided, per se. Instead, it primarily reflects a decline in the total number of low
cost units over which to spread the existing subsidy dollars.

The physical quality of available affordable housing isanother problem. In 1997, over one
million renter househol ds (approximately 2.9 percent of all renter households and 6.7 percent of
apartment renter households) lived in severely inadequate housing; housing with problemsin
plumbing, heating, electrical systems, upkeep or hallways (See Figure 12). Over 2.5 million
renters (all types of housing) lived in housing that both cost more than they could afford and was

physically inadequate or overcrowded (with more than one person to aroom) .EI Whilethese 2.5

% U.S. Dept. of Housing and Urban Development, A-1.
% Daskal, Jennifer, In Search of Shelter: The Growing Shortage of Affordable Renter Housing (Washington,
DC: Center on Budget and Policy Priorities, 1998), 35.
% U.S. Dept. of Housing and Urban Development, A-1.
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million rentersrepresent under 17 percent of thetotal apartment renter population, their numbers
are significant.

Housing problems are, not surprisingly, worst among households with the lowest
incomes. In 1997, the overwhelming majority (nearly 70 percent) of extremely-low-income
renters (defined as having an income below 30 percent of area median) without any housing
assistance paid over half their incomefor rent or lived in substandard housing. Extremely-low-
income households represented 21 percent of all unassisted renter householdsin 1997, but they
comprised over 69 percent of renter househol dswith priority housing probl ems3QSee Figure13).
The nation’s housing affordability problem would look even worse if one were to take into
account the approximately 700,000 individuals who are estimated to be homeless on any given
night —acumulative 2 million per year —and are not included in national housing surveys.EIThe
significance of the problem is highlighted even more in light of the fact that 5.6 million renter
households werereceiving public rental assistancein 1997. Without this assistance, the shortage
of affordable housing would be even greater.

In contrast to conventional wisdom, however housing affordability issues are not
restricted to low-income households. The Center for Housing Policy reportsthat more than three
million moderate-income, working households had critical housing needs in 1997 (critical
housing needs is defined as spending more than half their income on housing and/or living in a
severely inadequate unit.)@ And their numbers are increasing. In the two years between 1995
and 1997, the number of these households jumped 17 percent (or by 440,000). Overal, the
Center says that 14 percent of the nation’s families have critica housing needs, and that

increasingly, “having ajob does not guarantee afamily adecent placetolive at affordable cost.”
kol

37 U.S. Dept. of Housing and Urban Development, 29.
% National Coalition for the Homeless, http://nch.ari.net/numbers.html. Estimated by the National Law Center on
Homelessness and Poverty, 1999, drawing from Burt and Cohen’s 1989 estimate of 500,000 — 600,000 homeless
nightly, and increased by 5Spercent annually. National Law Center on Homel essness and Poverty, Out of Sight - Out
of Mind? A Report on Anti-Homeless L aws, Litigation, and Alternativesin 50 United States Cities (Washington DC:
National Law Center on Homelessness and Poverty, 1999); Martha Burt and Barbara Cohen, America's Homeless:
Numbers, Characteristics, and Programs that Serve Them (Washington DC: The Urban Institute, 1989).
¥ Thisisthe same definition used by the U.S. Department of Housing and Urban Development in their “ Report
to Congress on Worst Case Housing Needs,” March, 2000.
“0 Michael A. Stegman, Robert G. Quercia and George McCarthy, Housing America's Working Families
(Washington, DC: The Center for Housing Policy, June, 2000), 1-9.
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Central cities have more renters with severe housing problems than the suburbs, due to
higher poverty concentrations found in urban areas. In 1997, 2.7 million households in central
cities had worst case housing needs, compared to 1.8 million suburban households. However
housing affordability and quality is still a significant problem among suburban renters. In fact,
very-low-incomerenters (with incomes bel ow 50 percent of areamedian) in the suburbsare more
likely to have worst case needs than their urban counterparts. Over 41 percent of suburban
unassisted renters with very low incomes had worst case housing needsin 1997, compared with

37 percent of renters with comparable incomesin cities.lﬁI

Causes of The Expanding Affordability Gap
The growing affordability gap isthe result of two trends. a shrinking supply of low-cost
housing, and an expanding demand from an increase in the number of low-income households.
Even though the nation’ stotal housing stock has grown substantially in recent decades, the stock
of low-cost rental housing declined. Whereas there were 4.9 million unsubsidized units renting
for $300 or lessin 1973, by 1995 theinflation-adjusted number had been reduced to 2.8 mil Iion.E
(SeeFigure 14).

At the same time as the supply of affordable housing has been falling, demand has been
increasing caused by stagnating incomes and two recessions. Between 1975 and 1995, while
monthly income for homeowners rose by ten percent (from $3,287 to $3,617 in 1998 dollars),
income among renters fell eight percent from $1,909 to $1,758.|£I

between the “haves’ and the“have nots’ widened. In 1970, the two-fifths of the population with

At the same time, the gap

the lowest income had 14.9 percent of national wealth, compared to 67.8 percent among the top
two-fifths. By 1990, the gap had widened to 13.5 percent and 70.6 percent.‘ElAIso, between 1970
and 1995, the number of renter households earning under $12,000 (1995 dollars) rose by 67
percent, from 6.2 million to 10.5 million. Ld

More recently, renters have benefited from the economic boom of the late 1990s. By

1998, monthly incomes had risen to $1,787 — the highest level since 1990. However thisis still

“1U.S. Dept. of Housing and Urban Development, 36-37.

“2 For afurther discussion of these trends see Daskal, 30-40.

4 Calculated from U.S. Statistical Abstract 1998, Table 718.

“4 Robert W. Burchell and David Listokin, “Influences on United States Housing Policy,” Housing Policy Debate,
6.3 (1995): 582.
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bel ow incomes of two decades ago, and reflectsonly a 1.6 percent increase from 1995, compared

to the 5.6 percent increase experienced by homeowners. L

The Role of Housing Subsidies

The gap between the number of low-income renters and the supply of affordable units
would be even wider wereit not for federal housing subsidies. Asnoted earlier, the proportion of
all low-cost unitsthat depended on subsidiesto remain affordable rose from one-fourthin 1975 to
over halfin 1995."‘_ZI (SeeFigure 15). Y et, according to Goodman, as discussed in the prior section
on changing composition, by 1997 federally assisted renters represented only 19 percent of
apartment renters.lgI This apparent discrepancy is explained by the fact that the increase in the
percentage of aff ordable propertiesthat receive subsidiesreflectsadeclinein thetotal number of
low cost units, as opposed to an increase in the provision of subsidized units. In fact, the country
saw aretrenchment in housing subsidiesin thelast part of the decadein the 1990s. Between 1995
and 1998, virtually no funding was allocated for new vouchers or housing certificates, not even
the amount required to keep up with the increases in the low-income population that would be

expected from overall population growth alone.la

Furthermore, the focus of housing subsidies
has shifted away from very low-income households toward househol ds with somewhat greater
incomes. Thisisbecause the Low-Income Housing Tax Credit has become the dominant federal
subsidy program for new construction (see the section on Financing), and in 1996 there was a
suspension of the public housing rules which required preference for families with the most
severe housing needs (who also were the poorest) .EI In the last several years, the federal
government has demonstrated a renewed, albeit modest, commitment to affordable housing.
Congress funded 50,000 new housing vouchersin 1999 and 60,000 in 2000. And approximately

79,000 new vouchers were funded in the FY 2001 HUD budget. (See Figure 16).

“Daskal, 32.
“ Joint Center for Housing Studies, 1999, 35.
" Daskal, 35.
“8 Goodman, 42.
“9U.S. Dept. of Housing and Urban Development, 50.
% Daskal, 39.
57



The Future Challenge

Aswelook to thefuture, the affordable housing gap presents asignificant housing policy
challenge. By any variety of measures, the gap between the “housing haves’ and the “housing
have nots’ isgrowing. At the sametime, the federal resources available to deal with thisissue
have essentially been frozen or declining for anumber of years. Resources are growing in some
state and local communities, but that growth is sporadic and varies widely.

After World War 11, federal housing programsfocused on avariety of direct spending and
tax incentives in order to stimulate the production of low and moderate income housing.
However, in the last several decades, mgjor shifts have occurred in the federal approach, and
now, to the extent that public dollars are available, the resources are directed primarily on
housing vouchers and the Low Income Housing Tax Credit (LIHTC). By themselves, these
programs will not come close to meeting the affordable housing gap.

The production of affordable rental housing is essentia if we are to meet this housing
need. Higher density construction allows land costs to be split across multiple units, and these
units can generally be provided at lower prices than single-family housing, or even structures
containing 2-4 units. However, with only limited federal, state and local resources, the problems
in addressing these issues are huge.

Theoveral challengeisto provide housing that working families can afford, but in many
communities the economics will ssmply not allow developers and builders to construct units
where the rents will be affordable (where renters spend no more than 30 percent of their total
income on rent). It is possible to build lifestyle, upper end apartments, and such housing
production will indirectly address the affordability issue since people moving up may provide
some “trickle down” housing at a more moderate level. However, the benefits of the “trickle
down” approach will be very small for working families, so if the problems are ever to be
addressed, some way must be found to unleash the private sector to work in concert with the
public sector. However, while some “smart growth” advocates are calling for greater housing
densities and rental housing solutions (as will be discussed in the section on smart growth),
regulatory barriersand local zoning provisions often discourage new apartment construction. In
many areas, then, the challenge is not just alack of public financial support, but also finding a

way to deal withthe*not in my back yard” phenomenon and to removetheregulatory barriersin
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such areas as zoning, building codes and development processing.

To succeed in meeting the affordable housing gap will require afocused public/private
partnership. For example, the Low Income Housing Tax Credit, the largest current publicly
funded program for construction of affordable housing, continuesto fund housing for low-income
households, and bringstogether awide range of private aswell as public playerssuch asbuilders,
financial entities, state housing finance agencies, and local officials. Nevertheless, the LIHTC
does not target the lowest income households in greatest need, and it can only begin to address
the problem since the available funding is constrained. New ideas and housing production
programs at the federal level are essential, along with further creativity and resources at the state
and local level. Without the provision of additional support at thefederal, stateand local level, as
well as a concentrated approach from the private sector, the nation’ s affordable housing crisisis

likely to get worse, not better.

Financing Multifamily Rental Housing

Financing apartment communities -- both existing buildings and new construction -- is
more complex than single-family financing, due to the greater diversity of properties and the
perceived higher risk associated with apartments. Apartment financing isacomplicated venture,
involving a whole range of stakeholders.El In addition, unlike single-family construction, no
standardized debt instruments or financing process exists and multiple funding needs and
multiple funding sources are common. Financing needs include funding for acquisition,
development and construction, long-term debt, and equity. Each may come from different
sources, and sometimes multiple sources are required to meet asingle need. Affordable housing
properties add to this the need for additional subsidiesor “gap financing” to bridge the shortfall
between available debt and equity.

Multifamily rental housing also involves financing for new construction and then, over
time, refinancing for existing projects as mortgages “rollover” every fivetoten years. Financing
isalso required to rehabilitate existing apartments. Sourcesto fund all of these types of debt and

equity instruments are found from traditional lenders such ascommercial banks, savingsand loan

*! Denise DiPasquale and Jean L. Cummings, “Financing Multifamily Rental Housing: The Changing Role of
Lenders and Investors,” Housing Policy Debate, 3.1 (1992), 91.
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associations, pension funds and life insurance companies, and more recently through the
secondary mortgage market and the broader capital markets.

Multifamily housing finance has undergone important evolutions and shifts over the last
several decades. Thischapter reviewsthose developmentsin five sectionsincluding: (1) aquick
review of the early days dating back to the depression; (2) the thrift crisis of the 1980s; (3) taxes
and multifamily housing; (4) innovation and adaptation related to multifamily financing; and (5)

public assistance for multifamily finance.

Early Days

Beforethe depression of the 1930s, apartment propertieswere either owned, debt free, by
individual s or small associations of individualsor financed by local banksor individuals. Infact,
until the Iat?a 1920s, the largest category of lenders in the U.S. was individuals not financial

ingtitutions.™ With the depression came the virtual collapse of the nation’s housing finance

system, necessitating more involvement from the federal government.

The first federal efforts came when Congress passed the Home Owners Loan Act (HOLA) in
1933 and established the Home Owners Loan Corporation (HOLC) to help refinance the
mortgages of home owners threatened with foreclosure. In June, 1934, Congress passed the
National Housing Act which created the FHA, and in 1938 the FHA Section 207 and General
Insurance (GI) Fund were created to provide long-term loans for apartment properties. These
loans were fully amortizable for up to 20-25 years, offered loan-to-value ratios as high as 90
percent and interest rates in the range of five to six percent. The Section 207 program was not
nearly asimportant in multifamily finance asitssingle family counterpart, the Section 203(b), but
it did provide an important framework to establish afederal rolein apartment financing and the
experience needed later to meet the market need for large-scale garden-style and high-rise
apartments at the end of World War I1.

When the Gls returned from World War 11, there was a sudden and dramatic need for

large-scale garden-style and high-rise apartments. However, despite this new market need, the

*2Kerry S. Vandell, “Multifamily Finance: A Pathway to Housing Goals, a Bridge to Commercial Mortgage Market
Efficiency,” paper presented at the Mid-Year Meetings of the American Real Estate and Urban Economics
Association, Washington, D.C., May 30, 2000, 5.
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FHA continued to focus on smaller and more affordable properties. Eventually a growing
number of institutional investors, such as pension fundsand lifeinsurance companies, entered the
multifamily loan market, and some of the nation’s mortgage banking firms began originating
apartment loansto sell to theseinvestors. According to Vandell, most largeloanswere originated
by savings associations, but life insurance companies were not far behind. Banks remained in

third place until 1984 when they surpassed life insurance company bal ances.E]

The Thrift Crisis of the 1980s

Over the last 25 years, the sources of apartment financing have changed and shifted.
Until the 1980s, the savings associations — savings and loans and mutual savings banks, also
commonly known asthrifts—dominated multifamily finance. However, thesethrifts experienced
serious financial problemsin the 1980s.

Inthe early 1980s, the country’ sthrift institutions, thetraditional providersof residential
mortgage debt, faced amounting crisis. Thereliance of these institutions on short-term savings
depositsto invest inlong-term, fixed-rate single family mortgages put them in atenuous position
when interest rates began rising steeply in the 1970s, especially the later part of the decade. By
the early 1980s, hundreds of savings and loans and mutual savings banks were close to

insolvency and were being forced out of busi ness..EI

To keep them afloat, Congress provided
emergency assistance to thrifts and deregulated them to allow the thrifts to invest in
nonresidential properties. With this change, thrifts were able to invest in almost any type of
income-producing property, opening doorsto opportunitiesfor diverse—and often unfamiliar and
riskier — investments.E‘I
financing in the mid-1980s. (See Figure 17).

Deregulation of the thrift industry in the early-1980s made it possible for savings and

Many thrifts used deregulation to expand heavily into apartment

loans to invest in unfamiliar projects. As aresult, according to Brueggeman and Fisher, some
thrifts “with limited underwriting experience proceeded too aggressively in order to establish
market share. They also reasoned that if they failed in these more aggressive and risky

endeavors, depositors would be protected with insurance provided by the Federal Savings and

3 Vandell (2000), 8.
> Ann Meyerson, “ The Changing Structure of Housing Financein the United States,” in Housing I ssues of the 1990s,
Sara Rosenberry and Chester Hartman, eds. (New Y ork: Praeger, 1989), 155-156.
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Loan Insurance Corporation (FSLIC).” ElThe“ softening” of the domestic energy market in 1986,
however, created an economic slowdown in certain parts of the country — particularly in the
Southwest — and sent a limited, but significant, number of thriftsinto bankruptcy.

TheFSLIC repaid depositors, but by 1987 itsreserveswere severely depleted. In August

of that year, Congress passed emergency legislation to provide the FSLIC with $10 billion in
additional reserves. However, government regulators and Congress felt a more permanent
solution was necessary to replenish not only the FSLIC reserves, but the reserves of the FDIC
which were also at an all-time low. In 1989, Congress passed the Financial Institutions Reform
Recovery and Enforcement Act (FIRREA), which imposed new regul ations on thethrifts; created
the Office of Thrift Supervision (OTS) to regulate them; and created a special organization, the
Resolution Trust Corporation (RTC) to take over and closeinsolvent savingsand loans. The new
regulations imposed by FIRREA were designed to reduce the risk under which the thrifts were
allowed to make investments. In this new regulatory environment, thrifts were prohibited from
making direct equity investments in real estate. While FIRREA guidelines alowed for a 95
percent loan-to-value ratio for homeowner mortgages, loans for acquisition, development and
construction (AD& C) were limited to 70 percent. This severely restricted the availability of
AD&C loans in certain regions. FIRREA also established minimum risk-based capital
requirements, and identified multifamily mortgages as being riskier ascompared to single-family
mortgages.
During thistime an increasing number of competitorsto thriftsal so sought to securitizetheir loan
portfolios. This heightened competition contributed to a major reduction in the share of thrift
loans in the multifamily finance market. In 1985, thrift institutions held 44 percent of
multifamily debt held in portfolio, but by 1999 their share had dropped to only 16 percent.
Another important source of multifamily debt has been commercial banks. Asof 1999 they held
18 percent of all apartment debt. Insurance companies|ost sharesof holdingsto thrift institutions
during the 1980s, but since the late 1980s their market share has remained at about their 1999
k4

level of nine percent.

*® Brueggeman and Fisher, 158.
% Brueggeman and Fisher, 566.
" Vandell (2000), 8, 11-12.
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The Federal Tax Code and Multifamily Rental Housing

Because private investors provide most of the equity for rental projects, return on
investment is an important determinant of apartment construction. And in the past, tax code
provisions providing incentives for multifamily investments were an important determinant of
investment return. Changesin these tax policiesover time have had an important influence on the
kinds of financing sourcesavailableto private developers. DiPasguale and Cummingsidentified
three different tax regimes that defined multifamily development: (1) the era prior to the 1981
Economic Recovery Tax Act (ERTA); (2) the period between 1981 and the 1986 Tax Reform Act
(TRA); and (3) today’ s post-Tax Reform Act regi mea(See Figure 18). Through its effectson
depreciation, required tax life, tax rate onincomefor investors, and tax rate on capital gains, each
act changed the incentives for investors to fund apartments.

Congress passed ERTA in 1981 as a response to the recession of 1981. To counteract
relatively highincometax rates, ERTA accel erated depreciation ratesand provided lenient initial-
period expense write-offs and large construction period and passive loss write-offs. These
changes gave apartment investors significant tax breakswhich, inturn, spurred new construction.
Between 1981 and 1986, the strong economy brought many new participants into the apartment
market, including new capital from foreign investors and new debt financing from the
deregulated savings and loans. With an abundance of funding sources, the apartment stock
surged over thefirst half of the decade. The number of multifamily housing startsin 1985 reached
nearly 600,000, their highest level since 1973. (See Figure 19).

By 1986 it became clear that the growth in the apartment industry stimulated by ERTA
had resulted in the rental housing market becoming overbuilt, largely among higher end units. To
discourage apartment investment motivated solely by tax policy and not market need for new
apartments, the Tax Reform Act of 1986, among other things, eliminated much of the tax-favored
status of rental housing. Specifically, the TRA increased therequired tax lifeto nearly pre-ERTA
levels, eliminated accelerated depreciation, and prohibited “ passive” investors (including most
investorsin limited partnerships of rental housing) from offsetting ordinary income with losses

from real estate inveﬁtments.EI The act also decreased income tax rates across the board.

% DiPasquale, Denise and Jean L. Cummings, “Financing Multifamily Rental Housing: The Changing Role of
Lenders and Investors,” Housing Policy Debate, 3.1 (1992), 87.
% DiPasquale and Cummings, 87.
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The TRA’s combination of reforms and lower tax rates effectively discouraged limited
partnerships, the most popular mode of investment in apartment housing at the time. This sent
apartment starts plummeting. (See Figure 19). While the 1986 tax act clearly eliminated
numerousinvestor incentivesto devel op apartment properties, it al so established the Low-Income
Housing Tax Credit to leverage private sector dollars to invest in affordable housing.
Construction under the LIHTC, discussed later, currently represents approximately 20 to 25
percent of multifamily construction nationwide.

These key events -- the thrift crisis and major changes in the tax code -- culminated in a
shortage of both equity and debt financing for multifamily housing in the 1980s. Without the tax
incentivesfor investment, investors had limited reasonsto invest equity in new projects, and with
the new | oan-to-valueratio and risk-based capital requirements discussed previously asapart of
the thrift crisis of the 1980s, the incentives for thrifts and commercial banks to lend money for

multifamily projects were significantly reduced.

Innovation and Adaptation in Multifamily Rental Financing

The crunch in both debt and equity financing in the 1980s required adaptation and
innovation. Three responses stand out as key developments in multifamily financing, and help
definetheindustry today: secondary mortgage markets, Commercial M ortgage-Backed Securities
(CMBSs), and Real Estate Investment Trusts (REITS).

Secondary Mortgage Market. A secondary market provides mortgage originatorswith avenueto
sell their mortgagesto third partiesin order to replenish their funds and make new loans. It aso
facilitates the flow of funds between geographic regions. A secondary mortgage market has
always existed in some form for both single-family housing and apartments. Prior to the 1950s,
large lifeinsurance companies and thrifts provided asecondary market for mortgages.EI In1938
Congress established the Federal National M ortgage A ssociation, now known as Fannie Mag, to
create a secondary market for government-insured residential (single-family) mortgages. In
1968, Fannie Mae was converted into a government-sponsored, private corporation, and the

Federal Home Loan Mortgage Corporation (FHLMC), now known as Freddie Mac wasformed to

% william B. Brueggeman and Jeffrey D. Fisher, Real Estate Finance Investments, 10™ Edition (New Y ork: Irwin
McGraw-Hill, 1997), 566.
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further expand the secondary market. As Government Sponsored Enterprises (GSEs), both
Fannie Mae and Freddie Mac provide a secondary market for conventional mortgages.

Freddie Mac and Fannie Mae becameinvolved in the apartment industry inthelate 1970s
when they began issuing securitiesthat “ passthrough” to the security holderstheregular interest
and principal payments on a pool of mortgages. Although these early mortgage-backed
securities accounted for just three percent of the multifamily originations in the 1971-1975
period, their entry into the multifamily market spurred later innovations by the GSEs and
encouraged other participants to begin serving the apartment market.

The earlier section on the thrift crisis discusses the changing sources of multifamily
finance over thelast 25 years. However, perhaps the most dynamic story has been the growth of
securitization and the secondary market. According to Vandell, Fannie Mae and Freddie Mac
held only about three to six percent of total multifamily balances between 1973 and 1999 (six
percent in 1999). However, federally related mortgage pools -- which include conventional and
FHA/V A securitiesissued through Fannie Mae, Freddie Mac, Ginnie M ae and the FarmersHome
Administration -- grew dramatically, from less than one percent of balances outstanding in 1973
to almost 16 percent in 1999, with the most dramatic growth taking place after 1985.EI

Commercial Mortgage-Backed Securities. Commercial Mortgage-Backed Securities
(CMBSs), issued against mortgages on apartments and non-residential properties by investment
banks and other magjor financial institutions, have become a primary vehicle through which debt
capital entersthe multifamily market. The CMBS market first emerged in the mid-1980s, with an
initial focus on apartment loans, for which Fannie Mae and Freddie Mac had already created a
secondary market. However CMBSs only really took off after 1991 when the Resolution Trust
Corporation was aggressively marketing the mortgage portfolios of failed thrift institutions. The
RTC absorbed some of the initial risk in demonstrating to investors that private-sector
securitization of mortgages on apartments and other income producing property (often referred to
as commercia property) was both feasible and potentially profitable. The CMBS market grew
from $34.6 billion in 1990 to $176.6 billion by the end of 1997 — a change from 3.3 percent of
outstanding commercial mortgage credit to 15.1 percent. The apartment industry benefited from
thisgrowth along with office, retail, and industrial properties. By theend of 1997, the apartment

®1vandell, (2000), 12.
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market was one of the most heavily securitized markets ($86.1 billion which was 25.5 percent of
apartment mortgage credit outstanding) ,E' although single-family mortgages remain the most
securitized.

Real Estate Investment Trusts (REITS). REITsarereal estate companiesor trusts— often
organized or sponsored by a financia institution such as an insurance company, commercial
bank, or mortgage banker —that qualifiesasa* pass-through” entity under acertaintax status. As
pass-through entities, REITsdistribute to their shareholdersnearly all of their earningsaswell as
capital gainsfrom property sales. Whilethe REIT itself pays no taxes on earnings, shareholders
pay taxes on dividends and capital gains.

Threetypesof REITshave developed over thelast century: equity trusts; mortgagetrusts;
and hybrid trusts. An equity trust acquires property interests. A mortgage trust “purchases
mortgage obligations and thus becomes a creditor with mortgage liens given priority to equity
kal

holders.”™*Hybrid trusts, combine the benefits of equity and mortgage trusts. Mortgage trusts
were responsible for early growth in the market. However as many mortgage trusts ran into
financial difficulty and were liquidated in the early 1970s, equity trusts became the dominant

kind of REIT.EI By 1999 equity trusts made up 95 percent of the total REIT marketE

With the collapse of the REIT market for mortgagetrustsin the early 1970s, coupled with strong
competition from other mortgage lenders and from limited partnerships, the growth of REITswas
restrained inthelate 1970sand 1980s. But inthe 1990s REI Tsreally cameto theforefront of the
commercia and multifamily real estate market. Inthe 1990s, several factors created new interest
in REITs. Key among them was the capital crunch of 1990-93, during which debt and equity
became scarce in the private market and forced real estate ownersto look to the public markets
for their financing needs. Another important event was the 1986 Tax Reform Act, which
eliminated the significant tax advantages for private real estate ownership, especialy limited
partnerships, by stretching out the depreciation period and restricting the ability to claim “ passive
losses” on real estate investments. These changes helped make public vehicles for real estate

82 vandell, Kerry S., Strategic Management of the Apartment Business in a“Big REIT” World (Washington,
D.C.: Nationa Multi Housing Council, 1998), 5-6.
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ownership and financing more attractive. Asaresult, total market capitalization of equity REITs
grew from $11 billionin 1992 to over $140 billion at their peak in 1997. (See Figure 20). REITs
have been even more important to apartment financing. Most industry analysts estimate that
REITs now own between five and ten percent of all apartments nationwide and between 15 and
20 percent of the apartmentsin larger properties of at least 100 units or more.

As REITs have grown increasingly important within real estate finance generally, and
apartment devel opment specifically, some have specul ated that consolidation will continue until
ultimately a few of the largest and strongest REITs “swallow the world”, dominating public
equity markets. Others have countered that large size beyond a certain point actualy has
disadvantagesfor REITSs, and that new Initial Public Offerings (IPOs) and spin-offswill preserve
diversity among REITs. Morelikely, according to Vandell, isthat two different kinds of REITs
will emerge withinthe market and exist side by side: aggressivelarge national REITsand smaller
REITs that focus on local and regional markets.EI Thus, while it is not likely that REITs will
swallow the world, they will continue to fill an important role within multifamily housing

finance.

Public Sector Involvement in Multifamily Rental Finance

The government influences the apartment industry in a number ways. It regulates,
finances, subsidizes and in some cases operates apartment properties. It also provides tax
incentives to encourage private apartment construction. Indirectly, it influencesthe industry by
providing low income households with income support (through welfare and housing vouchers)
which translates into money for housing, and it promotes homeownership which decreases
demand for multifamily housing.

The public policy role related to multifamily housing has historically focused on
promoting housing affordability, primarily for low-income households. The goals and means of
thisinvolvement have shifted dramatically since the creation of the country’ sfirst public housing
program in 1937. In the beginning the government had a supply-side focus in which it
constructed and managed its own affordable housing in the form of public housing. Later it

began providing incentives for the private sector to construct and operate the housing, and

% National Association of Real Estate Investment Trusts 1999.
% vandell, (1998), 9-10, 31.
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eventually supply-sideinterventions shifted away from only subsidizing the construction of new
affordable housing toward also encouraging preservation and rehabilitation. Still later, federal
efforts shifted to a demand-side focus that involved providing residents with rental vouchersto
subsidize their rents and make them affordable. Also, asfederal resources have become scarce,
some of the public activity in affordable housing has moved to the state and local level, which has
served to further expand therole of the private sector in affordable housing and has created anew
rolefor nonprofitsin multifamily housing. Each of these areas of focuswill be discussed below.

The Federal $hift from Supply Sde to Demand Sde Subsidies. The federal government
began actively building multifamily housing in response to the Great Depression. By 1960, more
than 400,000 units of public housing had been produced.EI (See Figure 21). While public
housing construction continued over the next several decades—tripling the number of unitsfrom
400,000 to 1.2 million between 1960 and 1980 — over time, the public sector turned to the private
sector to build the nation’ s affordable housing needs.

The U.S. Department of Housing and Urban Development (HUD) and Congress created
several programs-- Section 236, Section 221(d)(3), and Section 202, and Section 8 —to provide
private developers with low-interest mortgages to build rental housing. Key among these was
Section 8, which was authorized in 1974 and paid devel opersthe difference between fair market
rent and the amount of income that qualified tenants — earning less than 80 percent of the area
median income — could afford to pay for housing (25 percent of income, later amended to 30
percent). The number of units constructed with these kinds of subsidies grew from 400,000 in
1975 to more than 3 million by 1994.@

Beginning inthe 1970s however, thefocus of federal affordable housing programs shifted
to demand-side subsidies, largely through amodified Section 8 program for existing housing. The
new Section 8 provided certificates and vouchersto residents with incomes | ess than 50 percent
of the metropolitan areamedian to help them pay therentin privately-held apartments. By 1994,
approximately 1.3 million households received housing subsidies through HUD (one million
through HUD’s Housing Certificate Program, and an additional 300,000 through Housing
Vouchers) E

¢ Burchell and Listokin, 598.

% Burchell and Listokin, 598-599.

% Stuart A. Gabriel, “Urban Housing Policy in the 1990s,” Housing Policy Debate, 7.4 (1996), 683.
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The 1980s-1990s. Federal Retrenchment and A Focuson Preservation. After 40 years of
public involvement in creating and sustaining the nation’s stock of affordable housing, in the
1980sthefederal commitment to affordable housing scaled back considerably. Thiswasin part
due to agrowing suspicion that government regulatory interference with the private market was
at least partially responsiblefor the shortage of affordable housing. Another important factor was
the recognition that federal resources to continue to construct new subsidized housing were no
longer available.

Massive retrenchment of federal involvement in affordable housing followed, particularly
in the area of new construction. New funds for subsidized housing fell by 60 percent between
1980 and 1990, from approximately $25 billion to $10 billion. Annual subsidized housing starts
dropped even more steeply, by almost 90 percent, from 175,000 to 20,000. Total expansion of the
HUD-subsidized inventory slowed to half the rate of the previous decade.liI

With no resources to construct new housing, federal efforts began to emphasize
rehabilitation and preservation of the existing affordable housing stock and to continue reliance
on demand-side subsidies. Funding for existing or rehabilitated units comprised 80 percent of
HUD subsidies by the late 1980s, up from just five percent in the early 1960s. [l

The shift to preservation was a response to both the loss of low-rent unsubsidized units
(estimated at areduction of 2.8 million units between 1974 and 1984) and the significant needs of

the existing stock.EI

Public housing suffered from management and structural problems. By 1990,
approximately 1.4 million public housing units were threatened by advancing age and
depreciation, and it was estimated that $12.2 billion would be necessary to bring the entire stock
up to acceptable physical condition. Aggravating thissituation wasthe fact that admission policy
changes made earlier to emphasi ze serving the poorest of households had caused the proportion
of residents with special needs — such as drug addictions or violent criminal records — to grow
dramatically. Average resident income fell lower and lower, forcing the federal government to
allocate more and more dollars to keep public housing projects open and with affordable rents.
One response by HUD to this situation was to begin to turn over ownership of some existing

public housing facilitiesto the residents, first with a 1985 demonstration program and then later

0 Burchell and Listokin, 599, 601.
" Burchell and Listokin, 588.
2 Gabriel, 680.
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with the Housing Opportunitiesfor People Everywhere (HOPE) Program. Thetheory behind the
program wasthat if public housing residents owned their units, they would have more incentive
to take care of properties and to manage their finances efficiently.

Public housing was not the only affordable housing to reach a crisis point in the late
1980s. A similar situation was also developing in the privately-owned affordable housing built
under the Section 236 and Section 221(d)(3) programs. A significant portion of the stock wasin
need of rehabilitation and recapitalization. More importantly, the affordability restrictions on
these properties were beginning to expire. As originaly built, the owners agreed to keep the
properties affordable for 10 to 20 yearsin exchange for below market rate loans. But oncethese
periods expired, federa law allowed the owners to repay their mortgages, and convert the
properties to market-rate housing and raise the rents, threatening to further reduce the available
stock of affordable housing. Some of the affordability restrictions began expiring in the 1980s,
but the majority did not come up until the 1990s.

In 1987 Congress acted to preserve these properties as affordabl e housing by passing the
Emergency Low-Income Housing Preservation Act (ELIHPA). That wasfollowed by the Low-
Income Housing Preservation and Resident Homeownership Act (LIHPRHA) in 1990 and the
Multifamily Assisted Housing Reform and Affordability Act (“Mark to Market”) in 1997. All
three acts provided incentives and requirements for owners related to keeping their properties
affordable3

Shift to an Increasing State and Local Rolefor Affordable Housing. Statesand localities
support affordable apartment development in three ways: (1) through their local functions to
oversee and set standards for housing construction; (2) through their administration of federal
programs, and (3) increasingly, through funding and administration of their own programs.

State and local governments have always influenced housing markets through their
authority to oversee and set standards for housing construction. Thisauthority includes building

codes, zoning and land use regulation, minimum housing standards and real estate taxation.EJ

> Gabriel, 680-681.

™ Mary K. Nenno, “Changes and Challenges in Affordable Housing and Urban Development,” in Affordable
Housing and Urban Redevelopment in the United States, Willem Van Vliet ed. (Thousand Oaks, CA: Sage
Publications Ltd. 1997), 10.
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They also participate directly in multifamily affordable housing programs. Their original
role was to implement federal programs, beginning with the creation in 1937 of loca public
housing authorities charged with managing federally-funded projects. This role expanded after
1949 when local redevelopment authorities were established to administer federal community
development activities under the Urban Renewal Program. Their responsibility for federal
programswas solidified in 1974 when the Housing and Community Development Act created the
Community Development Block Grant (CDBG) program which allocatesfederal money directly
to localities to support a broad range of housing and urban devel opment activities.

Beginning in the 1970s, state and local governments began using the capacity and
experience they developed over 40 years of administering federal housing programsto takeon a
new role—asdirect funders and devel opers of affordable housing. In many cases, thisevolution
was necessary tofill thevoid created by the gradual cutback infederal assistance.ﬂA
Mary K. Nenno, by 1980 “13 states had established housing rehabilitation grant or loan

programs, and 15 had provided tax incentivesfor housing. Between 1980 and 1989 it is estimated

ccordingto

that more than 300 new state housing programs were enacted, and almost every state had a state

housing finance agency.”EI

Today, in addition to providing financing, states and localities also
assess regional affordable housing inventories, develop lists of potentia priority buyers for
affordable properties that private owners seek to sell, provide state-level technical assistance,
assist in predevelopment and equity funding, train property managers, and provide buyers of |ast
resort.Ez'

The Low-Income Housing Tax Credit. Perhapsthe most significant recent development in
the public finance and taxation of affordable multifamily housing took place in 1986 with the
creationthe LIHTC. Today, the LIHTC representsthelargest federal commitment to affordable
housing construction and rehabilitation. It also represents a clear redirection of public housing
policy toward devolution, preservation, and a greater reliance on private investment to create

affordable housing.

® Nenno, “Between fiscal years 1981 and 1988, low-income housing assistance was cut by 75percent, CDBG by
32percent, and Urban Development Action Grants by 100percent,” 9.
® Nenno, 12.
" Gabriel, 681.
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The LIHTC offers private investors who provide the equity needed to build or rehab
qualified housing properties with a 10-year federal incometax credit. Thesetax creditsarefirst
allocated to proposed projectsthrough state and local housing finance agencies. Developerswho
receive the creditsthen sell them to private investorsin order to generate equity for the property
and to reduce the costs of construction or rehabilitation. In exchangefor these credits, ownersare
required to maintain a portion of the units as affordable to households earning more than 60
percent of the areamedian income for 15 years. In practice, most propertiesreserve all of their
unitsfor affordable housing in order to receive the maximum number of tax creditsand to beable
to combine tax credit equity with other state and federal subsidies.

The program has proven highly successful at both creating affordable housing and
providing strong returns on investments. Competition for tax credits has increased as investors
have become more familiar with the program. For example, the amount of private investment
raised per dollar of tax credit rose from $0.47 when the program was originated in 1987 to $0.62
by 1996. Asinvestors have become more comfortable with the program’ sminimal risk level, the
returns they requirein order to invest in an LIHTC property has fallen from an Internal Rate of
Return (IRR) of 28.7 in 1987 to 18.2 by 1994 (assuming an eight-year pay-in) .EI

The LIHTC has been modified over the years, in some casesto reflect heightened public
concern over the preservation of the nation’s affordable house stock. In 1989 Congress was
already grappling with the expiring contracts for Section 236 and 221(d)3 properties, so they
extended the LIHTC’ s 15-year affordability period to prevent asimilar situation from developing
inthat program. Propertieswhich received creditsin 1990 wererequired to remain affordable for
30 years, although some latitude was provided for partnersto opt out under certain conditions. As
competition for credits hasincreased, state and local housing finance agencies have been ableto
bolster affordability protections even more through their alocation process. They now give
preference to project proposals that commit to even lengthier affordability periods, relinquish
their latitude to opt out of extended affordability periods, and/or agree to sell properties to

nonprofit agenciesinterested in preserving affordability when affordability commitmentsexpire.

"8 Jean L. Cummings and Denise DiPasqual e, Building Affordable Rental Housing: An Analysis of the L ow-Income
Housing Tax Credit (Boston, MA: City Research, 1998), 46.
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Preference is a'so given by some states to projects that target households with incomes even
lower than legidlatively required.

Sincethe LIHTC' sinception, over 750,000 housing units have been constructed under the
program, and their financing, design and target popul ations have varied significantly according to
state and local needs and preferences. On average, an additional 62,500 units are created each
year, representing approximately 20 to 25 percent of all multifamily housing construction
annual |y_|z_91 The earliest Tax Credit projects, those with the least affordability protections, will
begin to expirein 2002, and preparation for these expirations will represent the next affordable

housing public policy challenge.

Multifamily Rental Housing And Smart Growth

The issue of growth management moved to the front of the political landscape in 1998
when voters passed some 200 separate ballot initiatives designed to curb the effects of suburban
sprawl and preserve open space. With the economy soaring and crime rates falling, Americans
began to increasingly turn their attention to quality of life issues such as traffic congestion,
pollution and overcrowded schools. With that change came anew focus on the role apartments
play in housing the nation’s population. Smart growth strategies often place a high value on
multifamily housing because of the greater residential density it enables, becauseit usesexisting
infrastructure more efficiently, and because it is pedestrian-friendly.

Nonetheless, serious obstacles remain to promoting apartment housing in suburban
nei ghborhoods, including overcoming community objectionsto proposed new development and
enticing more consumers to accept higher density living. However, demographic and lifestyle
trends have led to a growing number of young professionals and empty nester househol ds who
prefer the conveniences and location of apartment living. And demographic trends and growth
related challenges are forcing communitiesto change their opinion of apartment propertieswithin

their borders.

The Smart Growth Dilemma

" Kate Collignon, Expiring Affordability of Low-Income Housing Tax Credit Properties. The Next Era in
Preservation (Cambridge, MA: Joint Center for Housing Studies and Neighborhood Reinvestment Corporation,
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Over the last century, the U.S. population has steadily moved from urban areas to the
suburban periphery. Within thelast 15 years al one, the suburbs have captured between 80 and 85
bl

percent of the newly constructed homes.™ Evolutions in transportation -- first streetcars and
railroad lines and eventually automobiles-- madeit possible for consumersto movefurther from
the city. The federal government reinforced this trend with legidlation, such as the Federal
Highway Act and the Gl Bill, that supported infrastructure expansion and homeownership.EI

With this mass movement to the suburbs, increasing amounts of land have been used at
decreasing densities, although urban land still makes up only three percent of the 1.9 billion acres
k2l

found in the contiguous United States.™ As an example of the move to the suburbs, between
1960 and 1990, the population of the greater Kansas City metropolitan area increased by 29
percent, but itsland massincreased by 110 percent. Similarly, theland covered by the population
of Chicago and Philadelphia grew 30 percent between 1970 and 1990 despite a population
increase of less than five percent. And some have called Atlanta “the most rapidly expanding
settlement in human history”. Its size, end to end, increased from 65 milesin 1990 to 110 miles
by 1997.EI

The movement to the suburbs has been driven by consumer demand for more space,
higher quality housing, safer and more effective schools, and other amenities perceived to be
scarce within larger cities. Many households have individually benefited from the great urban
exodus, but the resulting “ spraw!” has also created challenges for urban and suburban residents
alike. Most visible among these are quality of life concerns such as loss of open space, traffic
congestion, pollution, and the expansion of urban blight in some areas from inner citiesto inner
suburbs. In addition to quality of life concerns, there are fiscal issues such as the cost of
infrastructure and the means to fund the requirements for growing schools.

These concerns highlight athree-way dilemmarelated to smart growth. First, consumer
preferences for the benefits that the suburbs can provide will continue to drive suburbanization

as long as positive alternatives are not available. Second, efforts to provide alternativesin the

1999), 4.

8 Alexander von Hoffman, “Housing Heats Up: Home Building Patternsin Metropolitan Areas,” (Washington, DC:
The Brookings Institution, December 1999), 3.

8 Urban Land Ingtitute, Future, 5-6.

8 National association of Home Builders, Smart Growth: Building Better Places to Live, Work and Play
(Washington, DC: National Association of Home Builders, 1999), 9.
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context of more efficient construction patterns must overcomefearsthat denser development will
eliminate the benefits of suburban living. And third, government and regulatory effortsintended
to slow down growth and “sprawl” often drive up housing and construction costs, further
reducing the availability of affordable housing. True “smart growth,” then, must seek a balance
between consumer preferences, the probability that extensive growth restrictions will limit
housing opportunities for the housing “have nots’, and the hope that reasonable land use will

improve the quality of life for generations to come.

Smart Growth and Multifamily Rental Housing

Apartments can play an important role in achieving this balance. Well-designed
multifamily rental housing can help renew interest in downtown and urban living. It can also
encourage new devel opment to take on amore town-centered character by preserving open space
and making it possible to locate housing within walking distance of retail and public transit.

Not only does it meet smart growth guidelines, but higher density housing offers
numerous advantages for individualsin addition to the lifestyle benefits discussed earlier. Land
costs are lower per unit, making the housing more affordable and thus making it possible for
moderate-income households to move into better neighborhoods. Higher density developments
within a suburban neighborhood also alow households to remain in the same community

throughout the different stages of their lives.

Barriersto Smart Growth and Multifamily Devel opment

Degspite the intellectual appeal of apartments, significant barriers have long stood in the
way of both building more apartments and attracting suburban-oriented households back into
denser, more urban environments. Devel opers seeking to build apartmentsin suburban towns or
urban communities have often faced tremendous legal and political resistance. Many suburbs
have zoning lawsthat restrict residential development to single-family homeswith largelots. And
in urban communities the morass of regulatory constraints and uncoordinated government
agencies can lead to costly delays or complete stoppage. When devel opers do appeal for zoning
variances or local government cooperation, they often encounter intense local opposition and
“Not In My Back Yard” (NIMBY') responses.

8 Urban Land Institute, Future, 5.
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Communities fear development of multifamily housing for avariety of often unfounded
reasons. Key among these arefearsof: rising local fiscal deficitsasaresult of apartment residents
using public services, particularly schools; increased traffic and parking congestion; apartment
residents that will differ from those already living in the community (by income, race and/or
culture), and potentially increasing crime and decreasing property val ueﬁ.@

Objective research has refuted many of these fears. For instance, apartment properties
typically pay higher property tax rates than single-family homes, yet they place less demand on
public service. Theaverage apartment household consumes $1,647 in public services, compared
ksl

to $2,361 for single-family homeowners.™ It isless expensive to provide public infrastructure
and service such as police and fire protection to higher density construction. (See Figure 22)
Apartment househol ds also placeless demand on local school systems, with 36.1 children per 100
multifamily households versus 55.6 across all kinds of homa:zEI

Apartment properties can also help municipalities accommodate growth without
worsening traffic congestion because multifamily households generally own fewer vehicles and
use public transportation more frequently. Infact, many choose wherethey live, at least in part,
because of proximity to public transportation. While only four percent of single-family
homeowners use public transportation or walk to work, fully 19 percent of apartment residents
do.EI

Andfinally, the concernsthat apartment propertieswill causethe value of nearby single-
family homes to decrease remains unsubstantiated. In fact, one study found that between 1987
and 1995 single family homes located within 300 feet of amultifamily building appreciated just
one-tenth of a percent less than the 3.2 percent appreciation seen among single family homes
kal

without multifamily structures nearby.™ Nevertheless, the costs of overcoming political

resistance have discouraged many builders from even attempting to build apartments.

8 Black, 16-17; Burchell and Listokin, 573.
& Colton, Crowe, and Emrath, 6-7. From Paul B. Downing and Richard D. Gustav, “The Public Service Costs of
Alternative Development Patterns: A Review of the Evidence”, in Paul B. Downing (ed.), Local Service Pricing
Palicies and Their Effects on Urban Spatial Sructures (Vancouver, B.C.) University of British Columbia Press,
1977) Table 8.
% Colton, Crowe and Emrath, 6-7. From 1995 American Housing Survey. See also National Multi Housing Council,
“Growing Smarter with Apartments,” (Washington, D.C.: National Multi Housing Council, 1999), 4.
8 Colton, Crowe and Emrath, 6-7. From 1990 U.S. Census.
8 Colton, Crowe and Emrath, 5.
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The Future of Multifamily Rental Housing and Smart Growth

Despite these barriers, it is likely that a variety of factors including economics, public
policy pressures, demographics, and housing demand within the context of smart growth will lead
to greater urban and mixed use devel opment. Multifamily and rental housing will be animportant
component of this activity.

“Edge cities’ — employment centers outside of center cities, surrounded by suburban
development — are discovering that if they restrict residential development to large, expensive
single-family homes, they do so at the expense of economic growth. Affordable, multifamily
housing makes it possible for moderate and lower-wage workers — such as teachers, nurses,
police, administrative personnel, and restaurant and retail staff —to providethe servicesonwhich
a locality depends on a day-to-day basis. Furthermore, employers of even upper-income
employeesfind they haveto pay higher salariesto attract talent to areas with high housing costs.
Without the affordable housing that higher-density and multifamily construction makes possible,
localities jeopardize their own future development.

In the face of these kinds of pressures, as well as in response to fair housing concerns,
some strategies to encourage higher-density devel opment have begun to emerge at the federal,
state and local level. For example, the federal government has taken steps to promote higher
density development in some situations. State and local governments have moreflexibility in how
they use Highway Trust Fund, including the ability to allocate these funds to improve urban
transportation systems"@ Brownfield redevel opment programs, created under the leadership of
theU.S. Environmental Protection Agency, HUD and the Department of Commerce, have helped
remove the disincentives for redevel oping sites contaminated from previous use.

Even without government intervention, demographic changes, as discussed earlier, are
likely to increase demand for apartment housing within mixed-use areas. The fastest growing
household types between now and 2010 are smaller households — single adult households,
childless couples and single-parent households — which all have a higher propensity to select
apartment living. The number of individuals seeking smaller housing units will be further
increased as the echo boomers move out of their parents homes and the baby boomers become

empty nesters.

8 Black, 10.
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If truly balanced smart growth efforts gain strength, apartment housing should play an
even moreimportant rolein urban and suburban development. Nonetheless, despite thelinkage
between smart growth and apartment development, and despite the demographic and public
policy pressures supporting increased apartment production, there still remains along road ahead

to achieve greater consumer and community acceptance of apartment housing.

Conclusion

Asthe nation moves forward in the 21% Century, multifamily rental housing will play an
essential, and possibly expanded, rolein housing our country’ sresidents. The apartment industry
currently provides housing to awide diversity of rentersthat can generally be classified into three
groups: lower-income residents of affordable housing apartments, higher-incomelifestylerenters,
and a vast middle market of moderate-income households. Both by necessity and by choice, a
significant portion of the nation’ s householdswill 100k to apartmentsto meet their housing needs.

Recently, much of the industry’ s attention has been focused on lifestyle renters. These
households, defined as earning $50,000 or more, have been the fastest growing sector of
apartment renters for the last several years. Such attention should continue in order to meet
market demand, but the greatest housing needs are clearly in the affordable housing arena. Over
thelast two decades federal resources devoted to housing programs have leveled off, or declined,
while the needs have grown. At the same time, public policies related to taxes and financia
regulations have reduced the incentives for private investment in multifamily housing,
particularly at the affordable end of the market. Theresult isagrowing gap between the housing
“haves’ and “have nots’, and an increasing number of working families who cannot find or
afford decent housing. Without a renewed commitment to provide federal, state and local
financial support for new housing production, along with a sustained public/private housing
partnership, it is likely that the affordable housing gap will continue to widen.

Inthe 21% century multifamily housing will continueto be animportant resource. To help
counter the diminished federa role, the activities of state and local governments related to
affordable housing have grown, and the Low Income Housing Tax Credit has provided asteady,
albeit modest, level of new construction and rehabilitation for low and moderate income housing.

Recent efforts by HUD and Congress over the last several years have al so resulted in a modest
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increase in the number of housing vouchers. Still, at the same time, regulatory burdens to
providing affordable housing at the state and local level have gained strength in numerous
communities.

The challenge of suburban sprawl should provide anincentiveto look to the devel opment
of multifamily residential alternativesin both suburban and urban locations. This can be achieved
within the context of smart growth by recognizing the need to balance community growth and
lifestyle concernswith the fact that growth control srai se construction and devel opment costsand
thereby limit the avail ability of affordable housing. Perhaps by learning from the successes and
mistakes of the past, leaders and communities nationwide can achieve the appropriate mix of
public policy guidance and private sector initiative necessary to support the role that apartment
housing can play across the country to provide greater housing choice and to help meet the

nation’s critical affordable housing needs.

79



Figure 1

Housing Units by Tenure and Structure Size

Renter Occupied,
2-4 Units
21%

Renter Occupied,
5+ Units

0,
Owner Occupied 43%

66%

Renter Occupied,
Single Family
36%

Adapted From: Jack Goodman, “The Changing Demography of Multifamily Rental Housing,” Housing Policy Debate , 10.1 (1999), 33.
Based on Data from US Bureau of the Census, 1997.
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Figure 2

Local Economic Impact of 100 Multifamily Home

Year of Construction On-Going | Over 10 Years
Local Income ($000) $4,824 $1,183 $15,471
Local Taxes and Fees $409 $243 $2,596
($000)
Local Employment (jobs) 121 36 445

From: Kent W. Colton, David A. Crowe, and Paul Emrath, The Benefits of Multifamily Housing
(Washington, DC: National Association of Home Builders, September 1998) 5. Note: Based on data
from National Association of Home Builders model of local economic impact of home building.
Average value of home is $74,500; average property tax is $907; average builder fees are $2,315.

Figure 3

Why Do Renters Choose to Rent?
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hington, DC: Fannie Mae, 1999).
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Figure 4

Demographics Of Multifamily Renters Versus All Households, 1997

|  AllHouseholds | Multifamily Renters
Age
Under 30 14% 30%
30-65 66% 54%
Over 65 20% 16%
Household Income
Mean $47,110 $29,603
Median $35,172 $21,000
Race
White 84.2% 72.7%
African American 12% 20.6%
Other 3.8% 6.7%
Hispanic Origin
Yes 8.1% 14.9%
No 91.0% 84.2%
Household Size
Mean 2.6 2
1 person 25% 46%
4+ persons 10% 5%
US resident less than 10 years
Yes | 3% 8.9%
Adapted From: Jack Goodman, "The Changing Demography of Multifamily Rental Housing, ~
Housing Policy Debate, 10.1 (1999),36, 42. Data from U.S. Bureau of the Census, 1997.
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Figure 5

Resident Characteristics In The Three Markets for Multifamily Rental Housing

Affordable Market Middle | Lifestyl All
Total Federally Market e Apartment
Assisted Market | Household
S
Share of all Apt.
Householders 49% 19% 37% 14% 100%
Age of Householder
Median 41 44 33 38 37
Mean 47 49 38 42 43
<30 26% 21% 39% 20% 30%
30-65 51% 48% 53% 70% 64%
65+ 23% 31% 8% 10% 16%
Household Size
Mean 2.1 2.3 2.2 1.4 2.0
1 person 50 43 31 65 46
4+ persons 17 19 14 0 5
With 1+ children 35 50 31 0 29
Household Income
Mean $11,79 $10,944 $42,752 | $62,382 $29,603
5
Median $10,44 $7,608 $32,100 | $48,298 $21,000
4
Race
White 66.7% 59.1% 74.2% 79.7% 72.7%
African-American 26.8% 34.8% 18.8% 11.9% 20.6%
Other 6.5% 6.1% 7% 8.4% 6.7%
Hispanic Origin 23% 14.6% 11.4% 8.1% 14.9%
Residency
Moved in past year 30.1% 21.8% 38.7% 31.3% 33.4%
US resident 10.2% NA 8.6% 6.9% 8.9%
less than 10 years
From: Jack Goodman, "The Changing Demography of Multifamily Rental Housing,”
Housing Policy Debate, 10.1 (1999),42. Data from U.S. Bureau of the Census, 1997.
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Figure 6

Projected Growth In All Households And Multifamily Households, 1995 to 2010
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Source :Jack Goodman, “The Changing Demography of Multifamily Rental Housing,” Housing Policy Debate, 10.1 (1999), 46
Based on Data from US Bureau of the Census 1997and Jennifer Day Cheeseman, Projections of the Number of Households and Families in the United
States. 1995 to 2010 (Washington, DC: US Bureau of the Census, Current Population Reports, 1996) .




Thousands of Renters

Figure 7

Baby Boomer And Echo Boomer Demographics

| Baby Boom | Echo Boom
Population

Minority 16.8% 34.0%
Foreign-Born 3.4% 10.1%
Second-Generation 9.8% 11.7%
Never Married 67.0% 88.4%
Women in Labor Force 52.3% 66.1%
Single-Person 13.7% 23.1%
Married-Couple 69.0% 21.4%
Any Household 43.5% 32.4%
W/Children

Homeownership Rate 16.2% 15.2%
Single-Person 8.5% 11.4%
Homeownership Rate

From: Joint Center for Housing Studies, The State of the Nation’s Housing 1999

(Cambridge, MA: Joint Center for Housing Studies, 1999), 10.

Figure 8

The Baby Boomers and the Echo Baby Boomers Will

Bolster the Ranks of Renters
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Figure 9

Growth In Renters By Income Group,
1985 To 1991, And 1991 To 1997
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Notes: Very low income defined as less than 50% of regional median incomes: low is between 50% and 80%; moderate is
between 80% and 100%; moderate-high is between 100% and 120%; high is above 120%.

From: Joint Center for Housing Studies, The State of the Nation’s Housing 1999 (Cambridge, MA: Harvard Joint
Center for Housing Studies, 1999), 22.




Figure 10
Percent Of All Households, Homeowners And Renters By Rent Burden, 1997
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Source: U.S. Dept. of Housing and Urban Development, Office of Policy Development and Research, Rental Housing Assistance -- The

Worsening Crisis: A Report to Congress on Worst Case Housing Needs (Washington, DC: U.S. Dept. of Housing and Urban
Development, 2000), A-1. Based on data from 1997 American Housing Survey.




Figure 11
Subsidized Housing Units As A Percentage of All Low-Cost Rental Units, 1975

To 1995
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From: Jennifer Daskal, _In Search of Shelter: The Growing Shortage of Affordable Rental Housing (Washington, DC: Center on
Budget and Policy Priorities, 1998), 35. Based on data from American Housing Survey 1995.




Figure 12

Prevalence of Problems Among Families With Worst Case Needs

@ Severe rent burden only B Severe burden & moderate problems
O Severe burden & severely inadequate O Severely inadequate only
B Severely inadequate and moderate problems

From: U.S. Dept. of Housing and Urban Development, Office of Policy Development and Research, Rental Housing Assistance -- The Worsening Crisis: A Report to
Congress on Worst Case Housing Needs ( Washington, DC: U.S. Dept. of Housing and Urban Development, 2000), 14.




Figure 13

All Unassisted Renter Households With Priority Housing Problems By Income
Group
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Household Income as Percent of HUD-Adjusted Median Family Income 1997

Source: U.S. Dept. of Housing and Urban Development, Office of Policy Development and Research, Rental Housing Assistance — The Worsening Qrisis : A Report to Gongress
onWorst Case Housing Needs (Washington, DC: U.S. Dept. of Housing and Urban Development, 2000), 29. Based on data from 1997 American Housing Survey.




Figure 14

Supply of Unsubsidized Low-Cost Rental Housing 1973 to 1995
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Unsubsidized Units Below $300 Month (in 1995 Dollars)

From: Jennifer Daskal, _In Search of Shelter: The Growing Shortage of Affordable Rental Housing (Washington, DC: Center on Budget and
Policy Priorities, 1998), 32. Based on data from American Housing Survey 1995.




Figure 15
Subsidized Housing Units as a Percentage of All Low-Cost Rental Units, 1975

to 1995
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From: Jennifer Daskal, _n Search of Shelter: The Growing Shortage of Affordable Rental Housing
(Washington, DC: Center on Budget and Policy Priorities, 1998), 35. Based on data from American Housing
Survey 1995.




Units of rental assistance enacted

Figure 16

New Units of Federal Rental Assistance, 1978 - 2000
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Figure 17

Multifamily Mortgage Originations for New and Existing Properties, 1980-1996
(1996 Dollars)
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Source: U.S. Department of Housing and Urban Development, Survey of Mortgage Lending Activity,
Annual Tables, table 4.
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Figure 18

Changes In Tax Variables: 1960 - Present

Pre-ERTA ERTA Tax Reform
1981-1986 1987-Present
Depreciation | Double-Declining | Double-Declining Straight-Line
Method Balance Balance
Tax Life
(years) 30-40 15-19 27.5
Tax rate on
income for .50 .45 .28
investors
Tax rate on
capital gains .25 .18 .28

Adapted From: Denise DiPasquale and Jean L. Cummings, “Financing Multifamily
Rental Housing: The Changing Role of Lenders and Investors,” Housing Policy
Debate, 3.1 (1992), 87.
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Figure 19

Multifamily Housing Starts, 1969-1999
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Source: U.S. Census Bureau, Census Construction Division.

81 1983 19

13

85 1987 1989 19

91 1993 1995 19

97 1999



Figure 20

Growth of the Public Markets in Real Estate, 1982-1999

$ Billion

200

180 -
160 -
140 -
120 =]

100

80 4 o

60

Market Capitalization

40 [

I e

oW [ ] [ ]

u T T T T T T T T T

1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999

—e—CMBS —m—Equity REITs |

From: Kerry S. Vandell, Strategic Management of the Apartment Business in a "Big REIT" World (Washington, DC: National Multi Housing Council, 1988), 8.
Based on data from the Federal Reserve Board and National Association of Real Estate Investment Trusts.
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Figure 21

Cumulative Number Of Assisted Housing Units By Major HUD Programs
(End Of Fiscal Year 1955-1994; Units In Thousands)

Public | Sectio | Sectio Rent Section 8 Total HUD
Fiscal Year Housin n 236 n 235 | Suppleme | (Includin | Gross | Net?
(end of) g nt g !
Voucher)
1955 344 NA NA NA NA 344 NA
1960 425 NA NA NA NA 425 NA
1965 577 NA NA NA NA 577 NA
1970 830 5 66 31 NA 932 NA
1975 1,151 400 409 165 NA 2,126 NA
1980 1,192 377 219 165 1,153 3,268 | 3,10
7
1985 1,355 332 200 46 2,010 4,140 | 3,94
3
1990 1,405 331 130 20 2,500 NA 4,38
6
1995 1,398 318 76 21 2912 NA 4,72
5
1999 1,274 274 43 21 2,985 NA 4,59
7
Note: Does not include approx. 150,000 units with Section 221(d)(3) and Section 202 below market interest rates,
but no additional subsidies, nor do they include Community Development Block Grant-assisted units. Indicates
number of subsidies to units (i.e. a single unit receiving dual subsidies would count as two units. Indicates the
number of units subsidized (i.e. a single unit receiving dual subsidies would still count as one unit.
From: Robert W. Burchell and David Listokin, “Influences on United States Housing Policy,” Housing Policy
Debate, 6.3 (1995), 599. Data from U.S. Dept. of Housing and Urban Development, Division of Program Monitoring
and Research, Office of Policy Development and Research, March 1994
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Figure 22

Capital Costs Of Development Of Alternative Residential Densities

Capital Costs
(1987 Dollars in Thousands per Dwelling Unit)
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