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Memo
To:     
Conrad Egan, Director, Millennial Housing Commission

Fm: 
 Michael Bodaken

Re:  
 Exit Tax Deferral/Relief

Date:    February 6, 2001

-----------

Conrad, please share this memo and the attached Discussion Draft of legislation with members of the Millennial Housing Commission.

Many owners, particularly owners of HUD-assisted housing, are interested in an exit strategy due to a variety of factors including:

· The yearly expiration of Section 8 contracts demands that owners constantly consider their options;

· Some owners are no longer interested in actively managing;

· Unless the property’s affordability restrictions can be lifted, the profit and tax incentives in the real estate have shrunk considerably.  

· The lack of owner incentives in participating in the Mark-to-Market program;

· Increasing frustration with HUD’s bureaucracy and lack of predictability.
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Essentially, the entire structure and framework of HUD ownership has changed.  Today, HUD owners are closely examining various options: 1) stay in the ownership and management role, with increased exposure to the vagaries of HUD contract renewal, processing and threatened enforcement; 2) opt-out of their Section 8 contracts and/or prepay the HUD-insured mortgage, i.e.  “go to market”; or 3) transfer the property.

The Barriers to Transfer: Most of the owners of these properties are now subject to tax on passive income (income generated by the property due to repayment of loan principal and deposits to reserves).  On a yearly basis, they are being taxed on “income” that they never receive; it is income on the books only. Hence, they have to come out of pocket on a yearly basis for so-called “phantom income.”  This, among the reasons cited above, creates an initial interest in transferring the real estate.
Nonetheless, despite what appears to be a bias toward sales, many of these properties remain in the hands of current owners.  The effective barrier to transfer of the property continues to be the stiff tax on non-cash capital gain triggered by the transfer of the real estate.  Because the tax is difficult to finance, owners of these properties are essentially trapped in their present position until their estate tax is activated, at which time the new owner receives a full step up in basis. 

Three related, but very different, patterns of ownership and behavior will emerge over the next five years absent exit tax relief or deferral: 

1. Owners of properties that can avoid default and foreclosure after a reduction of subsidies through mark to market will hold on as long as they can, hoping that eventually death will bring the tax relief of a stepped-up basis for their heirs.  Absolutely no incentive will exist for the investment of new capital.  This behavior will not produce responsible stewardship and will obviously increase HUD’s insurance exposure.

2. Owners of hundreds of properties located in better markets will, as we have seen in already in 48 states and the District of Columbia, either prepay their HUD insured mortgages, and/or opt out of their Section 8 contracts. This arguably costs the government more in the form of enhanced vouchers and clearly undermines the overall quality of the HUD insured portfolio through the process of adverse selection. 

3. Other owners will sell to REITs and for profit entities willing to hike the rents to finance the exit tax for the seller.  
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Thus, either HUD’s budget will increasingly be called upon to continue to support properties with increasing subsidies or loan losses (Scenario Nos. 1 and 2) or the nation loses a unique housing resource, currently serving families and the elderly who earn less than $15,000 annually (Scenarios 2 and 3).  A far more prudent, and less costly, approach would be to encourage transfers of the real estate by deferring the tax on non-cash gain.

The benefits to this approach are:

· Current owners are replaced with new, mission led owners who are interested in maintaining the properties, permitting HUD’s insured portfolio to incur less likelihood of deterioration and/or foreclosure;

· The government does collect the tax, and in far greater amounts than it does presently, as owners actually decide to transfer the real estate rather than waiting for their heirs to sort it out; 

·  The public receives assurance from the buyer that the property will remain in the existing housing inventory, thus keeping this housing where it belongs.


1. Any Tax Provision Should Permit Forgiveness or Deferral of Non-Cash Capital Gain to Owners Willing to Transfer to Residents, Legitimate Nonprofits or Public Agencies. 


The basic idea here is to provide owners a meaningful choice between refinancing and selling.  Two years ago, Congress and the Administration correctly decided that many Section 8 contract rents were in excess of market and had to be ‘marked down” to market.  Last year, the Internal Revenue Service issued a ruling (98-34) which permits owners who restructuring financing under the Mark to Market program to essentially avoid cancellation of indebtedness associated with any restructuring of debt in the program.
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In marked contrast, if an owner elects to sell (rather than restructure or refinance) the cash and non-cash gain is taxed at 25%.  This works a disincentive to transfer the property.  Unlike the single family homeowner who elects to sell his home and is shielded almost entirely from capital gains provisions, the exiting seller in this instance must pay full tax on both the cash and non-cash gain.  This erects a high hurdle to the seller, often preventing the exit of an often disinterested ownership entity and the introduction of new, mission driven nonprofit ownership willing to keep the properties affordable.

Various versions of federal housing legislation, including the Mark to Market program, theoretically encourage the transfers of HUD insured or assisted properties to nonprofits. But the reality is that the exit tax issue prevents any real opportunity for these transfers to take place in a meaningful way.

This isn’t an appropriate outcome for the tenants, the community, the housing stock or the owner.  Nor is it an optimal outcome for HUD or Treasury.  HUD loses the best housing in its portfolio, exposes itself to increasing subsidy in the future, and Treasury does not receive tax payments that would flow from any cash gain due to increased sales of these properties.  

The following provision could encourage sales in the public and taxpayer’s interest: Simply defer or relieve the “non cash gain” associated with the sale of HUD subsidized or insured, multifamily properties.  These properties have non-cash gain due to depreciation.  Our proposal would maintain the taxing of any real gain the seller realized as a result of the transaction.
  The attached legislative language, signed off on by Senators Kerry and Jeffords, provides the essential framework for this approach.  
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2. Long Term Affordability: Where Tax Deferral or Relief is Provided, the Nonprofit or Public Purchaser Must Agree to Maintain the Property as Affordable.

The justification for permitting the sale by such owners is two-fold:


First, we believe that the deferral or relief should only be provided permitted where the purchasing nonprofit, resident group or state or local agencies agree to provide affordable housing for the remaining useful life of the property. Any failure to craft a fair exchange will only create an enormous potential for abuse of existing and future federal investments, increase future federal expenditures, and leave the housing stock at risk from mismanagement or deterioration.

Thus, the public trade off for mitigating the owner’s tax consequence must include long term preservation of the housing resource.  Otherwise, exit tax relief or deferral will simply result in churning of the real estate, often by real estate professionals who have little interest in maintaining the property or keeping the residents in place.  The attached proposal requires the nonprofit, resident or public agency purchaser to keep the properties affordable for 30 years, pursuant to regulations published by the Secretary.  

Second, we believe that this provision will actually save the government funds, because there will be many more actual sales during the lifetimes of current owners, permitting the Treasury to actually collect these proceeds during the next decade.

3. Cooperative Ownership Provides the Security Inherent in Homeownership. One Could Modify this Approach by Relieving the Exit Tax Entirely Where the Property Was Converted to Homeownership.
Both the Administration and Congress promote homeownership and its attendant benefits.  Yet the benefits of homeownership elude many of the residents of HUD assisted or insured housing, often because their present incomes don’t allow meaningful opportunity for homeownership.  While not all residents of this housing are willing to assume ownership, some are.  One could encourage homeownership by completely relieving the tax burden to the seller where the purchaser agrees to maintain the property as an affordable housing cooperative or otherwise builds the assets of the residents.

Page Six

4.   Is This a Windfall for Owners?

 No.  While the tax on the non-cash gain is deferred, these dollars are ultimately recovered and most certainly in greater amounts than for the present owner to stay in position until the estate inherits tax free.  In any case, the costs pale in comparison to the costs to the federal government associated with a foreclosure or the receipt of nothing when an owner dies and his heirs inherit tax-free.

Finally, as these properties age, theoretical, anticipated tax income to the government is reduced as principal amortization reduces the debt and passive income increases basis.  Hence, the return to the government for exit taxes is highly theoretical and should not be “scored” in any honest budget scenario.  

Thank you for allowing me to share my thoughts on exit tax with the Millennial Commission.

� The concept of encouraging transfers of property to entities committed to long term low income use is consistent with the principle incorporated into the Tax Code in 1969 with the passage of Section 1039 (now repealed).  This section permitted a rollover of gain with no tax incurred if a Section 236 or 221(d)(3) property was sold to a tenant coop or nonprofit formed on behalf of the residents and the proceeds were reinvested in a low-income housing development.
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