Tax-Related Comments from Responses to
MHC Solicitation Letter


Chicago Mutual Housing Network
Changes to LIHTC

Tax credits are one of the few deep subsidy programs that we have utilized for housing production, but the fifteen year wait for actual tenant ownership make tax credits an unworkable solution for the creation of housing co-ops. The recent federal expansion of the tax credit program will result in more affordable rental property constructed, but will not assist us in creating tenant ownership opportunities for low-income families. We need federal dollars without the restrictions that tax credits require.

Coalition for Indian Housing and Development
Changes to LIHTC

Create an Indian housing set-aside for the Low-Income Housing Tax Credit Program

Changes to MRB

For Mortgage Revenue Bonds, CIHD would like to see an increase in the state funding allocations and also a set-aside for tribes. MRBs are a proven tool in economic and housing development and should be more readily available to Indian tribal governments, for whom availability to private capital is almost nonexistent.

Changes to PAB

Make tribes eligible for tax-exempt bond financing

Miscellaneous Tax

Tribes across the country are striving for sustainability without federal subsidy to complement the values of sovereignty and self-determination. One way to achieve this is to stimulate investment in tribal communities.

For example, one idea would be substantial tax incentives, such as a capital gains tax exemption, to encourage tribal members to invest in managed rental properties on reservations. CIHD would like to see a commission formulated and charged with discovering new tax opportunities on reservations.

Council for Affordable and Rural Housing
Changes to LIHTC

We believe that the Tax Credit rules under Section 42 of the Internal Revenue Code should be clarified to permit the 9% credit for RHS programs, similar to the treatment of the Section 8 rental assistance program. RHS provides rental assistance, direct loans and loan guarantees. RHS subsidies are often regarded by the tax credit investment industry as below-market federal finance, disqualifying RHS properties from the 9% Tax Credit, for all practical purposes. An amendment to specifically provide for 9% Tax Credit eligibility will help make additional rural housing possible. We believe that such legislation could even be targeted to very low income populations (such as the HOME program, where the minimum set aside for 9% Tax Credit is heightened to at least 40% of units occupied by persons at no more than 50% of a median income).

Similarly, we recommend that Section 42 be amended to provide for a small statutory set aside for properties located in rural housing areas as designated by RHS. This will also help open credit to needy, rural areas. A minimal set aside of at least 10% would be consistent with past set-asides, such as for non-profit entities.

RHS needs to unify asset management standards with other agencies. RHS should coordinate with HUD and the IRS to establish a unified set of inspection and asset management standards. Many RHS properties also receive Tax Credits and/or a HUD-rural housing Section 8 or other assistance. This subjects properties to multiple inspections using different asset management standards, which is alternatively redundant and confusing. For example, RHS has its asset management standards under Instruction 1930, HUD follows REAC, and IRS follows the 8823 review process. Each process has differences in tenant eligibility and inspection criteria.

We believe that these three agencies should compare existing asset management guides and procedures, and agree on a uniform set of standards and certifications. There may be localized variations but this will help standardize paperwork and unify agency expectations.

Exit Tax

The Internal Revenue Code should be amended to provide for a tax forgiveness or deferral for persons who transfer their properties at a loss that there are no tax costs in excess of distributions at Closing. Currently, owners are "locked-in" by exit tax liability, which prevents transfer and refurbishment. This barrier is particularly intractable because many of these owners invested in these properties for tax benefits contained in the pre-1986 Tax Code, which were deleted with the 1986 amendments.

We would expect taxes to still be levied on any net income or profits received in a sale. Indeed, we believe that this proposal will actually increase tax revenues. Owners would be willing and able to transfer their properties, possibly realize a small profit and pay taxes on those profits.

Council for HOPE VI and Mixed Finance: First document on Web site
Changes to LIHTC

HOPE VI projects often involve equity investment created through the Tax Credit Program. In the homeownership context, the overlay of these two programs causes regulatory obstacles to achieving the desired goals. Specifically, the Tax Credit Program requires that units remain as rental housing units for 15 years in order to avoid the recapture of the credits. However, because HOPE VI and tax credit units are often one in the same, it is very difficult to include such units in a homeownership program. Accordingly, we recommend a modification of the tax credit rules to permit the release of units in conjunction with a homeownership program without triggering the recapture penalties.

Second document on Web site
Changes to LIHTC

1. Next Available Unit rule.

Issue—Section 42(g)(2)(D)(ii) of the IRS code requires that if a tax credit resident's household income rises above 140% of median income, then the next available unit must be rented to a tax credit eligible household, even though under the public housing program a family in the unit that was a public housing eligible family at the time of admission remains a public housing family. Many HOPE VI developments are mixed-income communities with public housing, tax credit, and market-rate residents. The market-rate portion of the development is usually financed with debt requiring hard/must pay debt service. Failure to pay debt service will result in foreclosure of the entire development. According to the next available unit rule, if a public housing and tax credit eligible resident's household income rises above 140%, then the next available unit must be rented to a tax credit eligible tenant. The next available unit may be a market-rate unit, resulting in a potentially significant loss of rental income if the market rent is higher than the rent paid by the public housing, tax credit resident. This issue is further exacerbated by public housing flat rents that limit the potential rent available from public housing residents, regardless of income.

Desired Outcome—Legislative change that will eliminate the 140% income limitation for any unit that is both public housing and tax credit eligible at initial occupancy.

2. Applicable Federal Rate and HOPE VI funds.

Issue—HOPE VI and other public housing development funds are Federal funds which are granted by HUD to PHAs who may then either grant the funds or loan the funds for use in the development. If the HOPE VI funds are made as grants to the project, they reduce eligible basis for tax credit purposes, limiting the amount of tax credits and tax credit equity financing available for a development. To avoid a reduction in basis, HOPE VI funds are usually "loaned" to the partnership developing the property. However, if a property expects to utilize "9%" tax credits, the HOPE VI funds, as Federal funds, must be loaned to the partnership at the Applicable Federal Rate, compounding annually. This results in a debt accrual tax issue that effectively limits the most efficient source of financing for public housing redevelopment—9% tax credits.

Desired Outcome—A technical legislative change so that HOPE VI funds are exempted from the Federally subsidized loan category, similar to HOME funds. Under this proposal HOPE VI loan funds, regardless of the interest rate (i.e., could be zero percent) would not be treated as a Federally subsidized loan. The project would be eligible for 9% credits so long as the project meets the deep targeting requirements applicable to HOME funds that require forty percent of the units in each building be occupied by families at or below 50% of median income. However, since most HOPE VI projects are intended to revitalize public housing in distressed areas, we would recommend that receipt of a below-AFR HOPE VI loan not disqualify the project for a 130% basis increase in difficult to develop areas and qualified census tracts.

The Enterprise Foundation
Changes to LIHTC

First, we encourage the Commission to recommend that Congress change the Credit statute to allow developments assisted with HOME funds to also receive the 30 percent higher Credit amount available to non-HOME financed developments in "high-cost areas." (The Housing Credit statute defines such areas as census tracts where at least half the households have incomes less than 60 percent of AMI or where construction, land and utility costs are high relative to AMI.) This change would help produce housing in the most distressed communities, where multiple sources of private and public financing are required for new development. It would not result in over-subsidization, since state Housing Credit agencies are required by law to allocate only the amount of Credits necessary for a development's feasibility and long-term viability.

Second, we encourage the Commission to recommend that the Internal Revenue Service clarify that tenants of Housing Credit apartments can operate businesses from their apartments, provided the apartments remain their "residential rental property," as under current law. As long as people who operate businesses from their homes live, eat and sleep there, their apartment should not be treated as "nonresidential" or "commercial." (We are not aware of any law or regulation that classifies a living area as commercial simply because the resident engages in income generating activity there.) Home-based businesses, such as childcare and beauty services, offer outstanding opportunities for low-income people to earn a living and provide needed services in their neighborhoods. Ensuring that such working families can benefit from Housing Credit homes is consistent with the goal of linking housing policy to other important objectives, including welfare reform and workforce development. Such a provision would require especially strict underwriting and vigilant property management. It should not be difficult to monitor, since Housing Credit apartments are subject to regular site visits.

Exit Tax

Many current owners of assisted housing would welcome the opportunity to transfer ownership of their properties, but are effectively prevented from doing so by the 25 percent tax on non-cash capital gain such sale would trigger. Thus, many owners will continue to convert their properties to market rate housing. Others will simply retain ownership of the properties until they die, but make no capital improvements to them, and allow their heirs to benefit from the step-up in basis of the property. And others will seek to sell their properties to purely profit-motivated buyers, who will finance the cost of the capital gains tax by raising rents. In any scenario, precious affordable apartments are lost from the inventory.

The Tax Code provides a potential solution to this worsening problem. Congress could defer capital gains taxes for purchasers of assisted housing, provided the buyers maintain the properties' long-term affordability, defined as not less than 30 years. Buyers, who would be HUD- or state-certified, would have to agree to make necessary investment in the properties' physical and financial needs over that period. State and local agencies would monitor compliance for the federal government. Capital gains taxes would be deferred until the later of the buyer's death or expiration of the affordability period. We encourage the Commission to recommend this approach or something similar.

Some may argue that owners of assisted housing already have realized significant government befits and should not get additional tax relief. We believe that this issue must be weighed in the context of the costs to the federal government-financial and well as social-of the alternative. In the absence of meaningful tax relief to encourage owners of assisted properties to sell them to purchasers committed to maintaining their long-term affordability, hundreds of thousands of affordable apartments likely will leave the assisted inventory, with devastating consequences for low-income people and communities. However the Commission proposes to deal with housing preservation, we urge it to make this argument.

Homeownership Tax Credit

The main reason for the lack of affordable homeownership development in many distressed neighborhoods is that it costs more to build or substantially rehabilitate homes than homes can sell for in such areas. Thus, a resource is needed to bridge the difference between construction cost and market value of homes in low-income communities. A homeownership production tax credit would fill a glaring gap in the housing finance system, increase affordable homeownership opportunity for low-income people, encourage mixed-income development and community revitalization in distressed neighborhoods and help combat sprawl. President Bush has proposed such a credit, wisely modeled largely on the Housing Credit.

We recommend that such a credit have the major principles outlined by the president: 50 percent present value tax credit claimed over 5 years; allocation by the states, in an amount equal to $1.75 per capita, with a small state minimum, both of which would be indexed to inflation; targeted to families earning 80 percent or less of area median income (70 percent or less for families of less than 3); available in census tracts with median incomes 80 percent or less of area median income; awarded to developers to fill the gap between construction costs and market value, limited to 50 percent of development costs; buyer subject to recapture of a portion of any resale gain if the home is sold to a non-qualified buyer within three years of original purchase.

In addition, we recommend the following modifications to the president's proposal: the Credit also should be available in rural areas, as defined by Section 520 of the 1949 Housing Act, and on Indian reservations; states should be able to serve buyers earning up to 100 percent of area median income (90 percent or less for families of less than 3) in "Qualified Census Tracts" as defined under the Housing Credit statute (census tracts where more than half the families have 60 percent or less of area median income or where development costs are disproportionately high); and nonprofit developers should receive a minimum of 10 percent of each state's annual allocation of Credits.

Miscellaneous Tax

IDAs are an innovative way to enable low-income people to save for a first-home, start a small business or pay for education expenses. Like the EIC, IDAs have broad bipartisan support in Congress. Several proposals have been introduced in recent years, including one by President Bush, to provide financial institutions a tax credit for their matching contributions to IDAs for low-income people. Institutions could receive additional credits for part of their administrative and marketing costs in setting up the accounts. We encourage the Commission to recommend that Congress pass such a tax credit.

Fannie Mae
Changes to LIHTC

The IRS requires an LIHTC property owner to purchase an insurance company bond at a significant premium to cover the compliance risk for the remainder of the 15-year term when the existing owner transfers the LIHTC property to a new owner. Eliminating the bonding requirement could allow some current owners to self-insure and save transaction costs.

Miscellaneous Tax

Employer-Assisted Housing. Through tax incentives for employer participation in meeting the housing needs of employees, the government would bring new partners and new resources to the nation's housing efforts.

Housing Assistance Council
Changes to LIHTC

Although it provides financing for a segment of the country's affordable housing needs, the Low Income Housing Tax Credit (LIHTC) has limited ability to help the rural poor. The average size (number of units) of LIHTC projects has increased in recent years. Small projects are often not feasible due to housing market conditions and limited investor interest. Low-income families are very difficult to reach without additional subsidies. RHS Section 515 loans used to be the primary financing source for tax-credit projects in nonmetro areas, providing an average qualifying ratio of 98 percent low-income units per project. Now that Section 515 has been virtually defunded, rural developers attempt to finance their tax credit projects with tax-exempt bonds, which do not seem to offer the same opportunity to focus on lower-income households throughout a project, and HOME funds. Neither of these funding sources, however, are targeted toward rural housing needs.

Manufactured Housing Institute
Miscellaneous Tax

While Freddie Mac has financed the rehabilitation of some manufactured home communities, Freddie Mac and Fannie Mae, as well as the regional Federal Home Loan Banks, can do more. One option could be to offer targeted tax subsidies for such activities, helping bring down the effective lending rate on the rehab loans so long as this is passed through to the homebuyer.

In particular, manufactured housing for all policy purposes, including tax policy, should be treated on a par with multi-family housing.

McAuley Institute
Homeownership Tax Credit

To encourage homeownership among lower-income families, the Commission should encourage a mix of strategies including individual development accounts to match individual savings and a homeownership tax credit to lenders of soft second mortgages.

Miscellaneous Tax

To boldly address this problem, the Commission should promote the creation of a National Housing Trust Fund that would provide a self-renewing source of funds to underpin the nation's housing infrastructure. Like the National Highway Trust Fund, it could be financed by a dedicated tax (say on real estate transactions nationwide) or other housing-related sources, such as the proceeds of the FHA or Ginnie Mae.

Mortgage Bankers Association of America
Changes to LIHTC

· Subsidy layering reviews

The HUD Reform Act of 1989 directed HUD to review all projects receiving HUD and other governmental assistance to insure that they receive no more than necessary to provide affordable housing. The Housing and Community Development Act of 1992 gave the housing credit agencies the option of performing reviews in accordance with the HUD guidelines. HUD has streamlined the process by allowing the states to do the reviews and certify that they are doing them in accordance with the HUD guidelines.

HUD guidelines require the housing credit agencies to use various "fee norms" for builder's profit, general overhead, developer's fees, and general requirements. In general, these items should not exceed 15% of the project's construction costs. Many housing finance agencies have accepted this responsibility and members are able to work out issues with the housing credit agencies. However, where HUD field offices are performing the reviews, they are not always consistent with the guidance HUD has provided to housing credit agencies.

Conclusion: HUD should direct its field offices to follow the same procedures as outlined for housing credit agencies.

· Challenge of eligible basis and recapture of credit as a result of IRS audit

The amount of credit available for a project is determined based on its eligible basis. The eligible basis is its basis attributable to acquisition, rehabilitation or construction. In October and early November 2000, the IRS publicly released five National Office Technical Advice Memoranda ("TAMs") that address several issues related to the calculation of eligible basis. The TAMs exclude from basis a number of State and local fees that are now almost always included in basis. Because the TAMs apply far-reaching rules, they may be applied in retroactive fashion in any taxpayer audit. If IRS recalculates the eligible basis of the project and recaptures the tax credits, project developers will be unable to plan the financing for the project and investors will be discouraged from committing funds where the tax outcome is uncertain.

MBA, along with a number of other real estate trade associations, has sent a letter to the Treasury Department asking that a formal rulemaking be commenced on the question of calculation of eligible basis. The letter also requested that the Treasury Department announce that the TAMs are relevant only for determining the tax consequences to the taxpayers involved, and are not to be used as guidance for audit or planning purposes. MBA is also working with other organizations to achieve a legislative solution.

Conclusion: Certainty should be provided to investors either through administrative action by the IRS or through legislation.

· Targeting to Lowest Income Tenants

The tax code requires that the state housing agencies grant preferences for projects serving the lowest income tenants when making LIHTC allocations. The law also requires that 20 percent of the units in the project be both rent-restricted and occupied by persons whose income is 50 percent or less of area median gross income, or that 40 percent of the units are both rent-restricted and occupied by persons whose incomes are less than 60 percent of area median gross income. Many states have increased the competitive points granted for projects that serve very low income levels. Because the credit allocation is highly competitive, the preference for the lowest income tenants will tend to move the LIHTC in the direction of concentrated low-income housing, rather than mixed-income housing.

In addition, because the tax credit is available only for the units that are rent-restricted, the economics on many of the transactions force developers to restrict occupancy in all of the units to those whose incomes are less than 60% of median. Oftentimes, this constrains the market of families eligible to live in the property to a narrow band of those with incomes high enough to afford the rent but less than 60% of median.

Allowing the credits to be targeted toward a more diverse mix of tenants will make these properties more economically viable and more attractive to the private sector, investors and developers. It will also boost the support for affordable housing and insure that tax credit projects find acceptance in many communities.

Approaches: Changes should be made in the program to: (1) allow credit for units (up to 20% of the property) that are rented by families with incomes from 60 to 80 percent of median income in higher cost markets; (2) give bonus points for mixed income projects; and (3) in a renovation allow current tenants to stay (with incomes up to 100 percent of median) and provide credit for those units.

· Preference for non-profits

The tax code requires that each state agency set aside 10% of its credit allocation for tax-exempt entities. Many states allocate more than 50% of their credits to non-profits.

A selection criteria benefiting non-profits has its roots in the belief that non-profits will maintain the property as affordable for a longer period or will provide deeper targeting. Currently, most states require extended use agreements and award bonus points for deeper targeting. Thus, a preference for non-profits in excess of the 10% requirement is no longer warranted. Non-profits should compete on a level playing field for the credit allocation with tax-paying sponsors. Allocations should be based on criteria established by the state that affect the development (for example, extended use agreements, deeper targeting or mixed income developments) rather than whether the owner involves a non-profit general partner.

In addition, some studies show that non-profits add to the cost of units. A 1998 study by City Research analyzing the low-income housing tax credit found that "controlling for project size, construction type, location (i.e., central city, suburban, or non-metropolitan), region of the country, and neighborhood poverty rates, units developed by non-profit sponsors on average cost 15 percent more than the average unit" in its sample.4

Approaches: State allocating agencies should be prohibited from giving bonus points for non-profit participation.

Homeownership Tax Credit

The MBA supports the Single Family Housing Tax Credit proposal contained in President Bush's budget for FY 2002. This "Renewing the Dream" tax credit program would support the rehabilitation or new construction of homes in distressed communities. This program would provide investors with a tax credit of up to 50% of project costs for eligible rehabilitation or new construction. Eligible areas would be census tracts with incomes at or below 80% of median, rural areas as defined by RHS and Native American trust lands.

Mortgage Guaranty Insurance Corporation
Changes to LIHTC

Relative to the Low-Income Housing Tax Credit (LIHTC), we'd like to see it used for the construction of units which renters can ultimately own and build equity. While the most critical housing needs this country faces may well be in the multifamily sector, we feel it is sound public policy to promote homeownership because of its wealth-creating benefits. Specifically, we'd like to see lease-to-purchase and cooperative housing supported by the LIHTC. This would allow for the construction of affordable units that renters may ultimately own. The idea of expanding the LIHTC to lease-to-purchase and coop arrangements was originally forwarded in June 1998 in a Brookings Institute document titled Summary of Home Ownership Tax Credit Proposals.

The LIHTC currently allows lease-to-purchase arrangements, but requires that buyers lease a home for 15 years before having the option to buy. This is too long. As a result, some groups have suggested shortening the required lease period to 5 or 10 years. We agree with a 5- to 7-year option period, but recognize that the renter's ability to exercise that option will depend on the wealth accumulation program they are to abide by as part of the lease-to-purchase arrangement. What we like about this program is that it provides strong incentives to renters to save money, to better manage monthly cash flow, and to maintain an unblemished credit record. Ostensibly, they learn how to be homeowners while renting.

Cooperative housing offers much the same opportunity. Monthly payments for quality cooperative living arrangements can be as low as fair market rents. However, unlike rental payments, a portion of the monthly payment in a coop arrangement goes into the borrower's equity. Coops have been criticized for their very low rate of appreciation, but they at least offer borrowers the opportunity to build equity over time.

Homeownership Tax Credit

We advocate creation of a homeownership tax credit. The tax credit should be flexible enough to be used for purchase, purchase-rehabilitation, or construction-to-permanent financing; and it should provide a solution for both DEMAND and SUPPLY-side affordable housing issues.

We advocate the tax credit be written into the federal tax code but administered on the local level by state housing finance authorities (HFAs) that will implement the tax credit consistent with local housing needs. We don't believe a direct-to-consumer tax credit can provide much benefit since the consumers we are trying to assist have very little taxable income. That's why we favor an investor or lender tax credit with strong recapture provisions to assure most of the benefit falls to the borrower.

In an attempt to frame the debate over housing tax policy, MGIC developed the Home At Last tax credit, which we urge the Commission to consider as it prepares its recommendations (document attached). Home At Last would be a lender-based tax credit that would seamlessly integrate into the existing mortgage origination process without disrupting the secondary mortgage markets, or creating the need for a specialized secondary mortgage market. Home At Last represents the most flexible approach to creating affordability because it can be used with most types of mortgages (conventional, FHA, VA, etc.) and for home purchase, purchase-rehabilitation, or home construction-to-permanent financing. By applying the tax credits as points to buy down the first mortgage rate, Home At Last is able to achieve a bigger bang for the taxpayers' buck than direct cash subsidies while providing homebuyers the lowest possible monthly mortgage payment.

MGIC has talked with a number of housing and mortgage lending trade groups and reaction to the Home At Last tax credit has been favorable. To that end, we are in the process of developing a working paper to show how the tax credit can be used to address both demand and supply issues related to affordable housing.

Though we have gone to great lengths to develop and promote the Home At Last concept, we want to make it clear that MGIC supports maintaining the Mortgage Interest Deduction (MID) and also supports the Administration's American Dream Tax Credit. We're are not zealous about any one tax credit program; but we are zealous about the nation's need for a single-family tax credit that addresses both demand and supply issues. The time has come for a homeownership tax credit that targets families most in need and deserving of assistance.

National Association of Local Housing Finance Agencies
Changes to MRB

NALHFA recommends that the Commission urge Congress to repeal the MRB 10-year rule.

NALHFA recommends that the Commission urge Congress to provide an additional method for calculating Mortgage Revenue Bond purchase price limits. The current limits have not been updated since 1994 and are based on 1993 data. The Internal Revenue Service doesn't like the numbers it gets from HUD on mortgage originations so it refuses to update the published safe harbor limits. Both H.R. 951 and S. 677 provide an optional, additional method for calculating these limits that would set the purchase price limits at 3.5 times the maximum applicable MRB income limits. Home prices in many markets far exceed the safe harbor limits, thus limiting the housing stock eligible for purchase.

Exit Tax

NALHFA recommends that the Commission urge Congress to enact legislation that would ease the tax burden on owners of subsidized housing to facilitate the transfer of properties with expiring use restrictions to local housing agencies or non-profit organizations.

Homeownership Tax Credit

NALHFA endorses in concept, and believes the Commission should as well, the proposal by the Bush Administration providing for a tax credit for private investors to redevelop single-family housing or build new homes for low-and moderate-income households. The tax credits would equal 59% of the cost and total $1.7 billion over 5 years. We believe that it would be a good complement to the Low-Income Housing Tax Credit for rental housing, and it would complement other resources that local housing finance agencies utilize to expand homeownership activities for first-time homebuyers—MRBs and downpayment and closing cost assistance under CDBG and HOME.

National Association of Home Builders
Changes to LIHTC

· Create Developed Cost Basis

The LIHTC is responsible for providing new housing for low-income families. The program provides tax credits to investors in return for their equity. The credit amount is based on the value of construction, but what that amount includes has been questioned by the IRS.

The IRS recently released five Technical Advise Memoranda (TAMs) which attempt to set forth standards for determining what costs can not be included in the eligible basis for purposes of calculating the LIHTC. To prevent these TAMs from further harming the industry by reducing the level of financing available for each project, the NAHB proposes legislation that would specify the costs that would be included in the tax credit basis. The identified costs should include; site preparation costs, state and local "impact" fees, reasonable development fees, professional fees related to basis items, and construction financing costs excluding land costs.

· Exempt LIHTCs from the AMT

Under the regular personal income tax, tax brackets, standard deductions, personal exemptions, and other structural components are indexed, preventing real tax liabilities from increasing solely due to inflation. By contrast, income thresholds for all taxpayers subject to AMT are not indexed, and most tax preferences are disallowed. Furthermore, recent tax changes have reduced tax liabilities under the standard calculation. The combined effects of capturing more taxpayers under the AMT calculation and reducing regular tax liability will decrease the number taxpayers who can benefit from the purchase of LIHTCs.

As a result, individuals and corporations who might wish to buy LIHTCs to reduce their tax liabilities may be reluctant to buy such credits out of fear of becoming subject to the AMT in the future. Some of the current price deterioration occurring in the LIHTC market may be due to these fears. Price deterioration has occurred because investors are currently offering less money for each LIHTC they buy. As a result, there is less equity available for construction of affordable rental units. Given that the LIHTC is the main vehicle through which affordable housing is financed, any reduction in the value of the credits can be expected to have an immediate negative effect on the stock of affordable housing. Exempting LIHTCs from the AMT would eliminate this source of uncertainty and thus make all LIHTCs more attractive to more investors, thus raising their price.

Exit Tax

· Forgive Taxation of Recaptured Depreciation

At present some federally assisted properties are at risk of falling into disrepair due to lack of income needed to continue maintenance expenditures. These properties tend to have large mortgages, be largely depreciated, and have little if any price appreciation. These structures are often owned by older persons who, having fulfilled their contractual obligations to the government, now wish to sell. However, the stiff tax on the recapture of depreciation triggered by the sale of real estate effectively prevents these owners from selling. A way to overcome this problem is to eliminate taxation of non-cash capital gains to owners of such properties if they are sold and the new owner agrees to maintain the property as affordable housing, defined as households with incomes at or below 80 percent of HUD adjusted area median family income (AMI), for not less than 20 years.

Homeownership Tax Credit

· Make Contributions-in-Aid of Construction Tax-Free

Contributions-in-aid of construction (CIAC) are fees paid to utilities by developers and builders to offset taxes paid by utilities resulting from the ceding of utility improvements to utilities by developers and builders. While the Congress made CIAC to public utilities that provide water and sewage services tax free, all other types of CIAC are taxable. In areas where utilities of this sort exist, the price of housing has risen as much as $1,000 to $2,000. The NAHB suggests amending the tax code to make all CIAC tax-free. Doing this would enable from 400,000 to 800,000 households annually to afford to buy a house who now cannot.

· Temporary Economic Stimulus Proposals

With the economy currently experiencing slow growth, the unemployment rate rising, and the manufacturing sector of the economy shrinking, the NAHB suggests two temporary economic stimulus proposals. These proposals would not only help increase the rate of homeownership, but would stimulate the overall economy and in particular stimulate the manufacturing sector of the economy, which is weaker than any other segment.

· Make Down Payment Assistance a Qualified Investment

Available evidence strongly suggests that outside of income, it is a lack of a down payment that prevents most renter households who wish to buy a house from doing so. Despite the strong rise in U.S. homeownership rates over the past decade, among households aged 25 to 39, the age category most first-time buyers come from, homeownership rates have still not returned to their levels of the 1970s. This is primarily because these households do not have the necessary savings, despite having good employment histories, and satisfactory household incomes. The NAHB proposes allowing a homebuyer, his parents and/or grandparents to collectively invest up to $10,000 of qualified retirement money towards a down payment. By temporarily expanding the definition of a qualified investment the government can, in a revenue neutral way, encourage homeownership, stimulate the economy, and improve the portfolio diversification of many Americans.

· Offer First-Time Homebuyers a Tax Credit

Another way to help achieve the dual objectives of increasing homeownership and stimulating the economy is to temporarily enact a credit of 10 percent of the home purchase price up to $6,500 for all first time homebuyers of new or existing houses. Enactment of this proposal would be especially beneficial to households with little if any retirement savings. Traditionally, Hispanics and African-Americans have had lower incomes than whites, which has made it harder for them to save up for a down payment. As a result, despite government surveys showing homeownership rates increasing for blacks from 43 percent in 1994 to 48 percent in 1999 and for Hispanics from 41 percent to 46 percent, the numbers lag far behind whites, 74 percent of whom own homes.

Both of these temporary proposals also help protect against housing from contributing to the current economic weakness. Should housing starts falter, hopes of a quick economic recovery would be severely reduced.

· Producers Tax Credit for First Time Home Buyers

The administration's proposed budget contains a program for encouraging the construction or rehabilitation of new single family homes for low-income home buyers. The credit would increase the supply of affordable housing for low-income working families and rehabilitate abandoned housing that blights neighborhoods by establishing the Renewing the Dream tax credit. This investor-based tax credit will create or renovate more than 100,000 single-family housing units in distressed communities.

The credit is proposed to operate similar to the current low-income housing tax credit, which has been very successful. A system of allocating credits is already in place through state housing finance offices and a market for similar tax credits is well developed. Introducing another type of housing credit will be more efficient than developing a whole different delivery system and technique.

The credit will assist first time home buyers who have no other federal program or incentive aimed at them. In addition, it will help revitalize the areas where the new construction or rehabilitation takes place.

Miscellaneous Tax

· Repeal Passive Loss Income Requirements

As currently defined by the IRS, losses from passive investments can only be offset against gains from passive investments. By definition, all rental activities are considered passive. As a result of this artificial restriction, investors with passive losses can often wait years before they can offset earlier passive losses against passive gains. This rule acts as a disincentive to invest in rental activities, and puts some rental property in the perverse situation of being more valuable to investors with active income--who tend to be less familiar with the industry--than with investors with substantial passive income. By legislating that rental activities be considered active income, additional capital would flow into the industry, more investment in rental properties would be forthcoming, and more units would be built.

National Leased Housing Association
Exit Tax

Any comprehensive proposal to preserve the affordability of the low income housing stock must include provisions to address the tax implications facing the current owners upon transfer of the property. Under the current tax laws, a transfer of the property triggers a capital gains tax of 25 percent on both cash and non-cash gain (non-cash gain is due to depreciation). We know many nonprofit and for-profit entities that are interested in buying existing Section 8 properties and would agree to maintain affordability for up to thirty years. However, the investors/owners will only agree to the transfer of the properties if the sale proceeds will cover both the cash the non-cash tax liabilities. It is the rare housing transaction that can generate sufficient funds to reimburse investors for the "exit" taxes. Hence, most investors will not agree to the sale, and a long-term preservation opportunity is lost.

A relief of the non-cash gain associated with the sale of HUD subsidized or insured multifamily would go a long way to facilitate the transfer of these properties for long-term preservation as affordable housing. Further, the Treasury would benefit from the revenue on tax payments based on any cash gain generated by the sale (money that the Treasury would not otherwise realize absent a property transfer). Keep in mind, that if the investor/owners retain the property until their estate is activated, the Treasury does not receive any revenue as the new owner receives a full step-up in basis.

Senator Kerry and Senator Jeffords drafted legislation last year that would have permitted a deferral of the tax liability incurred upon a property transfer over a ten-year period. While appreciative of the recognition of the problem, such a deferral is not attractive to the limited partners. Investors have not been willing to consent to a transfer of their properties unless they can cover their tax liability with the proceeds generated by the transaction. Limited partners represented by NLHA's members have indicated that the concept of a long-term tax obligation, combined with the uncertainty of tax law changes and an investor's financial surety to meet such outstanding tax liabilities over that 10 year period, would not provide them with any additional incentive to consent to a transfer. While investors may complain about having to wait for their K-1s every year, they are not willing to trade that inconvenience to enter into a ten-year commitment with the IRS. Limited partners have indicated their willingness to exit their investments since the passage of the Tax Reform Act of 1986. However, as many of them have now entered the estate-planning years, the clear preference is for their heirs to receive the benefit of a "step-up" upon their exit rather than to come out of pocket for additional taxes.

Attached is draft legislation that NLHA believes will maximize the ability to preserve these properties.

A BILL

To amend the Internal Revenue Code of 1986 to provide a calculation of gain attributable to preservation sales of affordable housing properties.

Be it enacted by the Senate and House of Representatives of the United States of America in Congress assembled.

Section 1. CALCULATION OF GAIN ATTRIBUTABLE TO ELIGIBLE SALE OF

QUALIFIED MULTIFAMILY HOUSING.

(a). IN GENERAL—Subchapter O of chapter 1 of subtitle A of the Internal Revenue Code of 1986 is amended by adding at the end of Part III the following new section:

"Sec. 1046. Eligible Sale of Qualified Multifamily Housing.

(a) CALCULATION OF GAIN ATTRIBUTABLE TO SALE.-

(1) In General—If the taxpayer makes an eligible sale of qualified multifamily housing during the taxable year, the gain attributable to the sale as to each partner shall not exceed the net cash allocable to such partner.

(b) DEFINITIONS—For purposes of this section -

(1) ELIGIBLE SALE—The term 'eligible sale' means a sale or exchange of qualified multifamily housing to an entity or organization which agrees to maintain affordability and use restrictions regarding the property which, as determined by the Secretary of Housing And Urban Development, are-

(A) for a term of not less than 30 years,

(B) legally enforceable, and

(C) consistent with the long-term physical and financial viability and character of such housing as affordable housing.

(2) QUALIFIED MULTIFAMILY HOUSING—The term 'qualified multifamily housing' means property assisted under Section 221 (d)(3) or Section 236 of the National Housing Act and with respect to which the owner is subject to the restrictions described in Section 1039 (b)(1)(B) (as in effect on the day before the date of the enactment of the Revenue Reconciliation Act of 1990), property described in Section 512 (2) (B) of the Multifamily Assisted Housing Reform and Affordability Act of 1997 (42 U.S.C. 1437f note), and property with respect to which a loan is made or insured under Title V of the Housing Act of 1949.

(3) EFFECTIVE DATE—The amendments made by this section shall apply to taxable years beginning after December 31, 2000.

National Multi Housing Council
Changes to LIHTC

The low-income housing tax credit program (LIHTC) could also be expanded to create mixed-income housing. While the program is statutorily authorized to support mixed-income housing, in reality LIHTC funds are so heavily skewed toward the low- and very low-income groups that mixed-income housing simply isn't built.

Miscellaneous Tax

With the exception of the Low-Income Housing Tax Credit (LIHTC) program, many of the tax law changes made since 1984 have dampened investor interest in owning, preserving and producing affordable rental housing. The Commission should understand that achieving its goals might require improvements in several tax code areas, as follows:

DEPRECIATION

The current law depreciable life for rental property is 27.5 years straight-line. For a study submitted to the U.S. Treasury Department in 2000, NMHC/NAA analyzed apartment properties across the country to determine the likely useful life of rental properties. Our study revealed that 20 to 23 years is a more realistic useful apartment property life. Revising the tax code to allow for faster write-off of investments that more realistically reflect actual depreciable life would encourage more investment in apartment housing.

CAPITAL GAINS TAXATION

Before 1997 all asset classes were treated equally for purposes of capital gains taxation. That is, the capital gain on a property sale was based upon the adjusted basis of a property after depreciation. A tax law change in 1997, however, made investment in depreciable property less attractive by requiring any prior depreciation to be taxed at a 25 percent tax rate rather than the lower capital gains tax rate. This depreciation recapture tax needs to be eliminated to make future investment in affordable rental housing more attractive.

In addition to discouraging future rental housing investment, the depreciation recapture tax has discouraged owners from selling older properties to new investors interested in upgrading them. In many cases, the potential tax due on these fully depreciated properties would more than offset any net cash gain on the sale of the property. As a result, many of these properties continue to decline in usefulness. Some sort of tax forgiveness or tax deferral for these older properties would encourage new investors to purchase, improve and maintain them, thus adding critically needed units to our affordable housing supply.

IMPACT FEES

Across the country, more and more municipalities are demanding that apartment developers pay various "impact fees" in order to secure approval for new construction. These fees can add significantly to the cost of construction: Thus a recent decision by the U.S. Treasury Department that developers cannot include these fees in the depreciable basis of the property, or the basis for determining the amount of tax credit available, has had a chilling effect on new construction. Jurisdictions are effectively able to block any new affordable housing construction simply by demanding "impact fees." To avoid further reductions in the affordable housing supply, the Treasury Department should reverse its stance. If they are unwilling, Congress should enact legislation allowing developers to include many of these impact fees in a property's depreciable basis.

ENVIRONMENTAL REMEDIATION

Current tax law requires owners to amortize expenditures for removing environmental hazards from properties over a 27.5-year period. This makes it virtually impossible for apartment owners to undertake the environmental remediation needed to re-develop the hundreds of Brownfields across the country. Congress should amend the tax law to permanently allow the immediate expensing of these costs.

ENERGY EFFICIENCY

As the nation struggles with the sufficiency and reliability of its energy supply, Congress should consider providing tax credit incentives for apartment properties that update the properties to conserve energy. Investments in new types of windows, roofing, heating, ventilating and other energy efficiency items will yield enormous savings in the use of energy and will make apartment properties more cost-effective.

Neighborhood Reinvestment Corporation
Homeownership Tax Credit

Neighborhood Reinvestment encourages the Millennial Housing Commission to help policy makers understand that there is a tremendous difference in economic conditions and housing needs across the country. Some of the current homeownership tax credit proposals attempt to stimulate the supply of housing, by creating economic incentives for developers and investors in affordable housing. Other proposals attempt to respond to the affordability problem by providing a tax credit directly to the new homebuyer. The reality is that some communities need to increase supply, but others (with declining or stable populations) do not. Providing a tax credit which creates an economic incentive to build new housing in a community that does not need to increase its current supply of housing would not be a sound policy decision—with potentially harmful impacts on the existing housing stock. We believe it is important to blend elements of the various homeownership tax credit proposals currently 'on-the-table' in a manner that provides maximum flexibility to apply the credit in a number of different ways—that make sense to first-time homebuyers in a wide variety of economic markets. We also believe it is critically important to target homeownership tax credits to low-income families. Providing a homeownership tax credit to any new homeowners (as some of the current proposals suggest) would have little effect other than to cause a corresponding escalation in the price of the homes.

Simultaneously overcome the wealth and income barriers to home ownership

Studies show that even with expanded underwriting guidelines, many lower-income families lack either the accumulated wealth for downpayment or income needed to afford a home priced at half the area median. Moreover, low-downpayments often trigger higher interest rates (through mortgage insurance or higher fees or rates), and lower rates alone do not help with downpayments. Therefore, both issues need to be addressed at the same time

Recommended Strategy:

Expanded use of second mortgages (through community-based nonprofit organizations and other vehicles), which lower the downpayment amount, and lower the first mortgage amount below the threshold of mortgage insurance. These second position loans are somewhat riskier, and will therefore carry offsetting higher rates, unless below market sources of capital are found. By offering a tax incentive, or credit, to investors in pools of second mortgages, lower rates can be had, and more potential families can become homebuyers.

Patrick N. Sheridan
Changes to LIHTC

The LIHTC has been used in conjunction with the section 515 program practically since the inception of the credit. In 1987, RHS financed properties utilized credits for new construction and rehabilitation, including several properties that utilized the exemption for properties that had been held for less than 10 years by the current owner. The credit is a critical part of making rural rental properties available. Without it, even the less expensive development costs enjoyed by RHS properties would dictate that rents be charged in excess of what very low-income residents could afford. However, not enough credits exist to assist in the funding of all needy rural rental properties for both new construction and preservation/rehabilitation. Some states have a rural set aside of credits. Other states have a RHS property set aside. Many states have neither or may have a QAP that ignores rural needs. In many states with large urban centers, urban developers and governmental officials have effectively frozen out rural interests, thereby making it difficult for rural developers to receive credits. I suggest that it may be appropriate to have a federally mandated minimum of tax credits assigned to rural communities. The rural communities could be defined, as those considered rural under the RHS programs so as to ensure consistency in definition between states. I would like to see a set aside for RHS financed properties, but by allocating to RHS eligible areas, the same goals could be realized in most cases.

…

A federally mandated preservation set aside of tax credits for federally assisted and public housing properties should be established. I am very concerned that many states have QAPs that totally ignore the need to preserve federally assisted and public housing, and focus instead on new development. Particularly due to the shortage in federal appropriations at HUD and RHS for preservation, there needs to be recognition that the LIHTC is a federal resource that should be used for federal preservation. As such, state-allocating agencies should be instructed to set aside a percentage of the credits and allocate those credits specifically for federally assisted property preservation.

Exit Tax

The tax code MUST be changed to allow current partners to exit from ownership entities and allow new entities that will maintain and preserve the housing to take over. Current tax laws are completely squelching our ability to preserve housing. As an example, I am enclosing a copy of a letter sent to us by the Missouri Housing Development Commission describing an extremely creative and complex multi-property deal in a rural area that fell apart at the last minute because current partners couldn't handle the tax consequences. These types of deals are failing every day due to the inability of all parties to find a way out for existing partners, other than death. An exit credit for departing partners if they sell to a nonprofit or public body and preserve the property may be an idea. If an owner decides to remain in the property and the property is well maintained, a special set aside of preservation tax credits may be what is needed. Otherwise, elimination of the tax liability current owners have may be all that is needed. The elimination of liability could, as with a preservation credit, be hinged on agreement to sell to a nonprofit or public body.

Homeownership Tax Credit

As for homeownership credits, I am at this point somewhat confused as to how they could be structured. Also, with the shortage of credits for MFH, I would suggest that homeownership credits not be established unless additional credits are allocated for that use in the federal budget.

Thomas C. Wright
Changes to LIHTC

States should be required to set-aside a percentage of LIHTC for Native communities based on housing conditions and poverty statistics. The same principals should be applied to the "new markets" and "single-family tax credits" when and if they become available.

University Neighborhood Housing Program
Changes to LIHTC

Examine the possibility of allowing the 9% tax credit rate to be taken for acquisition;

Create a waiver to allow the use of tax credits on acquisition for buildings sold in less than 10 years; in many cases buildings in a cycle of decline have been flipped a number of times and disallowing acquisition credits further impedes financing already difficult projects.

The amount of time currently consumed by annual certification compliance requirements in tax credit projects is a drain on staff time, energy and resources, and is frequently bewildering to tenants. Streamlining and standardizing the requirements would be more efficient for all involved. Annual tax credit certifications could be modeled on HOME income certifications which require the completion of tenant surveys without documentation annually and completion of full certifications every sixth year.

Exit Tax

Reducing exit tax liability increases the likelihood that tax credit projects will stay affordable and healthy economically, remain in community control and need less financial support in the future.

Comments that Didn’t Quite “Fit” But have Interesting Elements

Marvin Myers (not on Web at request of author)

Miscellaneous Tax

The Low Income Tax Credit program (LITC) is not cost efficient when compared to a past federal housing program. This old program delivered 600,000 affordable multi family dwelling units at no cost to the federal government. If the financing principle of this older program were used today, affordable housing could be delivered at 300-400% savings to the federal government as compared to the LITC program.

The proceeds from the sale of the tax credits furnish sufficient funds to cover 50-60% of the cost of the development. The remaining funds come from a mortgage loan. The effect of the tax credits reduces the principal and interest payment on the mortgage. This reduction flows through to the rent charged and thus the rent becomes affordable. The 221(d)(3)section of the National Housing Act, as regulated in the early 60s, reduced the interest rate on the mortgage. The mortgage was on or about 88% of the full cost but the interest rate reduction resulted in a principal and interest payment that compares to the same affordable rent payment as the LITC program. Occupancy eligibility requirements are the same for both programs.

The amount of tax credit proceeds received by the development is on or about 56% of the total development cost. If the total cost of the development is $10,000,000.00 then the sources of funds would be $5,600,00.00 from the sale of the tax credits and $4,400,000.00 from a mortgage. This mortgage loan at a 7 1/2% interest rate with a 30 year amortization would result in a $369,185.00 payment per year.

Under the 221(d)(3) concept in a $10,000,000.00 development there would be a $8,800,000.00 mortgage. This loan at a 3% interest rate with a 40 year amortization would result in a $378,032.00 payment per year. In both programs the reduction in the mortgage payment provides the method to develop affordable housing. Please note that the mortgage expense is almost the same under both programs

Assume a $9,000,000.00 eligible basis on the LITC example. The cost to the government, at June, 2001 rates, would be $743,400.00 per year for ten years or a total of $7,434,000.00. Assume the governments cost of money is 5.63% for 30 year T bills and they loan these funds under a similar program to the old 221 (d)(3) program at a 3% interest rate. The cost to the government would be the difference between 3% and 5.63% interest on the $8,800,000.00 or $161,040.00 per year or a total of $1,610,400.00 over ten years. This comparison suggests that the cost of one LITC development would finance 3.21 similar developments under the old 221(d)(3) program

Shortly after World War II there was a scandal regarding multi family housing built under the 608 program. The concern was about windfall profits. The result was to require cost certification by an independent auditor on all future multi family programs financed by the federal government. The LITC program does not provide for cost certification.

The undersigned has been an active participant in the development of multifamily housing under the LITC program. It is the only program that provides affordable housing in any quantity. It is my understanding that your legislative mandate involves the effectiveness and efficiency of current programs. The above comments are an attempt to offer constructive criticism that might help your committee improve our affordable housing programs.

National Community Reinvestment Coalition (not on Web site)

Eliminate exit tax and allocate same amount to direct subsidies.

Eliminate LIHTC units and create longer-term semi-permanent subsidy.
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