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Introduction

State housing finance agencies play an important role in the provision of affordable
housing. As state-chartered institutions, these agencies emerged in the 1960s in response
to the failure of private lenders and developers to finance affordable low- and moderate-
income housing.' With a detailed understanding of the needs of local housing markets,
housing finance agencies are uniquely positioned to responsibly underwrite mortgages—
often with down payment assistance—for low-income, first-time homebuyers and to

finance the development of multifamily affordable rental housing.

Since their creation housing finance agencies have financed the construction of nearly 1
million affordable rental units and approximately 4 million affordable mortgages for low-
and moderate-income households.” Yet over the past several years, many of them have
struggled to raise funds from their traditional source of capital—the tax-exempt bond
market—at affordable rates and long maturities to finance their mortgage programs. This
has made it more difficult for them to provide affordable mortgages for low- and moder-

ate-income households where the lack of mortgage credit is greatest.

As this issue brief demonstrates, these funding challenges must be resolved if housing
finance agencies are to continue to play an effective and central role in supporting their
state and local housing markets. In particular, this brief argues for a promising new source
of financing for housing finance agencies—what the Center for American Progress would
like to call the “House America bond,” modeled after the successful Build America Bond
program that was part of the American Recovery and Reinvestment Act of 2009.

A House America bond—a direct-subsidy bond where a portion of the housing finance
agencies’ interest costs are subsidized by the federal government—would expand the

market for these bonds and lower borrowing costs for state housing finance agency issuers
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that can be passed on in the form of lower rate mortgages. Most importantly, it would
also expand access to affordable rental housing and homeownership for many of those

hardest hit by the housing crisis.

This issue brief will outline why state housing finance agencies are important to afford-
able housing. We focus on state housing finance agencies, but that does not mean that
local housing finance agencies play an umimportant role in the provision of affordable
housing or are undeserving of additional assistance going forward. Here, though, we
look at the funding challenges they face today, and the impact of these challenges, and

then describes the merits of a House America bond.

Why housing finance agencies matter to affordable housing

State housing finance agencies are an effective and central player in the provision of
affordable housing for two reasons. First, they have a good understanding of local real
estate markets and are uniquely positioned to serve segments overlooked by main-
stream private lenders. This is particularly important today, as mortgage credit has
contracted 13 percent in real terms (after accounting for inflation) since 2007 and
underwriting standards have tightened to such an extent that many creditworthy bor-

rowers are unable to access mortgage loans.?

Most state housing finance agencies also offer mortgage loans statewide and reach more
communities than conventional lenders. This is critical in rural communities where
access to affordable mortgage loans is much harder to come by.* As a result, state hous-
ing finance agencies are able to underwrite affordable and safe mortgages, often coupled
with down payment assistance, for borrowers and communities that would not usu-

ally be served by conventional lenders. Down payment assistance is a critical factor in
making it possible for first-time homebuyers to buy homes with affordable mortgages,
particularly since the onset of the foreclosure crisis. State housing finance agencies also
connect homeowners to counseling services for low- and moderate-income first-time

homebuyers as part of their eligibility requirements.

Second, the federal government has gradually withdrawn from affordable housing
policy over the past several decades, which has led state housing finance agencies to take
on a bigger role. While federal spending on low-income housing has increased since

the 1970s, most of this money has gone to renewing subsidies for existing units rather
than toward the production of new affordable housing units.® Throughout this time the
demand for affordable housing has grown. Indeed, the percentage of renters who are

rent-burdened has doubled over the past 50 years.®

The end result is that states have had to take on a greater share of responsibility in afford-

able housing policy. This helps explain why total spending on housing by all 50 states
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has been trending upward.” The lion’s share of this increased role in affordable housing

has fallen to state housing finance agencies.®

These agencies are relied upon not only as an affordable-housing capital provider but
also as an administrator of federal subsidy programs such as the low-income housing
tax credit.” Through 2004 state housing finance agencies funded 2.4 million affordable
mortgages for low- and moderate-income first-time homebuyers and 687,000 affordable
rental units using tax-exempt bonds, as well as 1.7 million affordable rental units using
low-income housing tax credits, or LIHTCs.'” Meanwhile, at their peak public housing
units subsidized by the federal government clocked in at 1.4 million units, while 1.8
million very-low-income households were able to access rental housing using housing

choice vouchers.!!

In the wake of the foreclosure crisis, these agencies have played an important role in

foreclosure prevention and neighborhood stabilization as well.

How state housing finance agencies fund their activities

To fund their activities, state housing finance agencies have historically borrowed
money in the tax-exempt bond market by issuing mortgage revenue bonds and mul-
tifamily housing bonds. Mortgage revenue bonds are a unique type of private activity
bond issued by state housing finance agencies to fund affordable mortgages for low- and

moderate-income first-time homebuyers.'

Multifamily housing bonds are also state housing finance agency-issued bonds and are
used to finance the development of apartments that will be offered for rent at affordable
rates to lower-income households." Neither mortgage revenue bonds nor multifamily
housing bonds are government guaranteed. Congress sets a volume cap on the number

of these bonds that can be issued annually.'*

Because the interest income from the bonds is exempt from federal income taxes,
individual investors are willing to purchase the bonds at lower interest rates. These lower
borrowing costs allow state housing finance agencies to use bond proceeds to make
loans for affordable housing at below-market rates. Since their inception multifamily
housing bonds have helped finance the creation of nearly 1 million affordable rental
units, and mortgage revenue bonds have funded low-cost mortgages for approximately 4

million low-income families.'*

A small number of state housing finance agencies have adopted a model whereby they
securitize loans into Fannie Mae, Freddie Mac, and Ginnie Mae mortgage-backed
securities. Ginnie Mae is the federal national mortgage association, and Fannie Mae and

Freddie Mac are the two mortgage finance giants now in federal conservatorship. The
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state housing finance agencies sell the mortgage-backed securities to investors and use

proceeds from the sale to fund their mortgage programs.'®

Case in point: The state housing finance agencies of Massachusetts and Idaho have
sought to reduce their reliance on tax-exempt bonds to fund their mortgage programs
by shifting to this mortgage-backed securities funding model.'” The central benefit

of the mortgage-backed securities market is its liquidity. The ability to easily buy and
sell mortgage-backed securities “raises prices [of the securities] and improves market

functioning”**

While securitizing loans has helped lower borrowing costs for a small number of state
housing finance agencies, many others remain reliant on the tax-exempt bond market to

fund their mortgage programs.

The problem: High borrowing costs crimp affordable housing programs

When the housing market dropped off a cliff during the financial and housing crises in
2008 so too did investor demand for housing bonds. Investors did not want to purchase
assets closely linked to the housing market. Additionally, the firms that provided credit
enhancement products—such as letters of credit and bond and private mortgage insur-
ance—saw their credit ratings downgraded. This had the effect of weakening the value

of the credit enhancements that supported these housing bonds."

The funding problem facing

state housing finance agencies is

best illustrated by the “mortgage FIGURE 1

revenue bond spread;” or MRB Why state housing finance agencies face funding problems

spread as it’s called in housing Beginning in October 2008, the rates at which state HFAs borrowed exceeded the rates
at which they could competitively make loans
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rates.
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However, beginning in October 2008 the MRB spread turned negative, as tax-exempt
rates exceeded mortgage rates, making it very difficult for state housing finance agencies
to offer affordable mortgages because the rate at which they borrowed was higher than
the rate at which they could competitively originate loans. By October 2009 housing
finance agencies were struggling to maintain affordable access to the tax-exempt bond
market, with bond issuance dropping to one-fourth of what it had been in prior years.*'

(see Figure 1)

To complicate matters, the housing crisis also laid bare a more structural and longstand-
ing problem in the way state housing finance agencies had traditionally financed their
activities: declining investor demand for long maturity tax-exempt bonds from the
natural buyers of these bonds—tax-driven retail investors. In the past several years, retail
investors (typically high-income households) became increasingly reluctant to buy
long-term tax-exempt bonds, as they tended not to like tying up their money in longer
maturity debt because of inflation concerns. As a result, officials reported that it was
difficult for many tax-exempt issuers, state housing finance agencies included, to borrow

long-term at low rates in the tax-exempt bond market.**

Tax-exempt bond issuers recognized this problem and employed a variety of strategies
to attract investors for longer maturity debt. They issued adjustable-rate securities with
interest rates that regularly reset at auction—known as auction rate securities in housing
finance markets—alongside bond insurance. This strategy proved problematic, however,

as many bond insurers saw their credit rating downgraded during the financial crisis.

Issuers also offered so-called variable rate debt obligations, or VRDOs, with a letter of
credit. Similar to auction rate securities, VRDOs are longer maturity bonds with interest
rates that reset regularly. The central difference with VRDOs is that the issuer must buy
back the bonds from the bondholder if no one else wants to buy these bonds. Banks are
often the party required to purchase the bonds, as most municipalities purchase a letter of
credit from banks. A letter of credit is simply a guarantee from a bank to purchase an out-

standing bond should a bondholder wish to sell the bond and not be able to find a buyer.

But this funding model was not without its risks. At the beginning of 2011, many of
these letters of credit were set to expire and the concern was that, if they did, some state
housing finance agencies would have to spend a lot of money to buy back bonds. Those
most susceptible to this problem were lower-rated issuers whose investors were more
likely to exercise the option to sell back the bonds.* Others susceptible were those who
had a high percentage of their outstanding debt in the form of variable-rate debt. This is
one reason why certain state housing finance agencies such as the one in Colorado have

seen their credit rating downgraded.”*

As aresult of these funding challenges, some of these agencies responded by shifting

their focus away from low-income, first-time homebuyers to “move-up” buyers and
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middle-income homebuyers. One official stated that “the focus on low-income families
is being diluted” by the inability to affordably access long-term funding, with some agen-
cies reducing their financing activity altogether.

Due to difficulty raising capital for their programs, “All state housing finance agen-
cies have severely curtailed and several have suspended their lending programs,” said
Barbara Thompson, executive director of the National Council of State Housing Finance

Agencies in 2009, when the problems facing HFAs were still growing.*

This could not have happened at a worse time. With mortgage credit conditions excep-
tionally tight, the difficulties facing state housing finance agencies threatened to further
hold back local real estate markets, particularly in communities that are traditionally

served by these agencies.

Crucial federal support

In response to the problems facing housing finance agencies, the Treasury Department
in October 2009 launched the New Issue Bond Program to help state housing finance
agencies maintain affordable access to the long-term tax-exempt bond market through
the difficult market conditions.?® The program authorizes Fannie Mae and Freddie Mac
to purchase and securitize tax-exempt housing finance agency bonds and sell them

to the Treasury Department at below-market rates while maintaining private-market
discipline by requiring simultaneous issuance of a portion of the housing bonds in the

private tax-exempt market.”’

In maintaining access to the longer maturity tax-exempt market at low rates, the New Issue
Bond Program allowed state housing finance agencies to continue providing access to their
affordable mortgage programs. All told, $15.3 billion in housing finance bonds were autho-
rized to be issued through the program, some of which have already been used to finance
low-cost mortgages on approximately 100,000 single-family units and affordable financing
for the development of 24,000 multifamily units as of the third quarter of 2011.%*

Treasury also created the Temporary Credit Liquidity Program to respond to the
problem of expiring letters of credit. This program authorized Fannie Mae and Freddie
Mac to provide a three-year, temporary letter of credit to state housing finance agen-
cies for their outstanding variable rate demand obligations. The program has since been
extended through to the end of 2015.
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Looking ahead: A House America bond

While the Treasury Department has provided important temporary support for state
housing finance agencies through the difficult market conditions, it is important that the
state agencies themselves be equipped with additional, more permanent tools to better

fund their mortgage programs going forward.

One potential policy to strengthen the ability of state housing finance agencies to fund
their mortgage programs and focus their work on low- and moderate-income house-
holds is a taxable direct-subsidy bond—what the Center for American Progress would
suggest calling a House America bond. A taxable direct-subsidy bond is a bond for
which the federal government makes direct payments to the issuer equal to a percent-
age of the issuer’s interest costs. The most recent incarnation of a taxable direct-subsidy
bond was the Build America Bond program created in the American Recovery and
Reinvestment Act of 2009.* Under this program state and local governments could
issue taxable bonds to finance infrastructure investment but have the federal govern-
ment pay part of the interest cost. The program, however, prohibited private activity

bond issuers such as housing finance agencies to issue the bonds.*

The subsidy for Build America Bonds was set at 35 percent of the interest costs.*!
President Barack Obama has proposed bringing back the bonds at an initial subsidy rate
of 30 percent to be lowered to 28 percent in future years. A House America bond would

follow a similar subsidy rate schedule.*
There are several benefits of a proposed taxable direct-subsidy House America bond.

First, it expands demand for state housing finance agencies’ debt by appealing to tax
indifferent buyers who aren’t helped by the municipal bond tax exemption such as pen-
sion funds, foreign investors, and life insurance companies. By appealing to a broader
array of investors, a House America bond accesses untapped demand in the market.>
This is particularly important for state housing finance agencies, which use bond pro-

ceeds to fund mortgages with longer maturities.

Second, a House America bond is a more efficient way to provide increased funding for
state housing finance agency programs. As the tax exemption in the municipal bond mar-
ket has demonstrated, delivering a subsidy through the tax-code has some inefliciencies.
With the tax exemption, a portion of the subsidy intended for issuers is instead captured by
bond investors in the top income tax brackets. In fact, the Treasury Department estimates
that 10 percent to 20 percent of the subsidy intended for issuers is accidentally captured

by investors in higher income tax brackets.** Under a House America bond, the direct pay-
ment to the issuer by the federal government channels 100 percent of the federal subsidy

to the benefit of state and local governments and, in turn, to households they serve.
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Third, as the Build America Bond program demonstrated, direct-subsidy bonds can be
issued at longer maturities because they cater also to long-term institutional investors.
The first independent study of the Build America Bond program by Andrew Ang of
Columbia University, Vineer Bhansali of PIMCO, and Yuhang Xing of Rice University
noted that 54 percent of Build America Bonds had maturities longer than 10 years, com-
pared to just 34 percent for tax-exempt bonds.* This is a particularly important finding,

as HFAs use bond proceeds to fund mortgages with long-maturities.

As the Build America Bond program indicates, the end result from issuing taxable,
direct-subsidy bonds is lower borrowing costs and improved access to longer maturity
debt. The Treasury Department estimates that state and local governments saved more

than $20 billion in present value by issuing Build America Bonds.*

This suggests that state housing finance agencies’ funding challenges could be alleviated
if a similar taxable direct-subsidy House America bond were made available to them.
With lower borrowing costs these agencies would be better positioned to focus their
programs on low- and moderate-income households. Put simply, a House America bond
could expand the capacity of these state agencies to provide affordable rental and home-

ownership opportunities to low- and moderate-income households.

Furthermore, a House America bond need not cost the federal government any addi-
tional money if the overall volume cap for state housing finance agencies bond issu-
ances—tax-exempt and House America bonds—remains in place. And each of these
agencies would be able to choose the amount of tax-exempt bonds relative to House

America bonds it issues so long as its total issuance remains below the volume cap.

To be sure, given that a taxable direct-subsidy bond provides federal payments to issuers
to offset borrowing costs, these costs will appear as an outlay in the federal budget. Tax-
exempt bonds, by contrast, involve no federal outlay because the equivalent government
subsidy is delivered as a tax expenditure or forfeited revenue. Tax expenditures are spe-
cial tax breaks such as exemptions, credits, and deductions that result in forgone revenue

to the federal government.

Because a taxable direct-subsidy bond generates a cost on the spending side of the
ledger, it is susceptible to attack from those who are ideologically averse to direct

spending. Indeed, Sen. Charles Grassley (R-IA) says the Build America Bond pro-
gram “increases the size of the already bloated federal government because it takes
what used to be a tax-cutting program, namely, [tax-exempt] municipal bonds, and

converts that into Build America Bonds.”’

In reality, there is no difference between direct spending and spending that delivers
money to people by permitting them to avoid paying taxes on a certain type of income.
At the end of the day the net effect on the budget is the same.*®
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Conclusion

Given the important role that state housing financing agencies play in affordable
housing, it is crucial we preserve these institutions, equip them with the right tools to
continue to fulfill this role, and make better use of them in expanding affordable hous-
ing. This brief has outlined a House America bond that should strengthen the ability of
housing finance agencies to fund their mortgage programs to serve low- and moderate-
income households and to help more first-time homebuyers achieve sustainable and

affordable homeownership.

In his fiscal year 2013 budget proposal, President Obama called on Congress to reinstate
the Build America Bond program for state and local governments. Housing finance
agencies need help too, and Congress should pass legislation authorizing the issuance of
House America bonds.

Jordan Eizenga is a Policy Analyst with the Housing team at the Center for American

Progress.
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