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COMMENTARY

State of Affordable Housing Debt Markets

By Timothy R. Leonhard, MMA Financial

he capital markets have seen tremendous turmoil
| in a relatively short period of time. Between August

of 2007 and December 2007 a variety of events oc-
curred leading to this turmoil; primarily the implosion of
the sub-prime market paved the way to a severe shortage
of liquidity and significant tightening of credit standards
throughout the financial industry. The liquidity shortage
and tightening of credit standards led to a crash in the
auction rate, municipal bond, and CMBS markets and a
dramatic widening of spreads throughout the financial
industry. This “perfect storm” led to a variety of liquidity
challenges throughout the financial industry, which af-
fected the affordable housing arena in a negative way.

Since 1998 and throughout the first half of 2007, a wide
variety of debt financing tools existed that could be used
to finance the two major types of affordable housing: 9
percent low-income housing tax credit (LIHTC) trans-
actions and tax-exempt bond financed assets utilizing 4
percent LIHTCs. Government sponsored entities (GSEs)
Freddie Mac and Fannie Mae, which had always been at
the forefront of financing affordable housing, faced fierce
competition from both national and regional banks, pub-
licly held financial institutions, life companies and con-
duits, and state housing finance agencies (HFA) that im-
plemented their own proprietary lending programs.

In August of 2007, the sub-prime meltdown created a li-
quidity shortage that resulted in the tightening of credit
standards. This trend not only continued but worsened in
2008. Some financial experts fear that we have yet to see
the bottom. This shortage of liquidity has led to a dramatic
increase in the cost of capital throughout the finance in-
dustry. Faced with this dilemma, many participants exited
the affordable housing industry, including the majority of

regional banks, life companies, private placement bond
purchasers and conduits. In addition, a significant number
of national banks have either left the industry or increased
their spreads significantly. Freddie Mac and Fannie Mae
have maintained their commitment to affordable housing
but have been forced to increase their spreads rather dra-
matically as is outlined in the following chart.

Although the above spreads have increased substantially,
there was some positive activity in the interest rate mar-
ket from July of 2007 through July of 2008. For example,
on a newly constructed 9 percent LIHTC transaction, the
spreads increased in excess of 1.2 percent but the cor-
responding 10-year Treasury rate decreased by approxi-
mately 1.3 percent, keeping the effective net rate basically
the same at 6.9 percent. This rate represents a 30-month
forward with an 18-year term and 35-year amortization.

On tax-exempt bond financed assets the picture is slightly
different. The liquidity shortage has caused virtually all
private placement lenders to either exit the market or at
a minimum increase rates by 100 to 125 basis points. The
market for credit enhanced fixed-rate bonds has seen a
similar increase in rates. The prevailing rate for a private
placement bond or credit enhanced fixed-rate bond with
18-year terms with a 35- to 40-year amortization period is
in the 6 percent to 6.5 percent range. Currently, the most
effective way to execute a tax-exempt bond financed trans-
action is through the issuance of credit enhanced variable
rate bonds with an interest rate swap enhanced through a
GSE execution or alternate credit enhancement. The all-in
interest rate savings is in excess of 125 basis points on an
18-year term swap as compared to a private placement or
fixed-rate bond execution. This reduction in the all-in rate
provides substantially higher loan proceeds and improved
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deal feasibility. Given the significant reduction that oc-
curred in the pricing of low-income housing tax credits,
every dollar counts when structuring affordable housing
debt transactions.

The current outlook for the affordable housing debt mar-
ket appears to be fairly stable, albeit with fewer partici-
pants, primarily the GSEs and CRA-motivated banks
that continue their commitment to affordable housing fi-
nance. [ would anticipate that the market remains stable
for the remainder of 2008 and throughout 2009, with ad-
ditional participants re-entering the market in 2010 and
beyond once the liquidity and credit crisis improves.

Unfortunately, the affordable housing industry in gen-
eral remains unstable due to instability in the depth of
the market and pricing for LIHTC, which threatens the

viability of numerous affordable housing developments.
A variety of factors will have to materialize in order to
stabilize the LIHTC market including legislative changes
in Washington, an upward adjustment in LIHTC invest-
ment yields to attract new investors to the market, and a
variety of fixes at the HFA, local and state levels, includ-
ing an increase in the amount of tax credits allocated to
an individual project and the availability of subordinate
financing and other types of housing subsidies. $*
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Notice pursuant to IRS requlations: Any ULS. federal tax advice contained in this article is not intended to be used, and can-
not be used, by any taxpayer for the purpose of avoiding penalties under the Internal Revenue Code; nor is any such advice
intended to be used to support the promotion or marketing of a transaction. Any advice expressed in this article is limited to
the federal tax issues addressed in it. Additional issues may exist outside the limited scope of any advice provided — any such
advice does not consider or provide a conclusion with respect to any additional issues. Taxpayers contemplating undertaking
a transaction should seek advice based on their particular circumstances.

This editorial material is for informational purposes only and should not be construed otherwise. Advice and interpretation
regarding property compliance or any other material covered in this article can only be obtained from your tax advisor. For
further information visit www.taxcredithousing.com.

Special offer for E-newsletter only subscribers:
Click here for 50% off an introductory 12-Month Print
Subscription to the Journal of Tax Credit Housing.
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