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The Honorable John Conyers, Jr. 
Chairman, Committee on Government 

Operations 
House of Representatives 

Dear Mr. Chairman: 

You asked us for information on how pension funds help finance 
affordable housing’ for low- and moderate-income families. You indicated 
that this information would be useful to the Congress in its consideration 
of new initiatives to encourage pension fund investment in this type of 
housing. This report discusses the features and common elements of 15 
affordable housing arrangements financed, in part, by pension funds. 
Where data were available, we also discuss the expected rates of return on 
some of these housing investments because of fund managers’ general 
interest in obtaining market-rate returns on investments. Although this 
report focuses on pension funds, there is a larger GAO effort to identify and 
evaluate alternative methods of financing affordable housing from all 
sources of capital2 

Results in Brief The nature and extent of pension fund involvement in fmancing affordable 
housing varied widely among the investments we reviewed; however, 
three principal characteristics were common, First, in investing in 
affordable housing, pension funds funneled their assets primarily into 
fixed-rate securities that could be easily sold to other investors in a 
national market. Second, each investment had some type of government 
assistance, which pension fund managers recognized as important to the 
success of affordable housing ventures and critical to protecting their 
fiduciary interests. Finally, pension fund investments were set up by 
intermediaries, such as banks, state housing authorities, and nonprofit 
developers, who identified affordable housing investment opportunities 
and arranged financing. These intermediaries provided the staff and 
expertise that the pension funds lacked. 

Information on rates of return was limited for most of the 15 pension fund 
investments we reviewed. However, for the five investments on which we 

‘For purposes of this study, affordable housing included single- and multifamily rental and homebuyer 
programs. Housing was generally targeted to individuals and families with incomes ranging from 50 to 
165 percent of an area’s median income, depending on geographic location. 

‘Pursuant to the Cranston-GonzaIez National Affordable Housing Act of 1991, GAO will report in 1992 
on ahernatives for tinancing low- and moderate-income housing. 
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had information, at the time they were undertaken the pension funds 
i 
a 

generally received rates of return similar to other investments of 
comparable risk. 

g- r 
Background Some in the Congress are concerned about a shortage of low- and 

moderate-income housing in an era of declining federal aid and tax law 1 
changes. According to budget statistics, since fiscal year 1980 federal ; 
funding for such housing programs declined from $45.4 billion3 to $11.5 1 
billion in fiscal year 1990. In addition, the 1986 Tax Reform Act, while ) 
having certain positive effects, curtailed states’ use of tax-exempt bonds tt 1 
finance housing at below-market rates and reduced or eliminated tax 1 
incentives for low-income housing investments. I 

Responding to these changes, some developers have adopted new 
fmancing methods. Generally, this housing does not generate sufficient i ; 
revenues to pay operating costs and repay mortgages at commercial ; 
interest rates. Thus, developers combine funds from different sources to 
finance housing projects at below-market interest rates. Typically, about 

1 
i 

one-third of the financing comes from market-rate loans and another third 1 
from the property owner. Federal, state, or local government-subsidized ’ 
funds provide the rest. Generally, this government assistance reduces the I 
interest rate that investors pay to finance housing and provides protectioi j 
against losses. 

i/ 
Some housing advocates have suggested that private and public pension ’ 
funds, with assets of over $2.6 trillion in 1990, could provide a new source 1 
of capital to help finance affordable housing for low- and i 
moderate-income families. To some extent, this has already occurred. i 
During the past decade, pension funds have entered into less traditional i 
investments such as affordable housing. Private pension fund managers i 
may only make investments that comply with various fiduciary standards ! 
established by the Employee Retirement Income Security Act (EFUSA), 

Taft-Hartley Act restrictions, Internal Revenue Code provisions, and 
: 

i 
common law. These fiduciary standards require fund managers to, among 1 
other things, carry out their duties with the same care, skill, and diligence 1 
as any prudent person. The standards have been interpreted to mean that i 

%gure in 19CXl dollars. 
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Scope and 
Methodology 

-- 
managers should obtain market-rate returns on investments4 Fiduciary 
standards also prohibit pension fund managers from engaging in 
investment practices that would jeopardize a fund’s ability to pay 
promised benefits to pension retirees and beneficiaries. 

Public pension funds are not subject to fiduciary requirements that govern 
private funds. Nonetheless, state laws generally have established similar 
standards restricting a fund manager’s discretion. 

To identify pension fund investments in affordable housing, we researched 
literature and contacted various organizations associated with low- and 
moderate-income housing. We also contacted representatives of 687 
private and public pension funds in 10 states and the District of Columbia, 
many of which pooled resources to invest in such housing. We did not 
determine the extent to which pension funds have invested in such 
housing because aggregate information was not available. Although 
private funds report the nature of their investments to the Internal 
Revenue Service (IRS), they are not required to specifically identify their 
affordable housing investments. Public pension funds are not required to 
report on their investments to the IRS. 

We based our selection of investments for review on the availability of 
information regarding the pension fund investment and the financing 
arrangements for the housing. Because the investments were not randomIy 
selected, they do not represent alI pension fund investments in affordable 
housing. However, these investments illustrate alternative methods of 
financing affordable housing with capital from pension funds. 

The investments we reviewed were linked to programs designed to serve 
the housing needs of low- and moderate-income households. All but 1 of 
the 15 pension fund investments bad a portion of their assets designatpd to 
finance singIe- or multifamily housing for households earning 20 percent 
or more below an area’s median income. Eight of these investments were, 
in part, tied to housing programs for households earning one-half or Iess 
than an area’s median. Although one investment had no explicit income 
criteria, a portion of its assets were funneled into low- and 
moderate-income housing. 

‘For example, pension fund managers may not invest in state-issued, taxexempt bonds, commonly 
used to finance affordable housing. As pension funds are not subject to federal income taxes on their 
investment earnings, fund managers can obtain greater returns by purchasing highquality, fully 
taxable bonds 
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To determine the elements common to pensions’ financing of affordable 1 
housing, we reviewed 15 pension fund investments in such housing. Of 
those reviewed, 14 contained assets from public employee pension funds 

j 
I 

and the other from private pension funds, We identified the type of 
investment, how the fund helped finance the housing, and the role of 
government assistance. Our information came from housing developers, I , 
pension fund managers, and federal, state, and local housing agency 
offrcials6 We do not name the specific housing investments or pension 
funds involved in these ventures because of various restrictions under 
section 11016 (d) of the Single-Employer Pension Plan Amendments Act c 
1986. _- ’ 

We compared the expected rates of return to expected yields on 
alternatives at the time the investments were made. Sufficient information 
to do this was available on 5 of the 15 affordable housing investments we 

i 
i 

reviewed, We did not examine the investments’ long-term performance 
because most were made too recently to permit analysis. Ln any event, 
failure of an investment to perform as a manager expects in and of itself 
does not constitute a breach of fiduciary responsibility. 

Our review was conducted between August 1990 and August 1991 in 
accordance with generaliy accepted government auditing standards. 

Pension finds 
Invested in 
F’ixed-Rate, Liquid, 
Affordable Housing 
Securities 

Pension funds invested directly in mortgages by purchasing them outright : 
or purchasing bonds6 tied to a pool of mortgages. Six of the investments i 
were directly in mortgages, while nine were in taxable mortgage-backed 
bonds. Ln the latter case, the pension fund holds a fixed-income security 

1 

that has one or more mortgages as collateral. 
1 

For all but one investment, pension funds provided the permanent I 
financing for first mortgages7 While construction was underway, pension p 
funds also made long-term permanent fmancing commitments at a fixed 
rate, up to 18 months in advance, while banks would not, according to 

1 
ii 

project developers. In six cases, the pension funds also provided x 

%ee app. I for a discussion of the elements common to the pension fund housing investments we 
reviewed Appendix II contains detailed descriptions of the 15 investments reviewti for this report 

F 
i 

‘Bonds are issued tn purchase mortgages and retired when the mortgages are repaid The interest on 
the mortgages pays the interest on the bonds. 

‘A first mortgage is a contract tn transfer land or building pmperty conditionally as security for a debt 
where all other debt is subordinated to it Thus, in the event of foreclosure the proceeds from the sale 

, 
1 

of the property first would be used to repay the debt associated with the first mortgage. The remaindel ’ 
would be available to repay any other debt such as a second mortgage. 
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short-term loans to pay for costs incurred while the building was being 
rehabiIitated. 

The secondary mortgage market provides investors with liquidity by 
allowing them to quickly convert their mortgages or bonds to cash, if 
needed. Eleven of the pension fund investments we reviewed could be 
sold through secondary mortgage or bond markets. Mortgages sold 
through the secondary market usually conform to various government 
guidelines, which lessens the risks for buyers. Investors purchase these 
so-called conforming investments because they can ascertain the risk 
involved and be sure that they can resell them. However, investors are less 
likely to buy mortgages that do not conform to certain government 
guidelines because the risks are less certain. 

Government Affordable housing projects need government assistance to keep the 

Assistance Important 
housing profitable, within the economic means of low- and 
moderate-income households, and relatively safe for investors. This need 

to Pension F’unds and stems from the existence of a gap between what it costs to build and 

the Success of operate affordable housing and the rents and mortgages that these 

Housing Investments 
households can afford to pay. For example, a family with a $10,000 annual 
income can afford to pay rent of about $250 per month (30 percent of 
income), according to government guidelines, However, this amount is 
insufficient to allow property owners to make mortgage payments, pay 
operating expenses, set aside reserves for maor repairs or rehabilitation, 
and earn a profit. 

All the investments we reviewed received some form of government 
assistance. It generally took the form of subsidized funds that directly 
helped finance housing and investment safeguards that minimized 
investment losses that could result from defaults. The presence of 
government assistance was important to pension fund managers’ decisions 
to invest in affordable housing. For the investments we reviewed, fund 
managers were aware of the role of this assistance and had an interest in 
its nature and extent. 

Subsidized F’unds 
Contributed Directly to 
F’inancing Housing 

Most of the pension-financed housing we reviewed received subsidized 
funds directly related to building and operating housing. For 13 
investments, federal, state, or local governments subsidized the housing 
costs with income tax credits, construction grants, low-interest loans, or 
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in-kind gifts of land or buildings.* In two cases, housing investments were f 
not subsidized because, while they served low- and moderate-income i I 
households, they were not exclusively targeted to such households. 

Although information on financing sources was availabIe for only five 
housing investments, the extent of subsidized funds varied considerably 
(see fig. 1). For investment A, state and local government-subsidized fun{’ 
provided 69 percent of the financing while pension funds financed only 
22 percent. By contrast, subsidized funds for investment I accounted for 
22 percent of the financing while pension funds provided 78 percent.Q 

1 
\ t 

Tar this analysis, we included owners’ contributions as federal subsidies when they qualifled for the 
federal low-income housing income tax credit 

f 
I 

%?ee table 1.1 for information on the incomes of families served by these housing progmms and table i 
1.2 for the types of subsidies associated with pension-financed housing. 

1 
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Figure 1: Sources of Financing for Five 
Penslon Fund Housing Investments Percent at FlnarcJng 
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For the investments we reviewed, subsidized funds had a significant 
impact on keeping housing affordable for low- and moderate-income 
familieslO For exampie, a state agency financed a multifamily housing 
project that received a small interest-rate subsidy on two different loans 
and a rehabilitation grant from the Department of Housing and Urban 
Development (wD). These subsidized Ioans and the grant accounted for 
78 percent of the financing. Had the developer financed the entire project 

‘?ke app. III for a discussion of the effect of subsidies onThe housing investments we reviewed. 
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I 

( 
1 
1 

without subsidized funds, rents would have had to increase beyond level 1 
that low-income households could pay.” I 

I 
s 

Investment Safeguards For the most part, pension funds reduced the risk associated with the 1 
Reduced Pension Funds’ housing by investing in insured mortgages or guaranteed federal or state 1 
Risks government bonds. W ithout such safeguards, most pension fund manager 1 

said they would not have invested in affordable housing, perceiving the A  
risk of borrower default to be too great regardless of the interest rate. Tl 1 
two uninsured investments provided other forms  of security. ! 

I 

For six of the pension fund investments we reviewed, federal and state / 
governments and private insurance companies provided mortgage 
insurance. The Federal National Mortgage Association (FNMA) may not i 
purchase mortgages with less than a 2@percent down payment unless the / 
mortgages are covered by private mortgage insurance. Since most 1 
affordable housing is targeted to households that cannot meet the 
20-percent down payment requirement, many such mortgages have privat : 
insurance that ultimately protects investors, such as pension funds, from  i 
the higher risks of these mortgages. E  

i 
Four of the housing investments we reviewed were protected against ’ 
losses from  defaults because pension funds invested in guaranteed bonds 
backed by insured mortgages. One fund purchased Government National 1 
Mortgage Association (GNMA) bonds. These are considered very safe I 
because they carry an explicit federal guarantee, stated in the terms  of the a 
bond, and are backed by federally insured mortgages. For the three other ; 
investments, pension funds purchased FNMA bonds backed by insured e 
mortgages. FNMA bonds carry no explicit federal guarantee. Nevertheless, 1 
pension fund managers told us that they expect no losses from  their FNMA y 
bonds because they believed the federal government would assist FNMA, a G 
government-sponsored enterprise, through any financial difficulties. $ 

States implicitly provided security for three of the investments we f 
reviewed. Pension funds purchased state housing agency bonds to help 1 
finance affordable housing, but the mortgages backing the bonds were noI 1 
insured. However, like FNMA bonds, the state agency bonds carry an I 
implied security because investors would expect state governments to 1 

I 
a 

“We examined the calculations used to determine the financing necessary for these investments but / 
did not assess the validity of housing expenses. Nor did we attempt to determine if the subsidies 
provided developers with windfall profits. For further information on this issue, see Rental Housin : 
Inefficiencies From Combining Moderate Rehabilitation and Tax Credit Subsidies (GA /RCED- It&~ dj 
June 9, 19!X). 

1 

t 
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repay them in the event of default.‘* According to investment analysts, the 
safety provided by a state government’s implied security is related to a 
state’s overall financial strength and the willingness of the state to pay for 
losses of the housing agency. 

For the two pension fund investments with no guarantees or mortgage 
insurance, pension fund rnanagem said their investments were secure. 
This was because pension fund managers believed that adequate 
alternative mechanisms were in place to safeguard pension assets. One 
investment involved refinancing loans that had been in effect for many 
years. For a fee, pension funds committed to refmance loans made under a 
1982 fust-time homebuyers’ program with new mortgages at B-percent 
interest. The pension managers said they risked very little because these 
mortgages would be 10 years old at the time of refinancing and most 
defaults occur in the first Eve 5 years of a mortgage. Also, the pension 
funds were not required to refinance any loans in default. For the other 
investment without mortgage insurance or guarantees, pension fund 
managers viewed the property as sufficient collateral for pension fund 
IOanS. 

Intermediaries Intermediaries, such as banks, state housing agencies, and nonproEt 

Arranged Pension 
developers, arranged the financing for all of the affordable housing 
investments we reviewed. Their role varied from originating mortgages to 

Funds’ Affordable conceiving Enancing packages that combined pension fund assets with 

Housing Investments government-subsidized funds, and capital from private sources. The 
intermediaries sought out pension funds because of their ability to make 
long-term commitment.s.13 

The funds used intermediaries that knew the housing market, had &se 
ties to local communities, and were familiar with local government laws 
and regulations. This familiarity enabled the intermediaries to select viable 
housing investments and in some cases, obtain local governments’ support 
and funding for the housing. One way state housing agencies financed 
housing was to sell state housing bonds to pension funds and use the 
proceeds to issue or purchase mortgages. Another method state agencies 

121f a state housing agency cannot cover losses it is obliged to inform the governor and the state 
legislature. The state government then must decide whether or not to pay the bond holders the balance 
they are owed. While the state government has not explicitly guaranteed these bonds, investors often 
assume that governments will not allow a state agency to default. 

13Pen.sion funds do not have the same need as other investors to quickly convert investments to cssh 
Pension fumis can make long-term investments because their liabilities are payable at various points in 
the future, when pIan participants retire. 
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used was to arrange for FNMA to purchase mortgages and sell the FWMA i 
mortgage-backed bonds to state pension funds. In another investment, a ! 
nonprofit developer obtained pension funds’ money to lend directly for 1 
mortgages. / 

Another reason pension funds relied on intermediaries was that the funds i 
had neither the staff nor expertise to evaluate and manage housing 
investments. Intermediaries could effectively match large investors, such 1 
as pension funds, banks, and insurance companies, with numerous small i 
housing projects. In addition to assessing project feasibility, intermediari~ 1 
identiEed the long-term debt that projects could sustain and the grants an ’ 
equity investment needed to make the projects a Enancial success. i 
Furthermore, intermediaries had expertise in combining market-rate loam ! 
from pension funds with low-interest government loans or grants to 
fmance affordable housing. 

j 
I 

Finally, an interest in investing locally prompted public pension funds to i 
respond positively to intermediaries’ housing investment proposaIs. All bu 1 
1 of the 14 housing investments by public pension funds we reviewed werti 
made in their respective cities or states. Fund managers said they investei 1 
in affordable housing, in part, because they wanted to stimulate the I 
economy in their cities and states. 1 

Market-Rate Returns 
Earned for Five 

I 

The Eve pension fund investments in bonds and mortgages that we 
evaluated provided yields generally comparable to those on similar, 1 
alternative investments. To illustrate, for one investment, pension funds’ 1 

Investments Analyzed expected rate of return exceeded yields on instruments of comparable 
risk. For this investment, pension funds purchased $13 million in fully 

1 

taxable bonds from a state housing agency at lo-percent. The bonds 
j 
/ 

carried an AA credit rating with M-year maturities. At the time the 
investment was made, this lO-percent interest rate was higher than that of [ 
comparably rated corporate bonds with similar maturities. 4 1 

In a contrasting example, a nonprofit developer obtained local pension ! 
funds’ commitment to provide $350 million for market-rate first mortgages: 
indexed to yield 0.65 percentage points more than GNMA securities. The ’ 
developer had experienced few defaults on loans in the past and a state ! 
insurance program insured 300 percent of the first mortgages. Thus, the i 
developer and pension funds determined that the increased risk over CNMA~ 
securities warranted the percentage point premium. The nonprofit’s low i 
loss rate and its ability to attract pension fund participation suggested the j 
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return on the investment was adequate (see app. IV for more information 
on this analysis). 

Conclusions The concept of stirnuIating pension fund investment in affordable housing 
has been embraced by some as a plausible strategy &I increase housing for 
low- and moderate-income households. As our review demonstrates, 
financial intermediaries have effectively combined pension fund financing 
with other sources of capital to accomplish that goal. The ability of 
pension funds to invest primarily in relatively liquid securities was key to 
this success. The presence of government assistance, specifically in the 
form of subsidized funds and investment safeguards, was another factor 
important to pension funds. The significance of these components in the 
investments we reviewed strongly suggests that federal efforts designed to 
expand pension fund involvement in financing affordable housing should 
consider the need for such components in future investment initiatives. 

We did not obtain agency comments on this report because its focus is 
other than a particular federal program or function 

We are sending copies of this report to other congressional committees 
and interested parties and will make it available to others on request. 
Should you wish to discuss its contents, please call me on (202) 512-7215. 
Major contributors to this report are listed in appendix V. 

Sincerely yours, 

JliiEz2EZd 3-tc;L3 
Director, Income Security Issues 
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Appendix I 

Coinmbh Elements of Pension Fund 
Housing Investments Reviewed 

In this appendix, we discuss the elements common to the 15 pension fund 
investments in housing that we reviewed. We profile the types and sources 
of government assistance, how pension fund investments were protected, 
and related aspects of the financing. We also discuss the intermediary, the 
types of housing financed, the income of the population served, and the 
financial instruments associated with each investment. 

l&es of 
Intermediaries and 
Housing Financed 

Various intermediaries arranged pension fund financing for different types 
of affordable housing, as table I. 1 shows. For six of the investments, state 
housing agencies arranged financing; for another six, banks were the 
intermediaries; and for three, nonprofit developers were involved. Eleven 
investments financed single-family homes or condominiums, of which 
three were for first-time homebuyers. Four investments financed 
multifamily housing, and another four financed both single- and 
multifamily housing. 

Table 1.1: Common Elements of Pension Fund Investments 
Pension fund InvestmeW 

Element ABCDEFGHIJKLMNO Total f 
Typs of housing I 

I 
Single-family x x X x x x x x x x x ‘- E 
Multifamily X X X X x x x x 
Condominiums X X x x X 
Intermediary 
State housing agency x x x x X X 6 
Nonprofit developer X X X 3 
Bank x x x X X X 6 
Population targeted or served j 
(Percent of area median income) 

o-so X X X x x x x x Bj 
51-80 X xx xxx x x @X ox x x l4 I 
81-100 X x x x x dx X h x X ” 6 
Over 100 b c b X I I 6 1 

First-time homebuyers X X X 
Type of investment 

3; 
1 

Mortgages 
Mortgage-backed bonds 

X X I X X x x 
b 

7 P 
X x x x x x x x X 9; 
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-.+&h?DdiXI-- -.- 
Chnmon Elementi of PensIon Fund 
Bodng lnvedmenta Reviewed 

Element 
Penslon fund investment 

ABCDEFGHIJKLMNO Total 
Other financing features 

Rehabilitation financina X X X x x x 6 

Permanent financing x x x x x x x x x x x x x x x 15 
Secondary market X x x x x x x x x x x 11 
Nonconforming Ioar& x x x x x x x x x x x x x 13 

*We assigned an  alphabetic designator to each investment. 

bThere were no  income eligibility limits for lhis homebuyer  program. 

CShe upper  limit was 165  percent of median income in the area 

dNo income limits; may serve homebuyers  wilh income over 100% of median. 

This housing did not larget specific income groups, bul the housing we reviewed served Iow- 
and  very low-income families. 

‘Borrower’s family income may not exceed 150  percent of county’s median. 

gNo other income targeting, but may serve lhose in higher income groups. 

hEither 20  percent of the units target those with income below 50  percent of the area median, or 
40  percent of the units target those below 60  percent of the median income. The remaining units 
were not targeted by income. 

‘There was an  upper  limit of 120  percent of median area income. 

‘The pension fund received a  fee for committing to provide mortgages at 1  Z&percent interest after 
10  years. 

kLoans that do  not conform to FNMA’s underwrit ing guidelines 

Income Groups 
Served 

All but 1  of the 15 pension fund investments we reviewed f inanced single 
or multifamily housing that either targeted or served low- or 
moderate-income households. One investment f inancing single-family 
housing had no income eligibility Iim its but earmarked funds for low- and 
moderate-income housing. The housing f inanced through three other 
investments did not target specific income groups, but still served some 
low-income households that qualified for mortgage loans, 

TQ-pe o f Investments Pension funds invested directly in mortgages by purchasing them or 
Iending through an intermediary. Nine of the investments were in taxable 
mortgage-backed bonds, where the pension fund holds a  f ixed-income 
security that has one or more mortgages as collateral. Six investments 
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Appendix1 .~ 
Common Elements of Pennion Fund 
Housing Investmentn Reviewed 

were in mortgages that were originated and serviced by the financial 
intermediaries. 

Y 

For all but one investment, pension funds provided the permanent I 
financing for first mortgages+L While construction was underway, pension 1 
funds also made long-term permanent financing comm2ments at a fixed 
rate, up to 18 months in advance, while banks would not, according to 

1 

project developers. In six cases, the pension funds also provided 
1 

short-term loans to pay for costs incurred while the building was being 
rehabilitated. 

1 
I 

Eleven of the pension fund investments we reviewed could be sold 
through secondary mortgage or bond markets. Mortgages sold through the 1 
secondary market usually either conform to FNMA underwriting standards ( 
or are federally insured, such as FHA mortgages. Lenders and investors 1 
prefer mortgages or mortgage-backed bonds that they can convert to cash 
by quickly selling them to other investors. Investors purchase conforming 

i 

or federally insured mortgages because they can ascertain the risk 
a 

F involved and be sure that they can resell them. But investors are less likely 
to buy nonconforming mortgages as the risks are less certain. Mortgage- 
backed bonds can be sold through established bond markets. 

Thirteen of the pension fund investments financed housing through 
nonconforming loans that did not meet FWMA’S underwriting guidelines. 
The loans were nonconforming because some borrowers, such as farmers, 
could not properly document their income. Other borrowers made only a 
&percent down payment or borrowed to purchase property in rural areas. 
However, for three investments we reviewed, FNMA purchased privately or 
state-insured nonconforming mortgages when pension funds agreed to 
purchase bonds backed by those mortgages. Because these were FNMA 
bonds, the pension funds could sell them on the secondary mortgage 
market, if needed. 

Y 

Three of the investments reviewed could not be sold readily on the 
secondary mortgage markets because they involved nonconforming loans. 
(For two of the investments, the mortgages were insured by the state or ( 
private insurance companies.) But this limitation did not concern the fund 1 
managers because pension funds’ liabilities are payable only when 1 
members retire. Accordingly, funds do not have the same cash 1 

‘A first mortgage is a conveyance of land or building property as security for a debt where all other 
1 

debt is subordinated to it Thus, in the event of foreclosure the proceeds from the sale of the property 
would first be used to repay the debt a.wxitid with the first mortgage. The remainder would be 

i 

available to repay any other debt, such as a second mortgage. 1 
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requirements as other investors and can make long-term investments that 
match their future cash needs. 

Sources and ‘Apes of Government-subsidized funds either reduced operating costs or lowered 

Government- 
Subsidized Funds 

the total cost of financing the individual projects reviewed (see table 1.2). 

Table 1.2: Government-Subsidized Funds Associated With Pension Fund-Flnenced Affordable Housing 
Pension fund investment 

Source end type of subsidy ABCDEFGHIJKLMNO Total 
Federal 
Federal low-income housing tax 

credit X X X 3 
HUD interest rate subsidy X 1 
HUD construction/ rehabilitation 

grant X X X 3 
HUD Section 8 rental subsidy X a x x 4 
State 
Interest rate subsidy 

Capital grant 
city 
Interest rate subsidy 
Capital grant 
Land arants 
Tax abatements 

x x x X X X X 7 
X X X 3 

X X X 3 
X X 2 

X X X 3 ,. 
X X 2 

LThe state-run rental assistance program used the same regulations as HUD’s Section 8 rental 
assistance program. 

While city tax abatements lowered the housing project’s operating costs, 
rental assistance paid rent exceeding 30 percent of tenants’ income. To 
lower the amount financed at market rates and the debt service costs for 
the housing, housing developers used federal, state, and local subsidized 
funds. Approved low-income housing owners recovered their equity 
contributions with federal income tax credits. In addition, eligible housing 
received HUD rehabilitation grants and low-interest second mortgages. 
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Cities and states also provided low-interest mortgages and capital grants 1 
for housing within their geographical areas. i t 

1 i 
Sources and LlJqes of For all but 2 of the 15 housing investments we examined, pension funds j 

insurance and 
invested in insured mortgages, government-guaranteed bonds, or I 
instruments that carried an implied government security. The housing for i 

Guarantees 10 of the investments was financed through insured mortgages. For these 
investments, F-HA, state, and private mortgage insurance directly protected I 

pension fund assets against losses on loans (see table 1.3). By contrast, in i f 
three other instances states provided implied security for investments. 
Furthermore, in four cases, pension fund investments were protected by 

/ 

guaranteed bonds backed by insured mortgages. GNMA bonds, for example, 
; 

are backed only by federally insured mortgages. Two investments were 
; 
1 

not protected by either insured mortgages or bond guarantees. However, 
, 

pension managers believed their investments were safe because for one 1 
property, fund managers said that the property was adequate collateral for [ 
pension fund loans. The other investment involved loans that had been in 1 
effect for 10 years, and most mortgage defaults occur in the first 5 years 
(see table 1.4). . j 

. ,.,_ i 

Table 1.3: Safeguards Associated With Pension Fund Investments ” 4 

Pension fund investment t 
ABCDEFGHIJKLMNO Tote’ 1 

Source and type of safeguard 
j 
I 

FHA mortgage insurance X X X X 4; 
State mortgage insurance X X X 3i 

Private mortgage insurance a x x X 41 
G~+MA bond X 1; 
FNMA bond 
Implied state security 
Collateral (property) 
Other 

X X X 3 
X X X 3 

X 1 
Y 
II 1 

Wsuraflce was provided by an insurance corporation chartered by the local government. 

The terms of mortgage insurance varied, as did the strength of the 
insurers. For example, one private mortgage insurance company covered 
only 25 percent of the mortgage amount, compared with a state program 
insuring 100 percent of the loan. Federal Housing Administration (FHA) 
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mortgage insurance, backed by the federal govemment, and some state 
insurance programs are considered stronger than private mortgage 
insurance because they have greater resources to absorb losses in the 
event of multiple loan defaults. Generally, F-MA may not purchase 
mortgages with less than a X&percent down payment unless the mortgages 
are covered by private mortgage insurance. Since most affordable housing 
is targeted to households that cannot meet the X)-percent down payment 
requirement, many such mortgages have private insurance that ultimately 
protects investors, such as pension funds, from the higher risks of these 
mortgages. 

Table 1.4: Combinations of Safeguards Used to Protect Pension Investments 
Pension fund investment 

ABCOEFGHIJKLMNO Total 
Safeauard combinations 
Mortgage insurance only X X X X X X 6 
Bond guarantees and mortgage 

insurance X X X X 4 
Implied state security X X X 3 
Other security X X 2 
Total investments 
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This appendix presents details on the 15 housing investments we 
reviewed. For each investment, we discuss the relationships between 
intermediaries and pension funds, and the role of intermediaries. We I 
based our selection of pension investments that financed low- and 

1 

moderate-income housing on the availability of information concerning 
the financing arrangements. Information was obtained from housing 

i 

E developers, pension fund managers, and federal, state, and local housing 
agency officials. As we are prohibited from identifying the pension funds 
or their investments in this report, we refer to each investment by letter. 

Investment A The intermediary for this pension investment was a nonprofit corporation 
specializing in financing condominium, single- and multifamily building 
rehabilitation for very Iow-, low-, and moderate-income families.’ The 
corporation made short-term loans to building owners for rehabilitation 
work and used the pension funds’ money for the permanent financing. 
Additionally, the corporation provided technical assistance to owners on 
developing the scope of the rehabilitation, evaluating contractors, and 
controlling costs. 

To make the housing affordable for low- and moderate-income families, 
the corporation blended financing from different sources. It obtained 
commitments from local pension funds to provide $350 million for first 
mortgages at market rates of interest. A state insurance program insured 
100 percent of the first mortgages, which yielded about 65 basis points’ 
more than GNMA securities. On average, pension funds provided 22 percent 
of the financing. The local government’s housing department provided 
second mortgages at l-percent interest, arranged for a 20-year tax 
abatement, and sold the land and building to the owner for a nominal fee. 
Building owners’ investment was usually about 10 percent of the 
acquisition and construction costs. 

Investment B This program was targeted to FHAquahfied borrowers desiring to purchase 1 
single-family homes in “redlined” or low-income neighborhoods within the ! 
local government’s jurisdiction. The mortgage company originating the i 
loans exchanged these market-rate m-insured mortgages for GNhiA bonds 
and sold $226 million of the bonds to local government pension funds. The 

1 
( 

‘Very low income is delincd as less than 50 percent of an area’s median income, low income is from 5U 
to 80 percent of the median income, and moderate income is hwveen 80 and 100 percent of the 

1 
i 

median income. 

?One hundred basis points equals I-pwcent interest p 
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” 

GNMA bonds, which carry an explicit federal guarantee, are backed by the 
pool of m-insured mortgages. The program created a source of financing 
for buyers purchasing housing with low down payments in areas needing 
revitalization. It also gave lenders the means of selling the mortgages. 
However, FHA insures mortgages only up to a certain amount, currently 
$124,875. As housing costs increased beyond that limit, lending was 
curtailed because when this investment was made GNMA only bought 
federally insured mortgages. 

Investment C By blending pension fund investment and local government loans, three 
banks made mortgage loans to owners of multifamily buildings to 
rehabilitate low- and moderate-income housing. The banks made the 
short-term rehabilitation loans after obtaining the pension fund’s 
commitment of $100 million to provide market-rate frost mortgages, of 
which the state insured 100 percent. For the portion not covered by the 
first mortgage, the local government provided a second mortgage at 
l-percent interest. 

Investment D Targeted to low-, moderate-, and middleincome families, this program 
provides 95percenti first mortgages to first-time home buyers for one- to 
four-family homes and condominiums. After originating and servicing 
loana and purchasing mortgage insurance from a local mortgage insurance 
company, mortgage lenders exchange the mortgages for FNMA bonds 
backed by the mortgages. To date, the local pension fund has committed 
$lOOmillion, of hi h w c FNMA has agreed to guarantee the first $50 million, 
to the program. In addition to making publicly owned sites available and 
ensuring that public approvals are in place, the local government finances 
site preparation that cannot be covered by sales proceeds. 

By creating a secondary market for nonconforming loans, such as those 
with low down payments, the program provides an incentive for 
participating lenders to make loans to a wider range of borrowers. In 
addition to a low down payment, the program features subsidies of up TV 
$26,000 towards the purchase price, offered by the local government. 
Eligible families agree not to sell their homes for 15 years; otherwise they 
must return a pro rata share of the subsidies. 

%omebuyels could borrow up.to 96 percent of the purchase price with a &percent down payment 
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Investment E The pension fund investment provided approximately 39 percent of the 
total funding for this $33 million, affordable housing program. It makes : 
mortgage funds available for purchasing or refinancing and renovating 
existing rental apartment buildings for very low-, low-, and 

/ 

moderate-income families within the state. State public pension funds 1 

purchased $13 million in state housing authority bonds backed by the stati i 
housing authority’s mortgage portfolio. The bonds, which carried an 1 
implied state security, returned 10 percent. The remainder of the program 1 
funds came from additional bond sales to other investors and housing 
authority reserves. 

1 

E 
The state housing authority managed the housing program by acting as a 
clearinghouse for mortgage financing and subsidized funds. It made first 

1 

mortgages available at 9.5 percent for 30 years within the major 
; 

metropolitan area and 8.5 percent elsewhere in the state. Borrowers could 1 
also apply for state capital grants in the form of no-interest loans, which 1 
did not require repayment if certain conditions were met, Other subsidizedi 
funds available included a state interest subsidy on the first mortgage, 1 
state capital grants for rehabilitation financing, HUD construction grants, 
and federal low-income tax credits. 

[ 
I 

Investment F The state housing authority established this program to help low-income, i 
first-time home buyers meet their debt service requirements during the 
first 10 years of their mortgage. In 1982, a period of high interest rates, the 1 
state housing authority obtained a commitment from the state public 
pension funds to refinance the remaining balance of mortgage loans that 

I 
1 

would be outstanding after 10 years (in 1992). At that time, pension funds I 
will receive a W-basis-point fee (50 basis points equals 1/“2 of 1 percent) on 1 
the total amount of mortgages outstanding. For any mortgages in default, 
the pension funds’ commitment will be voided. 

j 
\ 

The program subsidized eligible buyers offering a beIow-market-interest i 
rate (8.5 percent) for the first 5 years of the mortgage and a smaller 1 
interest-rate subsidy during years 610 (the rate increasing to 10 percent). 
The pension fund committed to refinance the mortgages at 13 percent 

1 
1 

interest after the 10th year. By September 1990, about 80 percent of the 1 
mortgages had been refinanced through other sources 1 

Investment G buyers, with preferential treatment for beneficiaries of the state pension j 
e 
1 
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fund involved. The fund purchased $475 million of privately insured 
securities, backed by mortgages on condominiums, owner-occupied 
housing, and single-family homes. The securities were issued by a Iocal 
savings bank, which had pooled 20- and 3&year mortgages. 

Borrowers paid mortgage interest at a rate slightly higher than the rate on 
“AA” industrial development bonds, which the pension fund established as 
the rate of return it should receive on its investment, because quahfied 
borrowers also paid a $150 fee for the mortgage. Nevertheless, the interest 
was less than that of market-rate mortgages. This program helped people 
who did not have 20 percent of the purchase price for a down payment 
purchase homes. Borrowers qualified for mortgages if their payments were 
no more than 33 percent of their gross income and their down payment 
was at least 5 percent. However, the bank required insurance on 
mortgages with less than a 20-percent down payment. 

Investment H This program provided a secondary-mortgage market for 30-year fixed-rate 
mortgages on buildings with up to four units, single-family homes, and 
condominiums. Without state housing authority and state pension fund 
involvement, FNMA would not have purchased the mortgages, which had 
such nonconforming features as property located in rural areas and 
nonstandard documentation of the purchaser’s income. Under this 
program, the housing authority bought old mortgages from state banks, 
which had to reinvest half the proceeds in new affordable housing within 
the state. After guaranteeing the mortgages, the housing authority traded 
them for FNMA mortgage-backed securities, which were then sold to the 
state pension fund. Committed to buy about $12 million in the securities, 
the fund had already invested $6.1 million at the time of our review. 

Investment I To make lots in mobile homes parks affordable to low- and 
moderate-income families, a state pension fund purchased taxable bonds 
that carry an implied state security. A state housing authority provided 
financing to nonprofit organizations to acquire and rehabilitate mobile 
home parks where most lots were targeted to such families (a few lots 
were not income-targeted). The state pension fund, which committed to 
invest $5.5 million in the bonds, to date has invested $2.4 million. By 
blending fmancing from different sources, the nonprofit organizations 
made the park lots affordable for families with incomes ranging from 50 &I 
100 percent of the area’s median income. The state housing authority 
provided a stepped-interest-rate loan that started at a below-market rate 
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but increased during the 20-year term so that the average rate equaled 
market price. In addition, the nonprofit organizations involved obtained 
rental rehabilitation grants from HUD as well as rehabilitation grants and 
deferred, low-interest loans from a state-chartered, nonprofit organizatior 
Eventually, the nonprofit organizations intend to sell the mobile home 
parks to the tenants, to whom the state housing authority has offered : 
tenant, cooperative education. I 

oNr&+mortgagebacked securities. Through the pool, the nonprofit 
organization provided more than $700 million for the construction of 
single- and multifam.iIy housing. Pension funds invested in the housing to 
help create jobs for some pension fund participants, 

While pension fund investments were not directed specifically toward 
affordable housing, some of the housing financed through the F’HA 
mortgages was targeted to low-income people. The FYA loans are 
considered nonconforming, because FHA requires only a low down 
payment. The housing projects we reviewed received equity financing 
through the Federal Low-Income Housing Tax Credit program as well as 
HUD Section 8 rental subsidies. 

Investment K In conjunction with the state housing authority and FNMA, a state treasurer 
developed an affordable housing program to help lower, moderate-, and 
middle-income households in the state obtain mortgage financing for 
single-family homes. By tapping unallocated cash of state agencies, 
including public pension fund money, the state government made $100 y 

Investment J Two-hundred private pension funds nationwide invested in a nonprofit 3 
organization’s investment pool of market-rate FHA mortgages and t 

million available for the program. It is designed to provide fixed-rate, ; 
long-term mortgages at below conventional rates and with more flexible 
down payment terms to qualified borrowers. These mortgages are 

i 
i 

exchanged by the state housing agency for FNMA mortgage-backed 
securities, which the treasurer purchases. 

Eligible applicants include state residents who have not owned a home 
during the previous 3 years. The borrower’s income and that of any other 
person to occupy the residence may not exceed 150 percent of the median 
family income for the county in which the residence is located. Borrowers 
must also purchase primary mortgage insurance for mortgage loans 
exceeding 80 percent of fair market value. 
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I 

Investment L Two state pension funds purchased FHA-insured mortgages through a state 
program from approximately 1978 through 1981. The state housing 
program used HLID loans to finance multifamily housing in the state. Under 
some of the HUD loan programs, lenders could sell the mortgages to HUD 
during the 20th year. HUD subsidized housing under one program by 
contributing a portion of the monthly principal and interest payments. The 
state program ended when the HUD loan programs were discontinued. 

The FHA loans the pension funds purchased were considered 
nonconforming because they allowed a low down payment. Some of the 
FXA mortgages the pension funds purchased were made under a program 
that made no income distinctions. However, some FHA mortgages were 
restricted to housing serving low-income households or borrowers with 
incomes below certain levels. 

Investment M Having committed $15 million, state pension funds purchased $8.4 million 
taxable state housing authority bonds. The housing authority used the 
proceeds to provide first mortgage loans to limited partnerships to 
construct and rehabilitate five low-income multifamily housing 
developments. The housing authority supervised the development costs 
and contracted with banks to service the mortgages. 

A combination of financing enabled the limited equity partnerships to 
make either 20 percent of the units affordable to people with 50 percent or 
less of the area’s median income, or 40 percent of the units affordable to 
people with 60 percent or less of that figure. In addition to low-income 
housing tax credits from HUD, the partnerships obtained historic 
rehabilitation tax credits, low-interest loans from the state housing 
authority’s reserve fund for annual operating costs, and state rental 
assistance subsidies. One local government also provided low-interest 
second mortgages for some of the housing. 

Investment N State pension funds have purchased over $1 billion of FxGnsured 
mortgages from mortgage originators and $1.5 billion of CNMA bonds. The 
FHA mortgages the funds purchase require low down payments and are 
primarily for low- and moderate-income single-family homes and 
multifamily, Section 8 rental housing. The pension funds service the FHA 
mortgages and also collect l/2 percent of the mortgage amount from 
borrowers to pay for the FNA insurance. 
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Because FXA mortgages provide a rate of return between 1.2 and 1.5 
percent above GNMA yields, these petEiOn funds prefer t.0 invest in FHA 
mortgages rather than GNMA bonds. F-HA mortgages are insured by the U.S. i 
Government, as are GNMA bonds and their underlying mortgages. HoweveT j 
the extra safety of a GNMA bond reduces the yield that the pension funds 1 
can obtain. The pension funds require a rate of return between 1.5 and 1.’ ! 
percent above the rate of a IO-year Treasury note. Treasury notes often a 
used as a benchmark to compare returns on other investments because 

1 
i 

they are backed by the full faith and credit of the federal government and 1 
are considered virtually risk-free, 6 

Investment 0 $758,800 at 5.5 percent interest from a city pension fund to purchase and 
rehabilitate 14 single and multifamily buildings for rental housing. The 
loans were amortized over 25 years with a balloon payment” in the 10th 

1 

year, At that time, the fund will receive 10 percent of the appreciation of 
i 
! 

the single-family properties and 20 percent of the appreciation of the 
multifamily properties. The properties are collateral for the pension fund’> 
loan. 

By blending fmancing from different sources, the nonprofit organization 
made the projects affordable to people with incomes ranging from 80 to 
120 percent of the median area income. For each project, the nonprofit 
group obtained a combination of rental rehabilitation grants and 
low-interest loans from HUD, community development block grants 
through the state, and rehabilitation grants from the city and a state 
housing trust. Some low-income tenants also received Section 8 rental 
assistance. Eventually, the nonprofit organization will sell the buildings to 
the tenants. It will retain ownership of the land to ensure that the housing 
continues to serve low-income households. 

‘After the tenth year, the outstanding balance of the loan is due and ah-native financing must be 
obtained. 
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II-I this appendix, we examine the role of government-subsidized funds in 
keeping rental housing projects affordable for low- and moderate-income 
households. For the 15 housing investments we reviewed, government 
subsidized funds ranged from 21 to 69 percent of construction or 
rehabilitation cost, while pension fund investments financed 22 to 79 
percent. 

Where most of the financing was subsidized by the government, we would 
expect that rents would have been substantially higher without subsidized 
funds, if the housing was built at all. For example, assume that revenue 
generated from a subsidized housing project targeted to low-income 
tenants can support $500,000 in annual principal and interest payments. 
F’urther assume that if the building was fully mortgaged at market interest 
rates, it would require annual principal and interest payments totahng 
$l,OOO,OOO. Without a subsidy, monthly rent for a particular unit in the 
building would be about $1,000. Using the criterion that households should 
not spend more than 30 percent of their gross income on housing, a family 
would have to earn $40,000 annua.lly to afford the unit. However, with the 
subsidized funds, the rent would be about $500 per month and affordable 
for families with an annual income of $20,000. 

Methodology After identifying the extent to which government-subsidized funds 
contributed to financing eight housing projects, we calculated the rent 
increases required to pay financing costs without subsidized construction 
costs or interest payments.’ For each of the eight projects, we calculated 
the principal value of each subsidy. Then we used the existing rent 
structure and debt payment schedule as a model to calculate the 
additional revenue required. This gave us the corresponding rent increases 
necessary to finance the project without subsidized funds. 

For the investments that an intermediary funded through bond proceeds, 
we used the intermediary’s interest rate on the bonds as the rate of 
interest required to financed this housing in the absence of subsidized 
funds. The remaining investments involved an intermediary that obtained 
a commitment from the pension fund to provide market-rate first 
mortgages. Remaining project costs were covered by 

‘We assume that the subsidies are the minimum amount required to finance the project and the 
unsubsidized rents generate enough income ~1 finance the pmject in the absence of these subsidies 
We note two caveats to this analysis: (1) If the subsidies are more than the minimum amount required 
to finance this housing, our rent estimates overstate the income required to afford the unsubsidized 
rent; and (2) these calculations do not account for the fact that every project is not economically 
viable once it is built There is no guarantee that the unsubsidized rents would actually be realized in 
the housing marker 
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government-subsidized financing. In each case, the mority of such 
financing was provided by one government source. We used the maor 
government contributor’s bond rate as the interest rate the 
owner/developer would pay to finance land, building, construction, 
rehabilitation, and loans fees in the absence of subsidized financing. 

For example, one local govemment provided low-interest second 
mortgages for several of the investments we reviewed. The local 
government, which issued taxable bonds to finance this particular housin 
program, provided a mdority of the subsidized financing. Thus, we used 
the local government’s taxable bond interest cost as the interest rate for 
costs not financed by the first mortgage in order to compute the amount t 
the subsidy provided through the low-interest second mortgage. 

Calculations of Rent We based our determination of the revenue needed IXJ support operating 

W ithout Govemment- 
and debt service costs on the income and expense statements and loan 
documents the intermediary used to originate the mortgage for the 

Subsidized F’unds housing. To calculate the net available income needed to repay loans (de: 
service), we applied a debt service coverage ratio to the unsubsidized de? 
service. Intermediaries use this ratio of income to debt to provide a 
“cushion” or contingency ranging from 5 to 15 percent greater than i 

principal and interest payments for first mortgages. This contingency 1 
provides for unanticipated expenses or inaccurate expense estimates. To 1 
calculate the total revenue needed from rents, we added monthly 1 

operating expenses’ to the net income available for debt setice (includin 1 
the contingency factor) and the estimated losses due to vacancies.3 / 

A 

Next, we determined the rent from apartments that was needed to suppo~ 
operations and the unsubsidized debt service payments. We uniformly 

[ 
I 

increased rents on each type of housing unit in equal proportions because 1 
the comparative values of different size apartments remained the same as i 
the established rent structures. The rent structure provided in loan 
documents already encompassed relevant factors, such as location, square 
footage, and amenities, such as dishwashers. Because many programs 
generally limit housing cost to 30 percent of income, there is a direct I 
correlation between the rental increases and the income required to afforci 
the housing. A  

/ 
2For this analysis, we adjusted operating expenses as nece-ssaq to reflect the withdrawal of any 
subsidies that may have been involved, such as 1-4 estate taxes. I 

?‘he intermediary allowed for decreases (usually 5 percent of rental revenues) from gross income duC 
to vacancies and collection losses on residential property. 
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For example, if the owner/developer’s gross income would have to 
increase 81 percent to finance an unsubsidized second mortgage, the rents 
would also have to increase 81 percent. Thus, a low-income tenant paying 
monthly rent of $285.00 for a one-bedroom apartment would instead have 
to pay $515.45. We projected required rent increases for each of the 
housing subsidized funds in the same manner. As households generally are 
expected to pay no more than 30 percent of their income on housing, an 
apartment renting for $285 a month would be affordable for a family with 
an annual income of $11,400. However, at $515.45 a month rent, a family 
would need almost double their annual income, approximately $20,618 (or 
81 percent), to afford the same apartment. 

Our analysis of eight housing projects indicates that fmancing affordable 
housing without government assistance would, in most cases, result in 
raising rents substantially (see table III.1). Consequently, housing would 
be prohibitively expensive for some Iow-income households. 

Table 111.1: Comparlson of Subsidized 
and Uneubsldlzed Rents and Mfnlmum Subsidized Unsubsidized 
Family Income Requlred to Meet 
Payments* 

Project 
1 

Rent Required Income Rent Required Income 
$350 $14,000 $670 $26,800 

2 400 16.000 792 31.680 - ,--- 
3 625 25,000 1,111 44,440 

4 550 22,000 1,050 42,ooO 
5 495 19,800 993 39,720 
6 470 la,800 572 22.880 
7 440 17,600 479 19,160 
8 455 18,200 492 19,680 
YZalculation of required family income assumes that a household will spend no more than 30 
percent of gross income on housing, 
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portfolio solely for the welfare of plan beneficiaries, acti 
in choosing each investment. Fund managers’ investmen 
jeopardize the funds’ ability to pay promised benefits to p 
and beneficiaries. Although public pension funds are not s 
state laws have established similar standards restricting 
discretion. These standards have been interpreted to mean 
should obtain market-rate returns on investments. 

received on the housing investments to the yields of altem 
investments. Although complete information was not avail 
the pension fund investments in our review, we estimate 
rates of return on 5 we analyzed compared favorably with 
investments of roughly similar risk.’ These case studies ar 

investments in affordable housing in general. 

nonprofit organization encouraged the funds to participate 

The nonprofit organization partially financed its activities 

substitute, the Government National Mortgage Association 
instruments are mortgage pass&roughs; a servicing organi 
monthly mortgage payments and forwards them to the inve 
the instruments differ in several ways: 

‘Ideally, an analysis of the expected return on these projects would take into accou it its impact on the 
entire portfolio on tie pension fund. However, we do not have the information necessary for such an 
analysis Since these investments are small relative to the size of tie pension funds, the impact of such 
an omission is likely to be small. 
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Appendix IV 
Pen&n Fund R~tea of E&turn Rereonable 
for Five Housing Investments 

+ Through the nonprofit organization, the state pension funds invest in a 
specific mortgage, but investors purchasing CNMA securities participate in 
a pool of mortgages. 

+ Unlike GNAW, the nonprofit imposes a prepayment penalty. 
+ The nonprofit’s mortgages are guaranteed by the state insurance program, 

while GNMA securities are issued by a U.S. government-sponsored 
enterprise, The state insurance program’s guarantee carries the full faith 
and credit of the state. 

l While the state insurance program makes a payment to the investor after a 
9O-day delinquency, GNMA guarantees timely payment to the investor. 

To compensate for these differences, the nonprofit organization pays a 
65basis-point premium. GNMA securities are less risky than the nonprofit’s 
mortgages because (I) timely payment is guaranteed, (2) pooling reduces 
the risk of loss, and (3) the federal government guarantees the GNMA 

securities. However, the GNMA security has one risk the nonprofits’ 
mortgages do not. GNMA investors experience more interest-rate risk; that 
is, mortgages are more likely to be prepaid when interest rates fall. All else 
equal, this reduces the yield on the GNMA security. In total, the nonprofit 
estimates the risk differences to be worth 65 basis points. While the 
accuracy of this estimate is difficult to verify, the nonprofit’s low loss rate 
and ability to attract pension fund participation suggest it provides an 
adequate return on investment. 

Investment E Our analysis indicates that the yields on state housing agency bonds sold 
to pension funds were comparable to or higher than yields on comparable 
investments with similar risks. However, such comparisons are not precise 
due to the difficulty in matching exactly the terms of the housing bonds to 
other instruments. From 1988 to 1990, pension funds purchased a total of 
$13.02 million in taxable, M-rated bonds, with a yield of about 10 percent 
(see table IV-l). With 30-year maturities, the bonds were implicitly 
guaranteed by the state2 and could be sold in the secondary market. 

91 a state housing agency cannot cover losses, it is obliged to inform the governor and the state 
legislahue. The state government then must decide whether or not to pay the bond holders the balance 
they are owed. While the government has not explicitly guaranteed these bonds, invesV3rs often 
assume that governments will not aliow a state agency to default; hence, the guamntee is implicit 
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Appendix IV 
Pension Fund Rates of R&urn Reasonable 
for Five Housing Investments 

Table 1V.l: State Housing Agency 
Bonds Sold to State Pension Funds 
(Investment E) 

Date of sale 
03mib3a 
12/07/88 
06/15/89 
06/l 3/90 

‘: 
Amount yi f 

$2,001,089 
2,278,338 
4,765,170 
3,972,613 10. i 

* 
Yields on the state housing agency bond were generally higher than those E 
of the instruments to which we compared them (see table IV.2). We listi 1 
several alternatives for comparison as these investments are not E 
completely comparable. Because more risk is associated with the bonds, 1 
they should always yield more than Treasury securities of similar I 
maturities.3 Assuming they were held to maturity, the housing bonds 1 
yielded 110 to 153 basis points more than long-term Treasury securities o:! 
the date of issue. x ! 

Further, the state agency housing bond yields usually were higher than 
those of corporate debt of similar quality. The housing bonds yielded 26 
basis points less than medium-grade corporate debt on the first agency 
issue but exceeded this rate in the three subsequent issues4 Given the 
returns on these alternatives, the expected return on the pension fund’s 
housing compared favorably. 

Table IV.2: Yields on State Housing 
Authority Bonds Compared With Other 
Securities (Investment E) Bond 

State housing authority bond 
Treasury securitp 
Agency securitiesa 
High-quality corporate debts 
Medium-quality corporate debt’ 

T. 

Bond yields at date of issue 
3/l 6/88 

i 
I mtaa 6/l 5l89 w3i 1 

9.85% 10.43% 10.00% 10. / 
0.75 9.09 8.47 8. 1 
9.44 9.69 8.91 9.11 
9.70 9.95 9.33 9.5! 

10.11 10.35 9.79 i 1o.c: 
Securities have 10 or more years until maturity. e 

Investment H A joint venture of the state housing finance authority, the state bankers 
association, state lenders, and the Federal National Mortgage Association 
this program provides funds for affordable housing for state residents. It 

%easury securities are considered free of default risk because they are backed by the full faith and 
credit of the United States government 

‘The comparisons made for each band issue are based on information published in the Wall Sweet 
Journal on the date the housing agency bonds were sold 
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Pendon Fund R&err of Return Reasonable 
for Five Houdng Investments 

establishes a secondary market for mortgages that generally are not 
salable in a national secondary market. 

Under this program, three state pension funds committed to purchase $12 
million of FNMA mortgage-backed securities through the state housing 
fmance authority. The authority agreed to package up to $100 million in 
loans, which FTMA wouId guarantee. The loans would be conventional, 
fixed-rate mortgages that mature in 30 years or less and would be at least 
12 months past closing at the date of purchase.6 

On March 23,1990, pension funds had purchased $6.1 million of the 
mortgages sold in three separate packages: 

l $1.3 million, composed of 20 mortgages in a &year pool, sold at par with 
a 9.5percent interest rate; 

l $3.0 million, composed of 49 30-year mortgages with a 9.5 percent interest 
rate, sold at 99 percent of par; and 

9 $1.8 million, composed of 29 30-year mortgages with a 10.5percent rate, 
sold at 102 5/8 percent of par. 

As these securities are structured as FWMA securities and carry FWMA’S 
guarantee, the yield should be the same as for other FTMA securities. On 
March 23,1990, FNMA securities were yielding, on average, about 9.9 
percent. The expected yield on March 23,1990, for the l&year securities 
was 9.5 percent; for the 30-year securities, the yields were 9.6 and 10.2 
percent (respectively). These expected yields were generally in line with 
the average yield of comparable investments. 

Investment I State pension funds invested in three taxable bonds issued by the state 
housing finance authority to finance mobiIe home parks. Each bond had a 
20-year maturity and sold at par. The interest rate was structured in 
increasing steps: 

9 Years l-5, 9.00 percent; 
l Years 810,9.75 percent; 

%lther remiction~ apply. If the loan44walue ratio exceeds 80 percent, the program required mortgage 
insurance covering the first 25 percent of the loan. The original loan amounts eligible for this program 
were also limited. 
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Appendix Iv 
Penalon Fund lhtee of Return Rmaomble 
for Five Housing Investments 

. Years 11-15, 10.50 percent; and 
l Years 1820,11.25 percent. 

Each bond financed a specific mobile home park. The first bond, for 
$122,000, was sold on November 15,199O; the remaining two, for t 

$1,068,625 and $1,203,250, on January 3,199l. There was no security 0th 
than backing by the state housing finance authority.” If all payments are 

/ 
1 

made in a timely fashion, the bonds will yield just under 9.4 percent. Wh Y 
the fast investment was made, high-grade corporate debt with more thaw ’ 
10 years to maturity was yielding 9.56 percent and medium-grade 
corporate debt with more than 10 years to maturity, 10.27 percent.7 

The expected return on these bonds is 87 basis points below 
medium-grade corporate debt. However, given that the assets of the stats 
agency provide the security for these bonds, their yield is not out of line 
with market yields. 

Investment M State pension funds bought two taxable housing bonds from the state 
housing fmance corporation. On September 1,1989, the Erst bond sold a: 
par for $4,010,000 with an interest rate of 9.18 percent and a 30-year 
maturity. High-quality corporate debt with maturities more than 10 years 
was drawing 9.36 percent on average, while mediumquality debt was 
yielding 9.87 percent. On November 1,19?30, the second 3@year bond, w? 
a principal of $4,370,000, sold at par with an interest rate of 9.24 percent 
At the same time, yields were 9.81 percent for highquality corporate deb. 
and 10.47 percent for mediumquality debt of similar maturity+ Both 
housing bonds carry “A” ratings, which make them comparable to most 
medium-quality corporate debt. 

Although these bonds yield less than similarly rated corporate debt, the 
yield is not obviouslJi out of line with market yields, as the state housing 
agency assets provide the security. The expected yield of the first bond 
was 69 basis points less than the medium-quality corporate debt, while th 
second bond was 123 basis points less. 

These bonds have not been rated, but the lowest rated instrument issued by the state housing Anan I 
authority is rated A 

1 
‘Highquality debt carries bond ratings of either AA or AAA, and mediumquality debt is rated from A 1 
to BBWBA These yields are based on Merrill Lynch Bond Indexes. t 
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