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SUBJECT:  An ordinance and motion relating to the credit enhancement program for affordable workforce housing revising the maximum credit enhancement authority, program guidelines for the implementation of the programs and instituting new risk mitigation measures.
BACKGROUND: 

The King County Credit Enhancement Program is a housing initiative designed to assist in the development of affordable housing.   King County provides credit enhancement through contingent loan agreements, which reduces financing costs for housing developments.  In exchange for project savings, the project developer/owner agrees to provide long term affordable units within the project.

The King County Council directed the development of the Credit Enhancement Program through the adoption of Ordinance 12808 in July, 1997.  The Council subsequently approved implementation of the Credit Enhancement Program through adoption of program guidelines in 1998 through Ordinance No. 13093 and Motion No. 10445 respectively.  The program received authority to provide credit enhancement for up to $50 million in housing project debt.  The Executive is authorized to make credit enhancement available for workforce housing projects assisting the poor and infirm, generally those households earning less than 80% of the median income for King County. 

The program is administered by the Department of Community and Human Services (DCHS), Community Services Division.  A Credit Committee made up of representatives from DCHS, the Department of Finance, the Budget Office, and outside financial experts advises the DCHS Director whether to recommend approval of credit enhancement requests to the King County Executive.  When advisable, financial and/or legal consultants assist staff to underwrite project applications.

Each project requesting credit enhancement is underwritten conservatively according to program guidelines with the goal of minimizing risk for King County.  Key factors considered during the underwriting process include, but are not limited to, market studies, reserve requirements, debt service coverage, experience of the development team/owner and the owner’s pledge of additional collateral.

If a project is approved for credit enhancement, King County enters a contingent loan agreement, committing to loan funds to the project for debt servicing should an operating shortfall occur.  The contingent loan agreement committing King County’s resources, should they be necessary, reduces the interest rates for bond financed projects.  The interest savings are then re-invested in the project to provide below-market housing units.  The owner commits to rent or sell affordable units to low or moderate income households of a specific income.  For rental housing, the units must remain affordable for the term of the financing, typically 30 years.   King County monitors the financial performance of the property and affordability throughout the term of the agreement. 

The Credit Enhancement Program is available to for-profit and nonprofit developers, and public housing authorities.  Applications are accepted throughout the year. 

Current Program History

To date, all projects that have received King County credit enhancement are financially performing as projected or exceeding expectations.  This includes one project that is currently under construction with the first units expected to be open for occupancy later this month and the project completed by June 2002.  It is reported to be performing at or above expectations because current interest rates are less than what had been anticipated as part of the project proforma.  The lower rates have reduced costs during the construction phase.  The other projects are considered to be performing at or above projections because the project rehabilitations were managed on budget and subsequent project revenues minus operating costs have resulted in debt coverage ratios that meet or exceed the original development proforma.

Contingent loan agreements have been entered with four project owners over the past three years.  Each of the owners is a single asset limited partnership.  

The King County Housing Authority (KCHA) is the managing general partner for three of the projects.   The first two of their projects involved the acquisition and rehabilitation of distressed properties in SeaTac and Boulevard Park.  The credit enhancement allowed 84 units to be subsidized to a greater extent to serve households earning 30 – 40% of the median income.  The fourth KCHA project is the one under construction, the Village at Overlake Station, a transit oriented development in Redmond – where 286 of the units will be affordable to households earning 60% of median income and another 20 units will be affordable to households earning 50% of median income.  

St. Andrews Housing group, a nonprofit housing developer, is the managing general partner in the fourth project in the city of Mercer Island.  St. Andrews’ acquisition of the Ellsworth House preserved critical federal Section 8 rental subsidies for very low-income residents of a 59-unit senior apartment building.  This is the only subsidized housing on Mercer Island.  Greater detail for each project can be found in the Department of Community and Human Services report on the Credit Enhancement Program accomplishments through September 2001.

Over $49 million in credit enhancement has been approved for these four projects.  The three larger projects (Woodbridge Park Apartments, Windsor Heights Apartments and Overlake Station) used credit enhanced tax-exempt bonds as a major portion of project financing.  Tax exempt bonds provided the gap financing for a smaller portion of the Ellsworth House acquisition and rehabilitation.  

Risk Management under the Current Credit Enhancement Program

The projects approved for credit enhancement are conservatively underwritten, per the guidelines approved by the Council, demonstrating their ability to perform financially so the County’s financial obligations and risks are minimal.  The Credit Advisory Committee Members screen each project to ensure the project proforma contains realistic projections and demonstrates strong financial feasibility.  Key factors scrutinized for each project include:

· A development budget which reflects the current construction and financial environment.  Project assumptions in the development proforma must be stated and justified by documentation and/or industry standards.

· Projected net operating income, operating expenses and inflation projections must reflect actual project history for housing acquisitions or must be in line with industry averages as provided by a third party real estate research firm if the project is new construction.

· A project market study must be provided which includes projections regarding the demand for the project’s units, absorption rate, sales or rent levels, and vacancy considerations based on comparable projects.

· Applicants must demonstrate sufficient financial capacity and experience by providing audits or audited financial statements and documentation of successfully completed projects of a similar size and scope.

· The developer/owner must demonstrate the ability to manage a project of the size and scope proposed.

· Project financing must include a deferred earned development fee so that these funds are available to the project to make up shortfalls in the operating budget or debt service reserve.

· Agreements for projects owned or managed by KCHA include a general revenue pledge using non-restricted agency funds to cure any project-related financial issues prior to requesting a loan from King County.  (KCHA has approximately $20 million available to advance for these needs.)

· Commitment to annual reporting during the term of the contingent loan consisting of all documentation to ensure the financial health of the project.

· The County has the right to take and maintain full control of the project without limitation to protect its interests if a contingent loan is made.  This includes, but is not limited to changing management, changing rent/lease agreements, replacing maintenance contracts, etc.

ORDINANCE AND MOTION SUMMARY: 

At the time the Credit Enhancement Program was initiated it was not known what the demand would be for the program.  Council review focused on ensuring that the program had sufficient direction and standards to minimize risk to County funds and that the program not adversely affect the County’s credit rating.  The maximum amount of outstanding project debt benefiting from credit enhancement was capped at $50 million.

Given the successful start-up of the program and continued demand, the Executive is now proposing a $50 million increase in credit enhancement authority.  It is estimated that this increase could help develop or preserve an additional 450 units in six to eight housing developments over the next five years.

With the increase in credit enhancement authority, the Executive is proposing additional risk mitigation measures to ensure protection of the County’s Current Expense (CX) Fund.  These measures include:

· Increasing ongoing performance monitoring of completed projects;

· Creating a modest dedicated reserve fund that will grow over time; and

· Revising program guidelines, including establishing a limit of $10 million per project, and limiting the number (and the portion of the portfolio) of new construction project at any one time.

The recommendation for these measures were the result of several meetings of the Department of Community and Human Services (DCHS) staff who manage the Housing Finance programs, the Department of Finance, the Budget Office, and outside financial experts including Jim Hatori of Hattori & Associates.

Financial administrators for the County worked with the DCHS staff to prepare an “Analysis of Financial Risk” for the program.  This paper assesses the potential risk to the King County CX Fund if the credit enhancement authority were increased to $100 million.   The paper reviews risk management procedures already in effect, presents risk scenarios where County loans would be required and foreclosure could occur, and suggests the additional risk management strategies that are now proposed to be incorporated into the program.

In addition to the underwriting standards which were summarized above – it was found that the following factors make it unlikely that CX funds would ever be necessary for a loan to any of the credit enhanced projects.

· Vacancy rates and rent levels for lower end, more affordable housing are impacted much less than higher end market rate housing during a decline in the regional economy.

· A market decline would be much less like to affect the centrally located types of projects near job centers that the County is credit enhancing.

· KCHA and non-profit owners are eligible to tap assistance from County housing finance programs or from other public lenders to assist with unexpected capital needs, instead of drawing on and reducing their required debt service reserves.

Prior to using CX funds, it is also expected that the County would use Housing Opportunity Fund (HOF) dollars to lend to a credit enhanced project if necessary.  That is, the HOF for a good part of each year has almost $5 million in funds committed to projects that have not been expended.

At the October GMUAC briefing on this ordinance and motion there were questions raised regarding potential catastrophic losses for credit enhanced projects in the event of a major earthquake.  The concern was that a catastrophic loss, where there is a total economic loss sustained in a housing project’s improvements – would almost certainly trigger the need for a loan by the County.

Staff at the Federal Emergency Management Agency (FEMA) did confirm that some non-profit housing could be eligible under the Public Assistance Program which provides supplemental Federal disaster grant assistance for the repair, replacement, or restoration of disaster-damaged facilities up to 75% of the eligible costs for emergency measures and permanent restoration.  The state would typically cover another 12.5% of the costs for eligible projects.  According to FEMA staff, there is an agreement for Housing and Urban Development (HUD) disaster assistance for HUD funded projects, including housing authority-owned housing.  However, it could not be confirmed which types of projects would get funding – apparently it is done on a case-by-case basis.

Very few, if any non-profit housing developers carry earthquake insurance.  Per testimony at the briefing, further investigation confirmed that requiring project owners to carry earthquake insurance would prove more costly than the financial benefit of the credit enhancement.  It was also learned that earthquake insurance policies typically have a substantial deductible and may not cover full replacement cost.  

Instead, to minimize King County’s financial risk, or need to lend to a project suffering a catastrophic loss – it would seem to be prudent to “screen out” projects with substantial risks or require substandard projects to be retrofitted to some level of acceptability.

Investigations by staff revealed that the lending industry has an evaluation process associated with assessing the potential for a building’s catastrophic loss.  This is an engineering study that is typically called a Probable Maximum Loss (PML) Assessment.  The study evaluates buildings based on construction type, age of the structure(s) and site characteristics – and assigns a score which is in fact a percentage or probability of risk of failure within a certain number of years.  The lending industry sets standards for an acceptable risk of a catastrophic or maximum loss.  

The GMUAC adopted an amendment to the program guidelines requiring a PML assessment for all credit enhancement applications that involve the acquisition of existing buildings.  Projects not meeting lending industry standards for an acceptable level of risk would be required to have life safety upgrades to meet the standard or would not be credit enhanced.

Proposed Ordinance 2001-0479 Summary of Changes to Prior Legislation (Attachment 1):

Section 2:  Authorizes the executive to enter contingent loan agreements with housing developers provided the total amount of outstanding project debt does not exceed $100 million.

Section 3:  Primarily makes grammatical and formatting changes to the previous ordinance.  Subsection G eliminates references to the involvement of the County’s risk management staff – which have not been needed as part of the Credit Advisory Committee.

Section 4:
A.  Establishes the credit enhancement reserve account within the Housing Opportunity Fund.  Stipulates that interest generated from the reserve account shall be retained in the account.  States the funds contained in the reserve account shall be used, if under the terms of a contingent loan agreement, the county is obligated to make a loan to a housing development that has been credit enhanced.

B. Authorizes the executive to collect an application fee equal to 0.2 percent of the amount of project debt that is credit enhanced – to be deposited in the reserve account.  The fee shall be paid at the time a contingent loan agreement is approved.  

C. (Added by GMUAC amendment)  Caps the reserve account at an amount not to exceed 1% of the total outstanding credit enhanced project debt.  Funds in excess of this amount would be transferred to the Housing Opportunity Fund.
The Executive proposes to initially capitalize the reserve account with $200,000 from the HOF workforce housing funds.  These workforce housing funds have typically been used for surplus property projects and other homeownership downpayment programs and education.  The funds were not needed for these purposes this year (except for the homebuyer education programs) and were set aside in anticipation of the reserve account.  

The loan reserve account could have $450,000 - $500,000 within ten years. This amount is achieved through a combination of initial capitalization and credit enhancement fees collected through eight years on an additional eight projects and 5% accrued interest on the fees.   This would provide sufficient funds to cover contingent loans concurrently to two projects (or 20% of the portfolio).  This loan amount was considered in the #4 “Severe Case Scenario” in the Risk Analysis Paper but is still considered “extreme” and very unlikely given the underwriting standards and other avenues to correct a failing project.
Section 5:  Authorizes the executive to impose an annual monitoring fee of 0.05 percent of the amount of project debt that is credit enhanced to be used for program administrative costs. 

Starting in 2001, an $3,750 per year with every additional $7.5 million in credit enhancement approved could be collected.  Approximately $25,000 per year in ongoing revenues can be raised through this continuing fee for project monitoring once an additional $50 million in credit enhancement is completely allocated.  Project applicants consider this to be a reasonable amount given the benefit of the credit enhancement.

Section 6:  Codifies this program as a new chapter in King County Code Title 24. 

Proposed Motion 2001-0478 Summary of Changes to Prior Program Guidelines (Attachment 2):

Proposed Motion 2001-0478 revises the program guidelines based on the experience of implementing the credit enhancement program.  The majority of the changes to the guidelines were minor and clarified the text for readability.  The following is a summary of the major changes:

· Limits new construction projects that have non-recourse contingent loan agreements to no more than 20% of the approved credit enhancement portfolio.  These types of projects are viewed as being potentially the most risky – this limitation is meant to keep the County’s exposure to a minimum.
· Requires operating budgets to show a debt service reserve equal to one year’s debt service and a sustainable debt coverage.  This is the standard that the review committee has been using – by including it in the guidelines – it gives more specificity than was originally outlined.
· Requires a Seismic Hazard Evaluation as part of the application for projects involving the acquisition of existing buildings.  Projects not meeting lending industry standards for an acceptable level of risk would be required to have life safety upgrades to meet the standard or would not be credit enhanced. Discussed on page 4 of this staff report – this is meant to screen out projects most vulnerable to a catastrophic loss due to an earthquake.
· Establishes a maximum of $10 million in credit enhancement that any one project may receive.  Prior to this the program limited the amount of project debt enhance to 30% of project debt.  Instead, limiting the amount of credit enhanced debt in any given project will allow the program to assist a greater number of projects.  This will also spread the risk over a larger number of projects and will limit the County’s financial exposure on any project.  
· Section 6 of the Guidelines is new and establishes the application fee and the annual monitoring fee as noted above in the summary of the ordinance.

· In Section 7 on Contingent Loan Agreement Terms – the guidelines provide more specificity in requiring owners who have committed to recourse loans to document an inability to maintain debt service reserves.  This section also adds a clarification the County may call upon any recourse obligations prior to any contingent loan obligations being triggered.

AMENDMENTS:

The committee adopted an amendment to Proposed Ordinance 2001-0479 sponsored by Councilmember Sullivan that caps the newly created reserve account for the program at an amount not to exceed 1% of the total outstanding credit enhanced project debt.  Funds in excess of this amount will be transferred to the Housing Opportunity Fund.

The committee also adopted an amendment to Attachment A to Proposed Motion 2001-0478 sponsored by Councilmember Sullivan that adds a requirement to the program guidelines for a seismic hazard evaluation for credit ehancement applications involving the acquisition of existing buildings.
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