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LOW-INCOME HOUSING TAX CREDITS

WEDNESDAY. MARCH 2, 1988

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,

SUBCOMMITTEE'ON SELECT REVENUE MEASURES,
Washington, Da

The, subcommittee met, pursuant to notice, at 10:11 a.m., in room
1100, Longworth House Office Building, Hen. Charles B. Rangel
(chairman of the subcommittee) presiding.

[The press release announcing the hearings follow:]

(1)
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PRESS RELEASE f8
SUBCOMMITTEE ON SELECT

REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS
U.S. HOUSE OF REPRESENTATIVES
1102 LONGWORTH BUILDING
WASHINGTON, D.C. 20L15
TELEPHONE: (202) 225-8710

THE HONORABLE CHARLES B. RANGEL (D., N.Y.),
CHAIRMAN, SUBCOMMITTEE ON SELECT REVENUE MEASURES,

COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES,
ANNOUNCES A PUBLIC HEARING ON LOW-INCOME HOUSING TAX CREDITS

AND THE ROLE OF TAX POLICY IN PRESERVING
THE STOCK OF LOW-INCOME HOUSING.

The Honorable Charles B. Rangel (0., N.Y.),:Chairman, Subcommittee
on Select Revenue Measures, Committee on Ways and Means, U.S. House of
Representatives, announced today that the Subcommittee will hold
public hearings on Wednesday, March 2 and Thursday, March 3, 1988, on
the Low-Income Housing Tax Credit created by the Tax Reform Act of
1986 and the rale of tax policy in preserving the stock of low-income
housing. The hearings will begin at 10:00 a.m. each day in room 1100
Longworth House Office Building.

The Subcommittee will receive testimony from the Administration
and other invited witnesses only. Others interested in these issues
are requested to submit written statements for the hearing record.

In announcing these hearings, Mr. Rangel stated that, The outlook
for meeting the housing needs of low-income families in this country
has gone from bleak to frightening. Section 8 and other direct
spending programs have been cut. Tax reform eliminated some
incentives for low-income housing but created a new credit. During
the next few years, many low-income rental units may be withdrawn from
the housing market as compliance periods under various assistance
programs come to an end.

"The Subcommittee's first day of hearings will be devoted to the
low-income credit. We want to know how well the provision is working,
what can be done to improve its effectiveness and whether it should be
a permanent part of this nation's housing policy. The second day will
be devoted to the role of tax policy in preserving the stock of low-
and moderate-income rental and cooperative housing. The Subcommittee
will want to hear new ideas, and in this regard, witnesses will be
expected to express their views on H.P. 3663, a bill to provide
incentives to prevent the loss of low-income housing which Congressman
Barney Frank and I introduced on November 19, 1987."

BACKGROUND

The Tax Reform Act of 1986 established a low-income housing tax
credit (section 252 of the Act and section 42 of the Internal Revenue
Code of 1986). The credit may be claimed by owners of residential
rental property used for low-income housing. The credit is claimed
annually, generally for a period of ten years. New construction and
rehabilitation expenditures for low-income housing projects placed in
service are eligible for a maximum 5-perceni, credit, paid annually for
ten years. The acquisition cost of existing projects and the cost of
newly constructed projects receiving other Federal subsidies placed in
service in 1987 are eligible for a maximum 4-percent credit, also paid
annually for ten years. For buildings placed in service after 1987,
these credit percentages will be adjusted to maintain a present value
of 70 percent and 30 percent for the two types of credits. Credit
amounts are limited and are allocated by State agencies. The
provision expires at the end of 1989.



3

-2-

H.R. 3663 would allow additional depreciation deductions to owners
of low-income housing if they agree to maintain their property as
low-income housing for an additional period of time. In addition, it
would make certain modifications to the low-income housing credit and
the rules regarding cooperative housing corporations.

WRITTEN STATEMENTS:

Peisons submitting written statements for the printed record of
the hearings should submit at least six (6) copies of their statement
by the close of business, Thursday, March 17, 1988, to
Robert J: Leonard, Chief Counsel, Committee on Ways and Means,
U.S. House of Representatives, 1102 Longworth House Office Building,
Washington, D.C. 20515. If those filing written statements for the
record of the printed hearing wish to have their statements
distributedto the press and the interested public, they may provide
100 additional copies for this purpose to the Subcommittee office,
room 1111 Longworth House Office Building, before the hearing begins.

FORMATTING REQUIREMENTS:

COMMITTEE ON WAYS AND MEANS FORMATTING REQUIREMENTS FOR PRINTING
OF HEARING STATEMENTS. WRITTEN COMMENTS AND EXHIBITS

Each statement preSented for printing to the Committee by a witness any written statement or exhibit submitted for the
printed record or any written comments in reSponSe to a request fOr written comments must conform to the guidelines listed below
Any statement or exhibit not in compliance with these guidelines will net be printed. but will be maintained in the Committee
btu for review and use by the Committee.

1 All statements and any accompanying exhibits for printing must be typed in Single space on legal sae paper and may not
exceed a total of 10 pages.

2 Copies of whole documentS Submitted as exhibit ma tenet wiil not be accepted for printing Instead exhibit material should
De referenced and quoted or paraphrased, All exhibit niaterial not meeting theft specifications will be maintained in the
Committee MIS for review and use by the Committee.

3 Statements must contain the name and capacity in which the witness will appear or for written comments, the name and
capacity of the person submitting the statement. as well as any clients or perlOns, cr any organization for whom the witness
appears or for whom the statement is submitted.

4 A supplemental sliest must accompany each Statement listing the name, full address. a telephone number where the witness
or the designated reprekritativi may be reached and a topii.ai Outline or summary of the comments and recommendations
in the full statement. This supplemental shut will not De included in the printed record.

The atiOve restrictions and limitations apply only to material being Submitted for printing. Statements and exhibits or
supplementary material submitted sooty for distribution to the Members, the press arid ;utile during the course of a public heating,
may be submitted in other forms.
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Chairman RANGE.. I apologize to the distinguished Senators, and
the Subcommittee on Select Revenue Measures will come to order.

This morning, we intend to review the recently passed low-
income housing credit as some meager substitute for the lack of a
coherent Federal housing policy.

In the urgency to get some type of tax reform, passive losses as ,a
vehicle to create low-income houses was eliminated, and we had to
hastily ,put together some type of substitute which we had no idea
whether it could work, but we are hopeful, and the purpose of this
hearing is to find ottt whether or not this type of credit is good
housing policy and whether it is good tax policy.

We do hope that we can hear from HUD, who has dramatically
reduced their subsidies to low- and-moderate housing from $26 bil-
lion in 1981 to $7.4 billion in 1987. The aection 8 program, itself,
has been reduced since 1981 by over 97 percent.

So, we cannot believe that tIUD would be the place to go for in-
centives, and that is why Treasuryis going to be the official agency
for what we do in this area.

Neverthelesi, we hope that we can get some encouraging input
from the Housing and Urban DeVelopment Department.

And so, we are glad that the Senators are here. We have lost a
lot of ground, since it took some time for Treasury to get the regu-
lations, for the States to understand them, for developers to want
to be involved with them, and the fact that we are looking at a dif-
ferent group of investors for loW-income housing.

Changes have to be made with technical corrections. Perhaps
other subsidies have to be thought of, and packages have to be put
together, but we do hope that with the ever-increasing number of
homeless people, and those seeking shelter, that the Federal Gov-
ernment, even through the Tax Code, might be able to lend a help-
ing hand.

So, it is my pleasure to introduce to those people that have no
television sets, the Honorable Alfonse D'Amato, who has been
doing a great job, not only for the people in the State of New York;
but for our great Nation, and your prepared statement will be en-
tered into the record, and we hope that you would proceed to share
your thoughts with us, as you feel most comfortable.

STATEMENT OF HON. ALFONSE M. D'AMATO, A U.S. SENATOR
FROM THE STATE OF NEW YORK

Senator D'AmaTo. Thank you very much, Mr. Chairman, and I
am privileged to be with you today in the company of my distin-
guished colleague, the senior Senator from Maine, Senator Mitch-
ell. Judge Mitchell, I like to call him, because he still carries that
eloquence, and the legal brilliance which distinguishes him from
his peers in the Senate. I am often awed by the manner of his pres-
entation, and the precision of his remarks.

Let me attempt to summarize, Mr. Chairman, because we do
have time constraints.. Allow me simply to say that the problem of
housing for low-income people is one which is being visited among
many working families and people of middle income.

And the day is rapidly approaching when these middle-income
families may indeed join the ranks of the homeless.
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It is estimated that 1.8 million units of existing subsidized hous-
ing'may disappear by the year 2000. I say the year 2000. That is 12
years from now. It is right around the corner.

Some 1.8 million units will disappear. And this will occur fora
number of reasons, including mortgage prepayments. Mr. Chair-
man, that is not just on the Federal level. As it relates to our home
problem in New York, the Mitchell-Lama units, whose 'contracts
are expiring, will diminish the State's middle-income housing
stock. This includes 84,000 units in New York Ctv.

Take a look at the city of Albany, a city of 1t:.:,000 people, there
are 1,100 units that may be turned into cond miniums. These units
will go condo and will be well _beyond the ability of middle-income
working families to afford.

There are 3,100 Mitchell-Lama units in Erie County and 8,100 in
Monroe County. Monroe County is a county of about 800,000
people, and here, we are talking about 8,100 units.

We are talking about significant numbers of middle-income
people who are living in these units. This represents a crisis in the
making. And it is taking place now.

According to Mayor Koch's commission, on the year 2000, 447,000
units have to be upgraded, and 231,000 units built to meet current
demands. This is simply not being done.

The fact of the matter is, as a result of tax reform that was
passed in 1986, we are not building any housing today for low-
income and middle-income families.

A report or_ affordable housing, that I am releasing today, Mr.
Chairman, says that from 1980 to 1985, the various housing agen-
cies in New York built over 25,000 low- and moderate-income units.
This report outlines that not one traditional bond-financed housing
unit has been built since the passage of the Tax Reform Act, de-
spite the obvious need. Not one. And that is in our State of New
York, but is true throughout the country.

The combination of unrealistic income limits, and annual recerti-
fication rules makes it almost impossible to build low- and moder-
ate-income housing in New York.

The report that I am releasing today recommends including the
cost of construction in the income-limit calculations. Also, that ex-
isting exceptions for New York from the recertification provisions
be broadened. The report addresses tax-exempt bonds, but the
exact same problems exist for the low-income housing tax credit.
Any changes in the bond provisions should also be made to the
housing tax credit.

Mr. Chairman, I am going to ask that that report be made a part
of the record.

Chairman RANGEL. Without objection.
Senator D'AmATo. To forestall prepayments, Mr. Chairman, your

bill, H.R. 3663, proposes that the housing tax credit be offered to
owners of existing low-income housing units, is a necessity. Also,
your bill would restore the original depreciation schedules to al-
ready depreciated housing stock, if the owner agrees to maintain
the subsidized units.

Let me conclude by saying this: Mr. Chairman, unless we take
the steps you propose, then the calculations of losing 1.8 million
units will will become a reality.



6

You are right to propose tax incentives to the owners of Mitchell-
Lama units and similar Federal tax subsidy programs. I doubt very
much we should -pass a bill that imposes. a moratorium on Mitchell-
Lama and section 8 conversions. I doubt whether the Congress
would pass that, and that we are just going to take away an
owner's,orePerty rights.

We need the kind of imaginatiVe, creative legislation that you
propose, to give to the owners of subsidized propertieS an opportu-
nity to earn a fair return. This will keep those housing units in ex-
istence, so that low- and moderete-income families are not,thrown
out on the 6ireet.

We have no program to deal with this issue. Your bill may not
solve all of the problems, but I think it can play a crucial role, and
make a significant difference in this battle.

''So I commend you, Mr. Chairman, for your initiatives, and I look
.,ward, certainly, to working with you and Senator Mitchell to

"make this a reality.
[The statement of Senator D'Amato follows:]

13
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STATEMENT BY SENATOR D'AMATO
WAYS AND MEANS COMMITTEE

MARCH 2, 1988

MR. CHAIRMAN, THE HOMELESS ARE NO LONGER JUST THE INDIGENT.
TODAY, LOW-INCOME WORKING PEOPLE OFTEN CAN NOT FIND HOUSING. MANY
LIVE ON THE STREETS. WHETHER ITS NEW YORK CITY, ROCHESTER, OR
SYRACUSE--EAST COAST OR WEST COAST-- WE ARE IN T'IE MIDST OF A
NATIONAL HOUSING CRISIS.

THE DAY IS RAPIDLY APPROACHING WHEN MIDDLE-INCOME FAMILIES
WILL JOIN THE RANKS OF THE HOMELESS. I HOPE MEANINGFUL HOUSING
INITIATIVES ARE NOT DELAYED SO LONG THAT MIDDLE-INCOME FAMILIES
ARE FORCED OUT ON THE STREETS.

MR. CHAIRMAN, THE HOUSING CRISIS IS ONE OF THE BEST KEPT
SECRETS IN WASHINGTON. YOU AND I HAVE SPENT COUNTLESS HOURS
TRYING TO MAKE OUR COLLEAGUES AWARE OF THE MAGNITUDE OF THIS
CRISIS.

THE ULTIMATE SOLUTION IS MASSIVE REFORM OF BOTH TAX POLICY
AND HUD ADMINISTERED PROGRAMS. DURING THE 1980s, GOVERNMENT
SUPPORT OF HOUSING HAS MOVED IN REVERSE. TAX REFORM ENDED OR
EFFECTIVELY KILLED MOST HOUSING INCENTIVES. THE FEDERAL BUDGET
FOR HOUSING PROGRAMS HAS BEEN CUT FROM $30 BILLION IN 1980 TO $7.1
BILLION IN 1987.

MR. CHAIRMAN, ALLOW ME TO QUANTIFY THE EXTENT OF THE HOUSING
CRISIS. IT IS ESTIMATED THAT 1.8 MILLION UNITS OF EXISTING
SUBSIDIZED HOUSING MAY DISAPPEAR BY THE YEAR 2000. THIS WILL
OCCUR FOR A NUMBER OF REASONS INCLUDING MORTGAGE PREPAYMENTS,
DETERIORATION AND EXPIRING SECTION ^ CONTRACTS.

IN NEW YORK STATE, THE HOUSING SHORTAGE IS ALREADY OF CRISIS
PROPORTIONS. THE PROBLEM IS BOTH PRESERVATION OF THE EXISTING
STOCK AND PRODUCION OF NEW UNITS. FOR INSTANCE,

** MITCHELL-LAMA UNITS WHOSE CONTRACTS ARE EXPIRING MAY
GREATLY DIMINISH THE STATE'S MIDDLE-INCOME HOUSING STOCK.
THIS INCLUDES 84,259 UNITS IN NEW YORK CITY, 1109 UNITS IN
ALBANY, 3180 UNITS IN ERIE COUNTY, 8172 UNITS IN MONROE
COUNTY, AND 3357 UNITS IN ONONDAGA COUNTY.

** ACCORDING TO THE MAYOR'S COMMISSION ON THE YEAR 2000, OVER
447,100 UNITS MUST BE UPGRADED AND 231,000 UNITS BUILT TO
MEET CURRENT DEMAND. BY THE YEAR 2000 THE HOUSING SHORTFALL
IN NEW YORK CITY WILL RISE BY ANOTHER 372,000 UNITS.

** THE NEW YORK STATE DIVISION OF HOUSING AND COMMUNITY
RENEWAL HAS ESTIMATED THAT OVER '1 MILLION UNITS ARE NEEDED TO
FILL. THE HOUSING GAP.

IN THE PAST, THE NEW YORK CITY HOUSING DEVELOPMENT
CORPORATION AND THE STATE'S HOUSING FINANCE AGENCY HAVE BEEN
RESPONSIBLE FOR BUILDING LOW- AND MODERATE-INCOME HOUSING. THERE
WORK HAS BEEN FINANCED WITH TAX-EXEMPT BONDS.

I 4
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A-REPORT ON AFFORDABLE HOUSING THAT-I AM RELEASING TODAY
FOUND THAT FROM 1980 THROUGH 1985. THESE AGENCIES BUILT OVER
25,000 LOW- AND MODERATE-INCOME UNITS. THE REPORT OUTLINES THAT
NOT ONE TRADITIONAL BOND-FINANCED HOUSING UNIT HAS BEEN BUILT
SINCE THE PASSAGE OF TAX REFORM. DESPITE THE OBVIOUS NEEEL_THE
AGENCIES NEW YORK RELIES ON TO BUILD AFFORDABLE HOUSING CAN NOT DO
THEIR JOBS.

WHY? TAX REFORM REQUIRED BOND-FINANCED BUILDINGS TO HAVE 20%
OF THEIR UNITS OCCUPIED BY PEOPLE AT 50% OF MEDIAN INCOME. IN A
HIGH COST AREA SUCH AS NEW YORK, LOW-INCOME PEOPLE CANNOT AFFORD
TO LIVE IN THESE BUILDINGS. IF THE OWNER INCREASES THE SUBSIDIES
TO THESE TENANTS, THE ECONOMICS OF THE PROJECT IS DESTROYED.

ANOTHER PROBLEM IS THE RECERTIFICATION RULES FOR
BOND-FINANCED BUILDINGS. THESE RULES REQUIRE OWNERS TO ANNUALLY
CERTIFIY THAT THE LOW-INCOME TENANTS ARE STILL LOW-INCOME. IF A
UNIT IS NO LONGER OCCUPIED BY-SUCH A TENANT, THEN THE NEXT
AVAILABLE UNIT MUST BE GIVEN TO A LOW-INCOME FAMILY. IN A RENT
CONTROL-AREA, THE RECERTIFICATION PROVISIONS MAY RESULT IN AN
ENTIRE BUILDING BEING OCCUPIED TENANTS PAYING BELOW MARKET RENTS.

THE COMBINATION OF UNREALISTIC INCOME LIMITS AND ANNUAL
RECERTIFICATION MAKES IT ALMOST IMPOSSIBLE TO BUILD LOW- AND
MODERATE-INCOME HOUSING IN NEW YORK. THE REPORT I AM RELEASING
TODAY RECOMMENDS INCLUDING THE COST OF CONSTRUCTION IN THE INCOME
LIMIT CALCULATION. ALSO. THAT THE EXISTING EXCEPTION FOR NEW YORK
FROM THE RECERTIFICATION PROVISIONS BE BROADENED.

MY REPORT ONLY ADDRESSES TAX-EXEMPT BONDS. -BUT THE EXACT
SAME PROBLEMS EXIST FOR THE LOW-INCOME HOUSING TAX CREDIT. ANY
CHANGES IN TH! BOND PROVISIONS SHOULD ALSO BE MADE TO THE HOUSING
TAX CREDIT. I ASK THAT MY REPORT BE MADE PART OF THE RECORD.

IN TERMS_OF PRESERVATION, THE MITCHEL-LAMA CRISIS LOOMS
LARGER AND LARGER EACH DAY. MR. CHAIRMAN, YOUR PROPOSALS TO
EXTEND TAX INCENTIVES TO OWNERS OF EXISTING LOW- AND MODERATE-
INCOME UNITS IS THE APPROACH CONGRESS MUST PURSUE.

YOUR BILL, HR 3663, PROPOSES THAT THE HOUSING TAX CREDIT
SHOULD BE OFFERED TO OWNERS OF EXISTING LOW-INCOME HOUSING UNITS.
ALSO, YOUR BILL WOULD RESTORE THE ORIGINAL DEPRECIATION SCHEDULE
TO ALREADY DEPRECIATED HOUSING STOCK IF THE OWNER AGRESS TC
MAINTAIN THE SUBSIDIZED UNITS. I FULLY SUPPORT THESE PROPOSALS.

IN THE RECENTLY PASSED HOUSING BILL. SENATOR CRANSTON AND I
WERE ABLE TO INCLUDE ADDITIONAL FINANCIAL INCENTIVES TO OWNERS OF
EXISTING SUBSIDIZED HOUSING UNITS IF THEY DO NOT PREPAY.
SAFEGUARDS WERE ALSO INCLUDED TO INSURE THAT TENANTS' RIGHTS ARE
PROTECTED. YOUR BILL IN TANDEM WITH THE HOUSING BILL WOULD GO A
LONG WAY TOWARD SOLVING THE PRESERVATION PROBLEM.

WHAT IS THE ULTIMATE ANSWER TO THE HOUSING CRISIS? THE
SOLUTION IS NOT SIMPLE. BUT, AT A MINIMUM, MASSIVE REFORM OF BOTH
TAX POLICY AND HUD ADMINISTERED PROGRAMS MUST OCCUR.
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A. EXECUTIVE SUMMARY

Rising land and construction costs, combined with the drastic curtailment of most
indirect Federal income tax incentives for the development of low- and moderate-
income housing have helped to create a housing crisis of dramatic proportions in New
York State. The increasing shortage of affordable housing has become a concern of all
families who seek rental housing and has made the dream of homeownership all but
impossible for low- and moderate-income New Yorkers.

All major studies indicate that the housing crisis in New York State is likely to
get worse before it gets better despite the direct efforts of the State and Nei; York
City to replace some of the Federal funding lost in the 1980's. At the beginning of the
decade, New York State's housing shortage was estimated to be over I million units.This gap continues. By the, year 2000. the City alone anticipates -a gap of 372,000
units. One need only read the newspapers.to know that virtually every major corpora-
tion which has decided to relocate has cited the lack of affordable housing as a signi-
ficant contributing factor in its decision to move from the State.

Over the past generation, the State and City of New York have pioneered many
innovative housing finance programs in order to provide affordable accommodations fortheir citizens. Through the use of direct appropriations, real estate tax abatements,
land writedowns and tax-exempt financing, the State and City have successfully financed
hundreds of thousands of low- and moderate-income housing units, both rental and
homeownership.

However, the Tax Reform Act of 1986 (the 'Tax Act') placed such severe limita-
tions on the use of tax-exempt financing, that it is no longer a viable and useful tool
in the .production of low- and moderate-income housing. In fact, the multi-family
housing :packs are anticipated to finance few, if any, traditional new low-income
multi-family rental units whatsoever this year, and the single-family homeownership
program will lose 4C% of its previous market. Ironically, unworkable income limitations
imposed by the Tax Act render the homeownership program least effective in precisely
those areas of the State where housing affordability problems are most severe.

The pipeline of new tax-exempt bond financed single and multi-family housingprojects is running dry. The purpose of this report is to suggest certain 'revenue
neutral' changes to the Tax Act which could have a positive impact in once again
making tax-exempt financing a useful tool in the State's and City's efforts to provide
affordable rental and homeownership opportunities. The suggested changes are:

I. Multi- Family Rental

a) income Limits in High Cost Areas

o Establish a formula to enable high cost/low-income areas to adjust
the median income limits established in the Tax Act. In high
cost/low-income areas, the level of rents which tenants at the
maximum income levels, 50% or 60% of area median income, can
afford to pay is simply insufficient to cover all the costs of
operating rental housing. In many areas, such as New York City,
high construction costs are often compounded by extremely high
operating expenditures. In such instances, affordable rents for
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tenants at 50% of median income do not even cover maintenance
and operating expenses and there is no cash flow to support any
debt service.

b) Recertification of Low-Income Tenants

o Amend the !deep rent skewing" rules to provide for use of the less
onerous compliance procedures for projects in which the average
market rents are two times the "low-income' rents (instead of
three times).

o Permit state and local contributions to be counted in calculating
the rents which would otherwise have to be charged to the market
rate tenants without such government assistance in determining
whether projects meet the ''2 to market rate to low-income rent.
test (described above).

2. Sintle-Family Owner Occur led

a) Morteasze Revenue Bond Sunset

Eliminate the December 31, 1988 'sunset' provision for Mortgage Reve-
nue Bonds (MRB): current law would 'sunset' or terminate the MRB
program at the end of 1988. Congress should act to make the MRB
program permanent, and at the same time extend the ability to current
refund MRB's.

b) Income Limits in Hieb Cost Areas

Establish an affordability-based income limit for those areas where high
housing costs and low median incomes now make the MRB program
unworkable due to the inflexible income limit standard enacted in the
Tax Act.

c) Financing of Two - Family Homes

Permit MRB's to be utilized to finance new two-family homes. Cur-
rently, MRB proceeds cannot be loaned for purposes of constructing
new two-family units. MRB mortgages can be used to finance existing
two-family homes. Aside from the incongruity of this policy, eliminating
tl.is restriction would encourage the development of this cost-efficient
tyoe of home.

3. General Bond Restrictions

Eliminate the provision requiring housing finance agencies to rebate to the
Federal government earnings from investments made with funds contributed
by state and local governments or by private sources.

Each of these recommendations will contribute toward making tax-exempt financing
for housing more workable in all areas of the country. The recommendations are made,

2
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however, in keeping with the Congressional spirit of revenue neutrality (i.e., the adop-
tion of these proposals will not result is an increase is foregone Federal revenue). We
believe that additional modifications to the tax-exempt housing bond programs are
necessary in order to fully restore them as useful toots of the state and local govern-
ments in providing affordable housing. Over the course of the next year. this Panel is
prepared to work with Senator D'Atnato and the full Cong. ss as they attempt to
develop a comprehensive approach to alleviate our nation's growing housing crisis in
the 1990's. Meaningful changes to the tax-exempt bond housing programs muss be part
of the nation's housing agenda for the next decade.

B. NEW YORK STATE'S HOUSING NEEDS

The diversity of New York State makes it. in many ways, a microcosm of the
nation. This fact is reflected in the State's housing needs and the variables which
control them.

In 1986,, when the building industry began to gird itself for tax reform, housing
starts begat..40 decline after climbing inordinately high is 1985 (23.368 permits). New
York City's level of housing production fell to 10,552. Even when compared with 1984
permits, which reflect more ordinary numbers, there is a drop of over a thousand
starts? This drop-off is particularly disconcerting in view of a 1984 report issued by
the State's Division of Housing and Community Renewal which cited a I million unit
housing gap in New York State. based on a 1979 survey?

This housing gap was confirmed earlier this year by New York City's Commission
on the year 2000 in its housing study which concluded:

Not enough units exist to decently house the City's current popula-
tion. An estimated 447,100 units must be upgraded and 231,000
created to fill the housiaz shortage today. After considering a
number of factors, our conservative assessment of the housing gap
between now and the year 2000 places the shortfall of new units at
372.000. New housing production must increase by 26,600 units
per year to close the gap by the beginning of the next century?

It is important to note that these estimates of housing need do not differentiate
between homeownership and rental units or affordability levels of rental stock. The
National Association of Homcbuilders, in its recent ''Housing Backgrounder' states:

For the first time since the 1930's, the nation's homeownership rate
has turned significantly downward ... after climbing steadily from
a rate of 43.6% in 1940 .. . to a peak rate of 65.8% in the third
quarter of 1980, the homeownership rate started declining. It
reached 63.9% in 1985.4

According to the same study, this decline has been inordirately apparent among
young households. It claims that while homeownership rates among those fifty and
older have remained relatively stable, those under thirty-five have registered a sharpdecline? This decline in homeownership is particularly distressing in the northeast,
the region that traditionally has the lowest homeownership rates.

3
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These figures illustrate the need to encourage both homeownership and rental
housing programs across the nation and in New York State. Unfortunately, the Tax
Act moved in the opposite direction by eliminating or severely restricting most housing
tax incentives. Although state and local governments have tried to fill the void, their
success has been limited by both the Tax Act and budgetary constraints.

C. THE'PROYISIONS OF THE TAX_REFORM ACT OF 1986

I. General/Housine Real Estate

Housing was perhaps the industry most severely impacted by the Tax
Act. Congressional efforts to remove tax incentives from investment and
business planning lead to far reaching changes in the Internal Revenue
Code's (IRC) treatment of real estate, in general, and low-income housing, in
particular. The Tax Act:

o lengthened the depreciation period from as short as five years for
expenditures incurred to rehabilitate low-income housing, to 27.5 years
and required the use of straight line depreciation instead of the more
favorable accelerated method.

o required that construction period expenses, such as construction loan
interest and real estate taxes, be capitalized and depreciated over 27.5
years. rather than 'expensed' in the years in which they are incurred.

Combined with the overall reduction in tavrates, the effects of the Tax
Act was to drastically reduce the value of the losses which were critical to
the production of low-income housing as illustrated in the following example:

o An individual acquires an abandoned house from a municipality for SI
and spends 520,000 to rehabilitate it. Following the rehabilitation, the
unit is rented to a low-income household. Under the previous IRC, the
depreciation losses in the first year of operation of this low-income
unit were potentially worth up to $2,000 assuming the owner I) utilized
the five year depreciation schedule available then, and 2) was in the
50% ma:ginal tax bracket. Under the new IRC, the depreciation losses
were only worth $204 assuming a 27.5 year depreciation schedule and a
28% marginal tax rate.

The potential tax savings were crucial to inducing. investment in low-
income housing, as the rents which low-income tenants can pay are usually
insufficient to cover all the costs of operation, including debt service. This
is particularly true where the cost of construction and operating expenses are
high and the incomes of eligible low-income families are low.

The Tax Act not only drastically reduced the value of depreciation
losses, it also eliminated the ability of most investors to actually take advan-
tage of these minimal tax benefits. The enactment of the so-called 'passive
loss* provisions placed severe restrictions on the ability of most potential
investors to deduct passive losses generated by ownership in rental housing.

4
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Such passive losses may only be utilized to offset passive income. Tax
losses gener.tted by the ownership of low-income rental housing may nolonger be utilized' to offset all forms .of active and investment or portfolioincome. Ai low-income.rental housing, by its very nature, does not generate
positive cash floWs, even the drastieVy reduced potential tax benefits gene-
rated by ownership in such housing have been, rendered virtually useless.
This change in the IRC has all but dried -up the pool cf private equity
capital available to construct low-income rental housing.

Although Congress attempted to generate investor ..StereSt in low-
income housing through the creation of a new low-income housing tax cre'dit,
the program will require the enactment of substantial amendments to itsprovisions to make it workable. However, even if the tax credit is-'refined
and accepted by the development and the investor community, its value stillwill not equal that of the other incentives eliminated by the Tax Act.

2. Tax-Evemot Bond Restrictions

In addition to severely reducing the value of tax benefits associated.
with the ownership of lowlincome rental housing the Tax Act has virtually
eliminated the ability of tax-exempt bonds to finance traditional multi-family
rental housing. It has also virtually eliminated the ability of tax-exempt
bonds to finance single-family housing in the high cost areas of the Statesuch as Lone Island ld Westchester, It is the purpose of this report tofocus on those provisions of the Tax Act which, if amended as proposed,could help to partially restore tax-exempt financing as a viable tool for the
State and City in their efforts to provide affordable housing.

The Tax Act imposed these new restrictions on all tax-exempt Private
Purpose Bonds, including multi-family and single-family bonds.

o Interest on tax-exempt private purpose bonds is considered to be a
preference item for persons calculating their Alternative Minimum Taxliability. As a result of the interest on these tax-exempt bonds poten-
tially being taxable, state and local issuers must pay bond purchasers a
higher interest rate, making it more difficult to provide affordable
multi-family or single-family mortgages.

o Private purpose bonds are subject to a very restrictive volume cap.
The cap will decline from S150 per capita in 1985 to S50 per capita in
1988, a 67% reduction. In addition, both multi-family and single-familybonds, which were psi subject to the S150 cap, all subject to the
reduced S50 cap. In 1988, the total private purpose bond cap for theState of New York will equal only 5890 million. In 1985, the housing
agencies represented herein issued S1.6 billion.

o The Tax Act requires state and local governments to rebate to the
Federal governrrat all excess earnings on investments of monies pledged
to tax-exems. oondholders. This amounts to a 100% tax on states andlocalities. This rebate is required on earnings of all monies invested,
even Lip_n-bond proceeds.

S
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a. Multi-Family Proem=

1. The Tax Act requires that at least 20% of the units in a tax-
exempt bond financed project must be rented to households at SO%
of area median income or 40% (25% in New York City) must be
rented to households at 60% of median. All calculations must be
made in accordance with adjustments for family size. This require-
ment is substantially more restrictive than the previous income
limits (i.e., 20% of the units at 80% of area median).

2. Tenants' incomes must be recertified annually. Tenants whose
incomes exceed 140% of the maximum limit (i.e., SO% or 60% of
area median income) may no longer be counted toward meeting the
minimum low-income setaside requirement (i.e., 20% or 40% of the
units, respectively). In the event the project fails to meet the
minimum setaside requirement, the owner must rent the next
available market rate unit of comparable or smaller size to a
qualified Inw-income tenant. As such market rate units are likely
to rent for considerably more than the low-income units, the
project owner faces .a significant loss of rental income if it be-
comes necessary to convert market rate units to low-income ones
over the life of the 15 year compliance period. Under previous
law, there was no recertification requirement.

In recognition of the possible tremendous loss of income to
project owners resulting from the recertification requirement, the
Congress did carve out a small exception for projects in which
there was a vast disparity between market rate and low-income
rents. For such deep rent skewed projects, as they are referred
to in the Tax Act, a less onerous penalty is provided if such a
project fails to meet the minimum setaside. For a deep-rent
skewed project in which the average market rents are at least
three times as great as the average low-income rents, in the event
that the project no longer meets the minimum setaside, the owner
is required to rent the next available low-income unit to a low-
income household at 40% of median income. For such projects,
the potential loss of income is limited to the low-income component
of the project. The possibility of an 80% market rate/20% low
income project becoming a 50/50 project without sufficient income
to meet its expenses is virtually eliminated for deep-rent skewed
projects. However, because the "3 to 1" rent skewing rule is
extremely difficult to meet, very few, if any, projects can qualify
as deep-rent skewed.

3. The minimum low-income period was lengthened by the Tax Act to
IS years from 10 years.

23 .
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b. Single:EIMillinalIMI

I. The Tax Act establishes income limits for borrowers of 1151.4 and
140% of the greater of area or statewide median income in non-
target and target areas, respectively. Previously, the tax code did
not require income limits.

2. Purchase price limits have been reduced to 90% and 110% of local
average housing costs in non-target and target areas, respectively.

3. MRB's have been placed within the statewide volume cap for
private purpose. tax-exempt bonds.

Although the purchase price and volume restrictions reduce State of
Nev York Mortgage Agency's (SONYMA) activity, it is the income limit
restil.:::::n which ironically and inequitably render the program least effective
in areas with the greatest affordability problems. The income limit formula-
tion in the Tax Act assume') thatihere is a generally predictable relationship
between the median inname and local housing costs. However, this relation-
ship does not necessarily exist. For example, the New York City metropolitan
area has an income limit $6,000 iower than metropolitan Chicago. The
average home price, on the other hand, is nearly $50,000 hither in New York
City than in Chicago. There is no flexibility in the income limits to accom-
modate this ariat.:4. Th: tr.:v.:ore, tremendously
diminish the State's homeownership program in high cost areas. But for the
limited ability to recycle money from pre-existing bond issues, which do not
carry the new limitations, the effects would be felt today. Using a combina-
tion of recycled proceeds plus new funds. SONYMA has been able to meet
some of its demand this year, providing over 4,000 mortgages to date. If all
of these mortgages were subject to the new guidelines, however, a majority
of the loans provie d in the high cost downstate areas would have been
denied.

D THE EFFECTS OF THE TAX SEFORM ACT ON HOUSING PRODUCTION IN NEW
YORK STATF,

The State and City of New York have pioneered the use of tax-exempt financing
to create affordable housing over the past 35 years. The State and the City began
financing housing through general obligation bonds in the 1950's. The New York State
Housing Finance Agency (HFA) was created in 1960 as a public benefit corporation to
finance multi-family housing. The New York City Housing Development Corporation
(HDC) was created in 1971 to finance multi-family housing in the City. SONYMA was
created in 1970 to finance singlefamily, housing through the issuance of tax-exempt
debt.

Between 1955 and 1980, tax-exempt financing provided about 190,000 units of
housing for low- and moderateincome New Yorkers. Over 100,000 of these units were
financed by either HFA. HDC or SONYMA.

In 1980, Congress began imposing constraints on the ability of state and local
governments to utilize tax-exempt bonds to finance affordable housing, a process which

7
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culminated in passage of the Tax Act. However, despite the limitations imposed on
HFA, HDC and SONYMA from 1980 through 1985, these agencies were able to continue
to meet their mandate to provide affordable mortgage capital. HFA and HDC financed
over 25,000 units of low- and moderate-income rental housing during this period, many
of which relied on,other direct subsidies from local, state and Federal sources and far
exceeded the minimum setaside requirements in the IRC. As Federal subsidies evapo-
rated, the HFA and HDC financed projects met or exceeded the minimum requirements
of the IRC by skewing rents (i.e., charging higher market rents to support the low-
income component) to the extent possible and by using state and local subsidies.

Since the passage of the Tax Act n lat traditional bond-financed rental housing
project subject to the new income limits has been financed by either HFA or HDC.
Only projects granted immunity from the new guidelines by transition rules or those
able to avoid the new rules through use of Section 501(c)(3) issued bonds have been
financed.

SONYMA-administered homeownership programs were also successful during this
period. From 1980 to 1985, 38,500 New Yorkers used the program to purchase their
homes. Clearly, these homebuyers were within income levels deemed worthy of the
program's use. From1983 to 1985, MRB loans from SONYMA were used by New Yorkers
who earned an average of 534,000 per year to purchase homes that had an average cost
of 558,300.

A:t excludes 4050 of SONYMA's statewide market including 70% of the
:eu ;II. Ci* metropolitan area market, 40% of the Long Island market, and 25% of
the upstate market. SONYMA's ability to provide reasonable assistance to first time
homebuycrs in the high cost downstate areas is only possible due to the limited and
temporary availability of recycled funds not subject to the limitations imposed by the
Tax Act.

In summation, the provisions of the Tax Act have rendered what was once New
York State's most successful low- and noderateincome financing program virtually
useless. A recent task force of leading businessmen, public officials and academics
called upon to examine the problems and solutions confronting the City of New York as
it prepares for the twenty-first century was led to conclt:de by imposing severe limits
on tax-exempt borrowing for housing, the Tax Act has made it impossible to finance
the elimination of the housing gap with revenue bonds.4

E. RECOMMENDATIONS FOR CHANGE

In making its recommendations for changes in the Tax Act, the Panel is cognizant
of the budgetary constraints within which the Congress must work. All the proposals
put forward by the Panel are, therefore, revenue neutral.* The Panel seeks to ask
relief only from the across-theboard inflexible user eligibility requirements placed
upon the multi-family and single-family tax-exempt bond programs by the Tax Act.
Neither the tenant income limits for the multVamily program, nor the borrower income
limits for the single-family program are sensitive to local variations in construction
and land costs, operating expenses and their relation to area median income. As such,
the programs are now unworkable in many areas of the nation, and most regions of
New York State. The Panel is also aware of Congressional intent to target these pro-
grams to deserving families. However, we believe that it is possible to provide state

8
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and local government with flexibility to design workable programs while still ensuring
that the tax-exempt bond programs are adequately targeted.

I. Kati-Family Program Changu

r. Income Limits

The Panel recommends that targeting for tax-exempt financed multi-
family housing programs be adjusted by a formula which compares local costs
of multi-family housing construction, land and area median incomes, with
similar national costs and incomes. The current income limits (i.e., 50% or
60% of median) would be used as a base. In areas where the cost of con-
struction exceeded the national average and/or where the median income tell
below the nationwide median, the income limits could be adjusted upward.
Areas where construction costs were lower than the national average or
median income was higher would be held'harmless from a reduction in the
new income limits imposed by the Tax Act.

The formula which the Panel recommends be adopted would compare area
construction costs ar sedian incomes to such national standards. The
numerator of the formula would compare area costs of multi-family housing
construction with nationwide costs. The denominator would compare area
median incomes with the national median income. The formula is expressed

area cost of multi -familv construction. area median income
national cost of multi-family construction national median income

The Panel recognizes that construction costs and median incomes are
not necessarily the only factors which should be utilized in adjusting the
income limits imposed on state and local governments by the Tax Act. Such
!attars as land costs and operating expenses should, ideally, also be con-
sid4red. However, the adoption of an index based on all these factors might
be too problematical to produce. Therefore, the Panel believes that a con-
stsuction cost/median income index would be the most practical to devise
and adopt and that it would help to alleviate many of the problems created
by the inflexible income limits imposed by the Tax Act. In high cost/low
median income areas, it is simply not feasible for tenants at SO% of median
income or below to pay sufficient rent to enable project owners to meet
their expenses, including debt service. This is particularly true in high cost
areas with low median incomes. Contrast New York City. where 50% of
median income is $14,750 and it may cost in excess of 5100,000 to construct
a unit, with suburban Washington. where 50% of median income exceeds
520.000 and the cost of constructing a garden apartmcn my be only half as
much as in New York City.

The concept of a construction cost index that recognizes variations in
local construction costs has already been proposed for hospital capital costs.
The Department of Health and Human Services (MIS) engaged Dodge Data
Resources, Inc. to develop the construction cost index.

9
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The database was developed by Dodge under which a national construc-
tion cost mean was set as 1.000. Local, variations were taken into account
by-s,ccumulating a fifteen year average cost comparison of 365 different
geographic areas, and dividing that number by national costs for the same
period. That construction index ranges from a low of .728 to a high of
1.717.

This Panel also engaged Dodge to: prepare a cost index for multi-family
housing, comparing New York City to the nationwide average. The Dodge
index indicates that the cost of constructing multi-family housing in New
York City is 1.54 times the average nationwide cost. Thus, 1.54 would be
the numerator in the prolito.ced formula. As the New York City medialris the
same as the national median income, th,:denominator of the proposed formula
would be 1.00. Using this formula, thi.10% if median income standard would
be eligible to be increased to 77% of median (50% x 1.54 1). The Panel
would imagine that New York City's ratio would be among the highest in the
nation. Therefore; it is likely that most other high cost low median income
localities will fall between 50% and 77% of median income.

b. Annual Recertification

The Panel recommends that two changes be made to, the deep-rent
skewing rules to permit them to be more worl.able. First, it is proposed
that the '3 to l' marker rate to low-income rant test be reduced to '2 to
1." cry few, if any, projects can meet the '3 to l' test. For projects
which fall between the current and proposed reir'skewing requirements, the
potential loss of income which would be required through the conversion of
market rate apartments to low-income units would be so great as to make it
impossible for owners to meet their financial obligations over time. Reducing
the rent skewing requirement to '2 to l' will eliminate this risk for such
projects.

The Panel also suggests that projects be permitted to calculate the
value of state and local assistance in determining whether projects meet the
proposed to l' test. Many state and local governments make contributions
to projects in order to lower market rate rents to make them affordable to
targeted middle income households. In such instances, there may still be a
great disparity between the market rate and low-income, rents, but one which
does not meet the '2 to l' test. If not for state and/or local assistance, the
owners would have had to charge a higher market rent and would have met
the. '2 to l' test. However, by accepting state and/or local assistance, the
owner would not meet the '2 to l' test and would still be faced with the
likelihood of converting market rate units to low-income tenancy.

The panel recognizes that reducing the '3 to l' test to '2 to l', even
with counting state and local assistance as additions to market rate rents in
determining whether a project is deep-rent skewed, does not assist many
projects which will still I aye a substantial difference between market and
low-income rents but do ..ot meet the to 1 test. For such projects, it
may be necessary to adopt a new policy based upon establishing a maximum
cash flow from the low-income units to which project owners are entitled.
To the extent that the low-income tenants' annual income rise more rapidly

10
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than permitted, excess rent from such tenants could be utilized to provide
additional assistance to low-income tenants zrrho cannot afford rent increases
to cover inflationary increases in operating ,expenses. HFA was able to
employ such a system under the old IRC and believes it could provide a
workable buffs to ensure continuous compliance. However, the modest amend-
ments proposed above to the deep-rent skewing rules would provide needed
relief to several major population centers.

2. SINGLE-FAMILY CHANGES

a. Remove the Single - Family Program's Termination Date

The Tax Act placed a termination, or 'sunset' date of December 31,
1988 on the MRB program. Given the decline in homeownership affordability,
the program's continuation is of vital importance.

Due to the imposition of the private purpose bond volume cap, the
extension of this program cannot increase overall bond volume. Rather,
extension simply gives states another option as to how to uSe their limited
amount of bond volume. Such decisions are clearly within the purview of
state government.

Along with the ability to issue MRB's, current ref undings should also be
extended. Current ram:dings enable responsible debt management and
maximize program effc, .Iveness without increasing overall levels of outstand-
ing debt.

b. jncome Limit Adjuster

The MRB program is also affected by income limits which the Tax Act
sets without reference to kcal housing costs. In those areas of the State
where the average family has only half the income required to purchase the
average home, MRB financing is of little use because it cannot nearly close
such a large gap. To =reach the homebuyers' market in these areas, this
panel recommends deriving income limits based on an affordability calculation
using reasonable underwriting standards and the prevailing mortgage rate.

The construction cost index proposed as an income limit adjuster for
ill,. multi-family program is not appropriate for single-family because this
program is not solely production orieuted. Often the purchase of pre-existing
homes is a more cost-effective use of bond-financed mortgages.

The 'reasonable unden4iting standards' proposed to calculate the
income limit include a -5% down payment, a 30-year loan term, and a 25%
housing expense-to-income ratio. The 5% down payment and 30-year loan
term are the conditions of most MRF-financed mortgages and are widely
accepted in the mortgage industry. The 25% expense-to-income ratio is used
by the National Association of Realtors to determine housing affordability.
"Expense' includes principal and interest payments.

The ''prevailing mortgage rate' is one percent less than the national
average fixed contract mortgage rate estimated by the Federal Home Loan

II
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Bank Board (FHLBB) during.the month preceding the Treasury Department's
publication of income limits. The FHLBB estimate is based on a survey of
major mortgage lenders and reflects the commercially available rates for
conventional mortgages. The 1% adjustment recognizes that, as a rule, tax-
exempt financed mortgages are available at less than commercial rates.

The effect of this change is to permit purchasers in high-cost areas a
chance for MRS mortgages. It does not increase the purchase price limits
for MRS-financiable homes. It only raises the income limits in a few areas
to permit the purchase of moderately priced homes within the current MRS
purchase price limits.

This formula preserves Congress' intent of targeting MRS financing to
moderate- and lower-income households. It simply recognizes the reality
that a decent home in one part of the country may cost vastly more in
another, where land, labor and materials are more expensive. It would ensure
that low- and moderate-income families in all parts of the country can use
these programs to become homeowners and build communities.

c. Use oBond-Financed_Mortages to_Eurchtsc_ewlv-Constructed Two-
Family Hornet

Under current law, MRS-financed mortgages may be used to purchase
new or existing single unit Lames. Multiple unit dwellings, up to [our units.
at least five years old, may also be purchased, so long as at least one unit
is owner-occupied. pewlv-constructed multiple unit structures now are
jneli ;We for MRS financing.

A change in the law to permit the use of MRS-financed mortgages to
purchase newly-constructed two-family homes would provide a new opportunity
for low- and moderate-income households both purchasers and renters
-- to secure adequate and affordable housing.

In our nation's cities and in many of our suburban communities as well,
the search for decent and affordable new housing for low- and moderate-
income Americans is hzmpered not only by high costs, but also by declining
availability. Many communities are encouraging the development o_ f two-
family homes to help solve these problems.

Two-family homes have traditionally been an entry to homeownership
for lower- i.icome families because the rental income enables the owner to
meet monthly mortgage payments. Among the additional advantages of two-
family homes ere that they cost less per unit to build, provide affordable
rental units and use land efficiently.

Enactment of a provision permitting the purchase of newly-constructed
two-family houses would provide a source of housing for prospective home-
buyers at even the lowest qualifying income levels. At the same time,
expanded use of two-family residences would create a new sourc: of low-
and moderately-priced rental housing.

12
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3. BOND RESTRICTIONS

a. Remove State and LoealContributions from Consideration for Purpose;
pi' Determining Arbitrate Rebate Amount;

The Tax Act significantly tightened the arbitrage restrictions governinghousing bonds. Arbitrage is the concept of investing bond proceeds for shortterms prior to their use for the designated purpose. Under prior law, a*minor portion* of what was defined as gross proceeds of a bond basicallyany funds pledged to the bond regardless of their source were exempt fromthe yield restrictive arbitrage limitations. The Tax Act did away with the'minor portions` test.

Previously, bond issuers were able to consider at least a part of their
own cash pledges, those of the state or local government and those of thebuilder as within the *minor portion'. Since this is no longer possible,
investment of these proceeds is now yield restricted. Should the investments
return an amount greater than the restriction permits, the difference mustbe rebated to the Federal government. Since these funds are in no waytraceable to the Federal government, this is unduly limiting. While this panelrecognizes the Congress' legitimate desire to limit arbitrage earnings, thereis no valid purpose to limiting the earning potential of other non-Federalfunds.

Put simply, if the City or State of New York contribute funds for abonds financed low-income housing project, and these funds are invested fora short time prior to their use. the earnings must b: turned over to theFederal Treasury.

While the reinstitution of the "'minor portions' rule would be the easiest
way to remove this limitation, to do so might result in abuse. Therefore, itis recommended that amounts pledged to a bond issue -by a government
entity be excluded from the definition of gross proceeds.

F. CONCLUSION

This Panel has attempted to suggest very limited changes to the tax-exempt bond
housing programs which were drastically altered by Congress in the Tax Act. If adop-ted, we believe they will help to once again make tax-exempt finance a useful tool forthe State and City in our efforts to produce affordable housing. Both the State andCity have contributed and will continue to make available their own direct and indirect

13
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resources toward this goal. We ask only that the Congress give us the flexibility to
utilize tax-exempt financing to continue to responsibly address our future housing
needs as we have in the past. We look forward to working with Senator D'Amato on
these and other important housing issues in the future.

i; ''

Stephen Ross; President
The_Related Companies

Respectfully submitted.
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S. Senator AI D'Amato
of New York

FOR IMMEDIATE RELEASE CONTACT: Zenia Mucha 212-736-3865
Jack Kinnicutt 202-224-6498

D'AMATO PROPOSES TAX INCENTIVES FOR HOUSING-

U.S. Senator Alfonso M. D'Amato (R -C -UY) said today that

the el!mination of federal tax incentives for housing has

"exacerbated a housing crisis that will result of the

disappearance of 1.8 million subsidized units by the year

2000."

D'Amato, Panking_Member of the Senate's Housing
Subcommittee, proposed the restoration of federal housing tax
incentives and reform of HUD administered programs, which
have been cut from 530 Billion in 1980 to 57.1 Billion in
1987.

D'Amato and Senator Alan Cranston plan to introduce
legislation next month to revamp the nation's housing
programs.

At a subcommittee hearing of the House Nays and Means
Committee, the Senator endorsed legislation proposed by Rep.
Charles Rangel that would allow OW1lelfl Of existing low income
housing units to take advantage of the housing tax credit.
The legislation would also restore the depreciation schedule
to already depreciated housing stock if the owner agrees to
maintain the subsidized units.

Crisis in New York:

D'Amato said the housing shortage in NMI York has
already reached crisis proportions, affecting not only low
income families, but working middle class households having
difficulty finding decent, affordable housing.

The New York. State Division of Housing and Community
Renewal has estimated that. over 1 million units are needed to
fill the housing gap.

D'Amato also said that the expiration of contracts
executed under New York State's Mitchell-Lama program will
greatly diminish the state's middle income housing stock,
affecting 84,259 units in New York City, 1109 in Albany, 3180
in Erie County, 8172 in Monroe County, and 3157 in Onondaga
County.

Problem: Loss of Tax Exempt Financing

The Senator said that the limits on tax exempt financing
of housing have made it virtually impossible for agencies
responsible for building Jou and moderate income housing to
do their jobs.

From 1980-1985, the iesponsible agencies in New York
State built over 25,000 low and moderate income units.
D'Amato released a report from an advisory panel composed of
public and private individuals phoning that not one
traditional bond-financing housing unit has been built in New
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-t



27

Page 2

The new law requited bond financed buildings to have 20%
of the units occupied by people at 501 of median income.
Such tittles axe impractical in high cost oleos IlLe New York,
whole low-income people cannot afford to live in these
building;. -If the owner were to 'nutcase the tenant subsidy,
the economics of the overall project could be destroyed.

An additional problem the recertification rules for
bond financed buildings, requiring oxners to certify annually
that low income tenants are still low income. If a tenant no
longer meets the definition of "lox income", the next
available unit must be given to one who does. In a rent
controlled area, the recettifiation provisions may result in
an entire building being occupied b} rubsidizd tenants.
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Chairman RANGEL. Thank you, Senator. I know both of you have
a rigid legislative schedule, and so I will not ask any questions, but
one.

Do. you deal with the administration's housing policies in your
paper at all?

Senator D'AbtaTo. No. Not in this report. But I have spoken on
this subject on the Senate floor on numerous occasions.

Chairman RANGEL. Very good. Then I will not have to make
comment on them, right?

Senator D'AbtaTo. You do not.
Chairman RANGEL. Thank you.
Senator D'AriaTo. As you see, in my prepared text, we indicate

that we have gone from some $30 billion down to $7 billion as it
relates to Federal housing programs.

Chairman RANGEL. Well, that is enough for the record.
Senator, let me thank you for the leadership that you provided

in the Senate, and especially on the Finance Committee, and I
think it is safe to say that we on the House side, on Ways and
Means, could not have gotten even where we were, if it was not for
you, your staff, and your creative ingenuity in trying to get some
substitute for what had been abolished.

And I am glad that you are taking time out to share your views
with us this morning. Your entire statement will be entered into
the record.

STATEMENT OF HON. GEORGE J. MITCHELL, A U.S. SENATOR
FROM THE STATE OF MAINE

Senator Mrrcifzu. Yes. I have a very lengthy statement, Mr.
Chairman, which goes into quite a bit of detail, and I would like to
just summarize it here, now.

First. I want to say what a pleasure it is for me to be here with
you; and with Senator D'Amato. Both of you have been leaders in
the area of housing generally, recognizing the critical national-
problem that exists, and I look forward to working with you as we
attempt to recreate what has been lacking in this country for this
decade, and that is a realistic housing policy.

And I congratulate you for holding the first congressional hear-
ings on the low-income housing tax credit. As you know, no hear-
ings were held before the program was enacted as part of the Tax
Reform Act of 1986, an unusual procedure for such a complex pro-
gram, depending as -it does on the combination of special tax rules,
with various housing laws.

So, it is important, now, to take a look at this legislation, to see
if the law should be changed, to become an effective and workable
tool in developing low-income housing.

I believe the basic concept of a multiyear tax credit targeted to
rent control units occupied by low-income tenants is sound and
should be preserved. What is not clear is whether the credit creates
a sufficient incentive to replace the incentives that existed in prior
law.

Certainly, the record for 1987 is not encouraging. Credit activity
was relatively minor. Even at the low $1.25 per capita credit alloca-
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tion, only some 20 percent of the State volume cap was actually al-
located.

In Maine, the State housing agency made a determined effort to
educate developers and promote the credit, yet it was able to allo-
cate only about 14 percent of its credits, producing only 96 units in
four projectsc and all of them were built under the Farmer's Home
Administration program benefiting from scarce rental subsidies.

The problems with the low-income housing tax credit fall into
two categories: programmatic problems and investor problems. The
pending technical corrections bill includes some modifications to
the credit, which while perhaps not technical in the truest sense,
are consistent with the original intent.

These changes will help make the credit more workable. There
are also a 'number of provisions which Ways and Means, and
Senate Finance included in the miscellaneous tax packages last
year, 'but these changes will not suffice.

One important and immediate issue is the carryover of credits to
a succeeding year. Current rules, as modified in technical correc-
tions, in essence require the credit to be allocated to the year the
project is placed in service.

That inflexibility does not reflect the myriad financing and con-
struction delays which are the real-world experience in multihous-
ing construction.

The rule is bad housing policy, because it creates a bias against
new construction, substantial rehabilitation, and, indeed, any diffi-
cult project demanding multiple financing sources and major con-
struction.

The Senate approach was to broaden the factors Treasury must
consider in granting a waiver of the carryover rule, but that ap-
proach was tailored more to revenue constraints than to a work-

' able solution.
Under this regime, developers are still constrained by contingen-

cies not in the Senate bill, and by the uncertainties attending any
individual waiver provision. The House bill's approach is preferable
in this respect.

When Congress created the/ow-income housing credit program,
it also wrote passive-loss limitations which make it difficult to at-
tract investors to the credit.

These rules shrink the universe of potential investors for low-
income housing. The $200,000 income limit, in a program designed
to provide tax benefits over a decade, means that only those with
sufficient funds to invest, and who also assume earnings of under
$200,000 a year for the decade, can invest in the low-income hous-
ing tax credit partnership.

This rule will, in the long-term, significantly reduce the efficien-
cy of the credit. A smaller investor pool means higher syndica"on
fees and a higher rate of return, so more of each credit dollar
have to go to the investor and for syndication overhead than in to
the low-income housing.

To the extent that the universe of investors can be expanded to
make more equity funds available, then more of the credit will go
into the project and more low-income housing development will
occur.

3 u.
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Yesterday Senator Danforth, I, and others introduced in the
'Senate legislation to replace the passive-loss .rule with a tougher
general business credit limitation to cap all tax credits at $20,000
plus 20 percent of tax liability. .

Identical legislation has been introduced in the House. This
should increase the number of potential investors while reasonably
limiting the amount of credit each taxpayer can use. The tax credit
approach, can be an effective way to attract investment dollars to
low-income housing, but before it fulfills that promise, more funda-
mental structural changes may be warranted in next year's exten-
sion of the program.

Its essential element should be retained, but there should be
more State flexibility to allocate credits to specific projects.

State administration of the credit progr is an essential policy
element that deserves to be emphasized and retained. It is direct
State participation which allows us to understand the complexities,
of the, program, evaluate its success, and develop improvements.

Active State involVement in monitoring also makes more likely
an efficient and abuse-free p

Now, Mr. Chaikinan, accol=ito our State '.,rncy, even with
rent supplements, the credit alone is unworkable in 19 out of 20
statistical population areas. Further subsidies whigl are quite
scarce, as we Inow, are needed.

You face similar hurdles in New York City, wb.:re the ratio of
construction costs to median-income is far higher than the national

:average.
`Mame is trying to solve the problem with a housing trust fund

financed by a new real-estate transfer tax. The State has designed
a multihousing program using the credit with tax-exempt bonds
and deferred-interest loans, but still, it has not been easy to attract
developers.

What we now have in place is a national housing credit which
cannot be adapted to the needs of individual regions. The State
housing agencies have the expertise, and must be given greater dis-
cretion to fashion programs which reflect local needs.

The credit should be changed to allow States to increase the
credit amount for new construction and substantial rehabilitation
above the 30 percent present value of current law.

While 1987 credit activity was below the maximum amount
States could allocate, at some point, the per-capita credit allocation
will have to be increased because that limit will not begin to ad-
dress national housing needs.

If we take the District of Columbia as an example, with more
than 600,000 people, under the existing credit limit there will only
be 200 new low-income housing units that could be constructed an-
nually. That, obviously, must change.

Finally, I applaud the low-income housing community for its ef-
forts to make the credit work. In Maine, our housing authority has
one to great lengths and yet has achieved' only limited success.

This is typical nationwide.
A dedicated and professional group of individuals are working

hard to make the most of scarce Government and private resources
to provide shelter for all Americans, and a central requisite ofany
decent, humane society.
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And they are doing it without fanfare that attends our sporadic
focus on the homeless, and they are working against a cruel con-
ventional wisdom 'which holds that money is not the answer to
social problems..

Mr. Chairman, I look forward to working with you, the Members
of the Committee, and my friend, Senator D'Amato, in the coming
months to make this credit meaningful, so we can begin to address
what is one of our most serious national problems. .

[The statement of Senator Mitchell follows:]
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STATEMENT OF SENATOR GEORGE J. MITCHELL
HEARINGS ON LOW-INCOME HOUSING TAX CREDIT
SUBCOMMITTEE ON SELECT REVENUE MEASURES

CiiM1TTEE ON WAYS AND MEANS
MARCH 2, 1988

Thank you. It is a pleasure to be here tc testify on
the operation of the low-income housing tax credit.

I first want to thank the Chairman for holding these
hearings and for the leadership he has shown on low-income
housing issues in Congress.

While, there appears to be much concern in Congress and
in society for the issue of housing and the homeless, too
often that support is in the abstract and does not translate
into support for specific programs to address pressing
housing needs. That seems particularly true with respect to
the low-income housing tax credit where it has been so
difficult to establish an effective and workable program.
The low-income housing credit is not a politically popular
program so every measure of support in Congress is quite
important.

This marks the first Congressional hearings on the
low-income housing tax credit. There were no hearings prior
to the establishment of this program in the Tax Reform Act
of 1986. That is an unusual way to create a new federal
program, particuarly one as complicated as the low-income
housing credit which depends on the combination of special
tax rules with various housing laws.

Because of the unusual environment in which the credit
was created, and the inherent complexity of the program, we
should be willing to take a fresh look at the law to
determine what changes are in order to make the credit an
effective and workable tool in low income housing
development.

Nevertheless, I continue to believe the basic concept of
a multiyear tax credit -- targeted to rent controlled units
occupied by low-income tenants -- is correct and should be
preserved.

As a Member of the Senate Finance Committee where the
credit, idea originated, I played a role in its development.
And when I travel in Maine and across the country, I often
speak with people involved in low-income housing development
who want to know more about the program and what Congress
intended. When they apprcach me about the credit, I don't
know whether to take credit for the new program or accept
the blame because I have had to endure much criticism of the
program.
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Back in the Spring of 1986 when the Senate Finance
Committee first began to explore the idea of a tax credit
for low-income he sing, the concept of the credit was quite
different than what was finally enacted into law. The
credit concept was first discussed as an alternative to the
multifamily bond program, much as the mortgage credit
certificate was created as an alternative to the mortgage
revenue bond program.

It was a concept which I believe would have been part of
the final Committee bill had the entire tax reform process
not faltered in t Finance Committee. The tax reform bill
was reconstructed ..ith very low tax rates and new
restrictions on passive losses. Since those changes took
the value out of the existing equity incentives.for
low-income housing, it was necessary to take another look at
the credit concept.

Rather than remaining an alternative to tax-exempt
financing -- a substitute for a debt subsidy -- the credit
began to bt, regarded as a substitute for existing equity
subsidies. The credit was ultimately enacted for that
purpose. In fact, the automatic linkage of the credit and
tax exempt bonds is proof of that intent.

With that necessary recounting of ..'_story, my concern
about the credit can be simply stated: as currc.,.tly
estat'lished, is there enough value in the credit to be an
equ'.y incentive capable of replacing the incentives in
prior law?

Certainly, the record for 1987 is not e.xuraging;
credit activity has been relatively Congress
established a very modest program Nrmitting only $1.25 of
:redit allocation per capita. Yet, even at that low level
actual utilization last year was quite low. Only about 20%
of the state volume cap was actually allocated -- even less
was probably used.

The State of Maine has an excellent housing agency which
has made a determined effort to educate developers and
promote the new credit in Maine. Yet, in spite of tho;e
efforts, last year the state agency allocated only 14%
of its credits which produced only 96 units in four
projects. All of those units were built under the rarmers
Home Administration program and benefited from scarce rental
subsidies.

Start-up delays are understandable with any new program
-- particularly one as complicated as this which requires a
knowledge of both housing and tax law. It has been
difficult for state administrators to figure the program out
when Treasury has not yet provided full guidance. It has

3
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been even more difficult to educate developers, financers,
and investors that the program can work with reasonable
returns and risks.

The relling of the crecit program has been made all t
more difficult by tax reform which retroactively repealed
prior law tax treatment through the passive loss rules. No
where was that effect more retroactive and unfair than with
respect to low-income housing development where investors
bargained for the tax benefits, not for the cash flow or
property appreciation. Developers and investors are
understandably wiry that Congress could again pull the rug
but from under them.

That points up the need for Congress to give assurance
that the credits are guaranteed for ten years regardless of
other changes in federal law. I have no doLbt that is the
case, but if there is any way Congress can give better
assurance to the public, we should provide that assurance.

That also points up the need for Congress to give an
early expression that the low-income credit program will be
extended beyond its 1989 expiration date. As a practical
mater that signal is almost impossible to give prior to
legislative enactment of an extension but we should be aware
that the sunset date in this program inhibits further
development because of the long lead time necessary to plan
and develop multifamily housing. When we do extend this
program next year, it should be extended indefinitely so we
do not create the sitJation where low-income housing
development ebbs every three years because of uncertainty
that the program will be extended.

Current problems with the low-income housing tax credit
can be divided into two categories -- programmatic problems
and investor problems.

The Technical Corrections bill now pending in Congress
includes a number of necessary modifications to the credit
which, while not technical in the truest sense, are
consistent with the original intent. These changes will
address a number of outstanding questions and help make the
credit more workable.

There are also a number of provisions which the Ways and
Means Committee and the Senate Finance Committee included in
the miscellaneous tax packages last year. While these
provision..; are more substantive than the items in Technical
Corrections, they are still consistent with the orginal
credit. Those miscellaneous prov,sions should he
resurrected this year as part of the Technical Corrections
bill.

41: .
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The provisions approved by the .anate Finance Committee
are not intended to be the answer to all of the problems
with the credit. We were particularly constained by revenue
considerations when putting our package together.

One of the most important immediate term issues which
should be addressed in the question of carrying over credits
to a succeeding year. -Current rules, as modified in
Technical Correc- ans, pretty much require the credit to be
allocatedto the year the project is placed in service
regardless of mitigating circumstances. That inflexible
rule does not reflect the reality of multihousing
development where myriad delays in securing financing and
constructing a project can and do occur.

The effect of the current rule is to prevent a state
agency from allocating 100% of the credit in any one year
because many projects will be forced to request a later
allocation at the end of the year. That means we ca not
even get full use of the meager credit allocations permitted
undei current law.

The carryover rule is bad housing policy because it
creates a distinct bias against new construction,
substantial rehabilitation, and indeed all difficult
projects where a variety of financing sources and major
construction is necessary to create new housing.

The Senate approach was to provide some greater
certainty by broadening the factors Treasury must take into
account in granting a carryover on a case by case basis.
But that proposal was made because of revenue constraints,
not because it provides a workable solution to the carryover
problem. Developers will still be constained by
contingencies not included in the Finance bill and, in any
event, the risk that a waiver will not be granted interferes
with project development. I much perfer the House approach
although I think we should avoid any reduction in the
limited credit authority in current law.

The tax credit approach can be an efficient mechanism
and effective means of attracting investment dollars into
lowincome housing. Before that is the case, however, I
believe we must be prepared to consider more fundamental
structural changes to the credit when it is extended next
year. Those changes should preserve the essential nature of
the credit -- including income targeting and rent
limitations -- while giving states more flexibility in
allocating credits to a particular project.

The experience of the Maine State Housing Agency is
instructive. Maine is a relatively low median income state
with high housing costs resulting fromthe cold climate and
recent population growth which has inflated land values.

4Z
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The design of the credit makes its utilization in Maine all
the more difficult because -- compared to other states --
rental payments must be lower while housing costs are
higher.

According to our state housing agency, even with rent
supplements, the credit is unworkable in 19 of our 20
statistical areas without the addition of further subsidies;
subsidies which are quite scarce at the federal level.

Maine is attempting to overcome these problems. The
state has established a special housing trust fund financed
by a new real estate transfer tax. The state housing agency
has used this fund to design a multihousing program which
uses the credit with tax exempt bonds and deferred interest
loans. It has not been easy, however, to attract developers
to this program.

Mr. Chairman, you face similar hurdles in New York City
where the ratio between construction costs and median income
far exceeds the national average.

We have a national housing credit which cannot be
tailored to the particular circumstances of each area in the
country. The state housing agencies have worked hard to
understand and promote the new credit. They have the
expertise, and should be given greater discretion, in
fashioning a credit program that reflects the needs of their
states.

I believe the credit should be changed to give state
allocating agencies discretion to increase the credit amount
for new construction and substantial rehabilitation above
the 30% present value of current law.

Although credit activity in 1987 was well below the
maximum amount states could allocate, at some point as
program changes are nade, mcre and more states.will be
severely limited by the $1.25 per capita credit allocation
permitted under current law. 1 believe those limits are
exceedingly low and should be revised upward to reflect the
severe housing needs in many areas of the country. Perhaps
we should even consider setting state allocation limits to
the particular housing needs of the state.

In many cases, the allocation caps cannot begin to serve
the housing needs of the area. Consider the District of
Columbia. With a population of around 600,000 people, the
District of Columbia housing agency can allocate
approximately $780,000 in Lax credits annually. With the 9%
credit that works out to little more than 200 new low-income
housing units annually. That will not begin to satisfy the
housing needs of this city.
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Compare that to the rehabilitation credit which
has no limit. According to a January 11, 1988 article in
Forbes Magazine, one 260 room hotel on Fifth Avenue in New
York claimed more than $14 million in rehabilitation tax
credits and depreciation benefits last year. That is more
than is allocated to the entire city of New York fot new
low-income housing development each year.

In other words, the federal government is subsidizing
through the tax code palatial $400 a night rooms at just one
hotel which amounts to more than the entire population of
New York receives for low-income housing.

That kind of report shocks the conscience. I don't
relate it as a criticism of the rehabilitation tax credit
but as an example of the paucity of the new housing credit
program. What kind of society is it that is willing to
spend far greater tax subsidies to rehabilitate opulent
buildings than to provide decent, affordable housing for its
less fortunate.

Once we straighten out some of the programmatic problems
identified today, the credit will be used ia greater amounts
and I believe we should greatly increase its allocation.

The last issue which I want to discuss deals with the
relationship between the low-income housing credit and the
passive loss rules.'

Unfortunately, at the same time Congress created the
low-income housing credit program, it created new passive
loss limitations which make it exceedingly difficult to
attract investors to the credit. Severe restraints were
placed on the amount of the credit which could be taken, and
on the income of the investor. A maximum $25,000 in loss
equivalent credits can be claimed annually only by taxpayers
with adjusted gross income below $200,000.

This rule severely restricts the universe of potential
investors effectively excluding the market which has
traditionally invested in low-income housing. The $200,000
limitation is particularly inappropriate for a credit
program designed to provide tax benefits over a 10 year
period. Only those persons wh. have enough money to invest
but assume they will not earn over $200,000 for the next
decade can invest in a low-income housing tax credit
partnership.

That is a rather nonsensical rule which, in the long
term, will interefere with the efficiency of the tax credit
causing the tax subsidy to be eaten up in investor returns
and syndication expenses. Because the investor market is so
limited, syndication fees will have to be higher to find
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eligible persons and a higher rate of return will have to be
provided to get those persons to invest.

That means that more of each credit dollar will wind up
in the pockets of the investor and in sydication overhead
than in the low-ihcome housing project. To the extent that
the universe of investors can be made larger so that more
equity funds are available, more low-income housing
development will occur.

This is a particularly difficult issue to deal with
because the passive loss rules are a central element of tax
reform and Congress is reluctant to modify those rules. Tax
rates were reduced so low that the tax system cannot
tolerate significant tax avoidance.

I believe, however, that the low-income housing credit
presents a somewhat unique case. More so than with any
other investment, investors "pay" for their tax breaks by
putting money in a project that can produce little if any
cash flow or appreciation. Although taxes may be reduced,
net after tax income is comparable to that earned on other
investments of similar risk. Furthermore, the alternative
minimum tax is an effective back stop to overutilization of
the credit.

Yesterday, Senator Danforth, myself, and others
introduced legislation which, among other things, would make
the passive loss rules inapplicable to the the low-income
housing Lax credit. The passive loss rule would be replaced
by a tougher general business credit limitation which would
limit all tax credits to $20,000 plus 20% of tax liability.

This should greatly increase the number of potential
investors while limiting the amount of credit each taxpayer
Can use.

As a final point I would like to applaud the low-income
housing community for its efforts to make the credit work.
In Maine, the State Housing Authority has gone to great
lengths to acheive limited success. I know that this is
also the case nationwide where a dedicated group of
individuals are working hard to make the most of scarce
government and private resources to provide shelter to less
fortunate Americans.

During the course of the continueing discussions on
credit improvements, we must not lose sight of another
important housing policy which we adopted in the original
program design. State governments must continue to be
'administrators of the credit. Quite simply, it is their
direct participation which will allow us to understand the
complexities of the program, evaluate its success, and
design the necessary improvements. Their active involvement



39

(8)

and monitoring capacity will ensure an effici.at, abuse-free
program.

In addition, a program which links the credit with
states will accelerate the very clear trend of states
playing a much_more vital role in solving the housing
problems of their citizenry. Given their ever- dimiz.ishing
role at the federal level, the magnitude of the problem
requires that states be more present financially and
creatively.

I thank the Chairman for his efforts and pledge my
personal support and continued participation in this effort.

4 6
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Chairman RANGEL. Senator, both Senators, let me thank you
again, and our housing policy, as a nation, is a disgrace. I never
thought that we would have to go to the Tax Code in order to find
some shelter for the disadvantaged- and even the moderate income,
but I am confident that we will have to come up with some other
type of solution to this problem.

I have cosponsored the Kennelly legislation which is the compan-
ion bill that you have introduced in the Senate, and maybe with
the dedication, as you indicated, of those in the industry who have
really come forward, to try to make this "only game in town"
really workable, that we can- find some solution, or at least- some
partial solution to the crisis.

I want to thank both of you, and welcome Mr. Dorgan who has
joined us.Ishatedmith him your time restraints.

Senator MITCHELL. Thank you, Mr. Chairman
Senator D'Amaso. Thank you, Mr. Chairman.
Chairman RANGEL. Senator, Mr. Dorgan is going to chair the

next panel-for me while I talk with you before you go back.
Mr. DORGAN. The committee will next call the panel consisting of

Eugene Steuerle, Deputy Assistant Secretary of the U.S. Depart-
ment of Treasury; D. Duncan MacRae, General Deputy Assistant
Secretary for Policy Development and Research, Department- of
Housing and Urban Development; and Vance Clark, Administrator
of Farmers Home Administration.

We would like to welcome all of you to the committee. We would
advise you that we will include your entire statement as a matter
of the permanent record of the committee, and ask that you sum-
marize your statement, ant: we would begin with Mr. Eugene
Steuerle, Deputy Assistant Secretary of the Treasury Department.

Mr. Steuerle, welcome. You may proceed.

STATEMENT OF C. EUGENE STEUERLE, DEPUTY ASSIST INT
SECRE- TARY (TAX ANALYSIS), U.S. DEPARTMENT OF THE
TREASURY
Mr. STEUERLE. Thank you, Mr. Dorgan.
As you indicated, I will summarize my statement and submit the

rest of it for the record.
I am pleased to have the opportunity to present the views of the

Treasury Department on the low-income housing credit, and on
proposals to provide additional tax relief to certain owners of low-
income housing.

Although the Tax Code has a limited role in the direct provision
of low-income housing, tax reform made a significant contribution
to the ability of poor working families to afford decent housing.

The Tax Reform Act removed millions of poor families from the
Federal income tax rolls. It expanded, by several billion dollars, the
earned income tax credit which benefits working poor households.

Moreover, the Tax Reform Act replaced the panoply of rental
housing tax expenditures under prior law vv1th a new low-income
housing tax credit, and tax-exempt bond financing, both of which
are better targeted to the truly needy.

We believe that taken together, these provisions represent a
strong commitment to the needs of poor families.
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The admipistration supported the low-income housing credit en-
acted in the Tax Reform Act of 1986. We will be closely monitoring
that credit during 1988 and the early part of 1989, as more taxpay-
ers take advantage of this important incentive for investment in
low-income rental housing.

During the period between now and its scheduled expiration :at
the end of 1989, we would like to work with Congress in determin-
ing the ;fairest and the most effective way of assisting low-income
individuals in meeting their rental housing needs.

With the exception of certain technical corrections, we do not
support any substantive changes to existing tai incentives for
rental housing at this time.

Furthermore, we oppose -H.R. 3663, because it would provide lim-
ited benefits to the poor relative to the costs that would be in-
curred.

The focus of my testimony is on the fairest and most effective
ways of assisting low-income indiViduals. In that regard, a very im-
portant criterion for examining the current and proposed tax in-
centives is the following for each $100 of revenues involved, how
much in the way of housing benefits actually go to low-income fam-
ilies?

If the tax incentives are not adequately designed or targeted,
much of the benefits could go to non low-income renters, to hives-
tors, existing landlords, land owners, or developers and syndicators.

In addition, concerns about the administrability of the incentive,
the effect on renters' choice of housing location, and level of serv7
ices, and incentives for maintenance and retention of the housing
as low income must be considered.

The motivation behind the low-income housing credit was that
the tax provisions for low-income housing under prior law were
thought to be inefficient. Congress was concerned that the tax pref-
erences under prior law were not effective in providing affordable
housing to low-income individuals. These preferences were uncoor-
dinated and the amount of tax subsidy was not directly related to
the number of low-income individuals being served.

As an example, bond-assisted projects often benefited moderate
and upper income households, according to a 1986 General Ac-
counting study. There was no incentive for recipients of tax subsi-
dies to provide more low-income units than the minimum amounts,
nor was there any direct incentive to limit rents.

On the other hand, the new credit assists investment in rental
housing serving individuals near the poverty level. Tax-exempt
bond provisions were also modified to conform with the tighter re-
quirements of the low-income housing credit.

At this time, Mr. Chairman, we have inadequate data to evaluate
the first year's experience with the low-income housing credit. The
first income tax returns claiming this credit are only now being
filed with the Internal Revenue Service.

However, evidence does suggest that the first-year usage of the
credit has been only moderate. New programs often start up
slowly, for a number of reasons. First, new construction and sub-
stantial rehabilitation projects may take several years between
planning and execution. Second, information about new programs
and their benefits may take a year or two to be widely disseminat-
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ed. And finally, tax reform changed the way that low-income hous-
ing is financed. Syndicators must now seek investors with lower in-
comes and divide projects into smaller shares. Corporate ownership
of low-income housing may also increase significantly.

Another source of delay, as you know, is uncertainty about the
implementation of the new credit. Uncertainty about technical cor-
rections to the 1986 act is a significant impediment. The complex-
ity of the .new law has required a number of regulations. To facili-
tate this process, we urge Congress to expedite passage of technical
corrections.

At the same time, the Treasury Department will continue to
monitor experience with the low-income housing credit during 1988
and the early part of 1989. We expect to see increased use of the
credit as the rules are clarified, and as investors and developers
becoine more familiar with the credit.

We also welcome this opportunity to assess the likely strengths
and weaknesses of the low-income housing credit in the context of
overall tax and housing policy. We do have some concerns about
the effie3ncy and equity of the credit that need further examina-
tion over time.

The low-income housing credit is a significant improvement over
prior law. Based on our estimates, the low-income housing credit by
itself is more generous-than the combination of accelerated depre-
ciation and -tax - exempt bond financing under prior law. Moreover,
current tax benefits are targeted solely at low-income units. Tar-
geting of the incentive is important because the efficiency (1
rental-housing incentives improves dramatically with targeting.

Nonetheless, we have concerns about the cost per unit of housing
being created. One study of Federal housing incentives in the
1960 s and 1970's, for instance, found that about 65 percent of Gov-
ernment-subsidized low-income housing units were offset by reduc-
tions in market supply of housing.

Also, 75 percent of low-income housing is not Federally subsi-
dized. We need to be sure that tax policies do not threaten the via-
bility of this major segment of the market.

An assessment of kw-income housing tax incentives will also re-
quire a determination of what percentage of the cost of the credit
and tax-exempt bonds accrues to the benefit of low-income families.
A CB0 study estmated, at one time, that less than half of low-
income housing tax subsidies under prior law actually reached the
builder/developer or low-income renter. In addition, we are con-
cerned that the tax credit may provide little or no incentive for
maintenance. If units receiving the credit rent at below-market
levels, landlords could conceivably allow projects to deteriorate
without losing tenants, And finally, households substantially below
the poverty level are actually unlikely to benefit from the credit.

Another source of inefficiency is that the low-income housing
credit may not result in a quality of housing, or location, that is
appropriate or desired by the low-income renter. Thus, even if the
full value of the credit were passed along to these tenants, the
value to the renter would be less than the amount of the subsidy.
For instance, the assisted housing may not be near jobs or public
transportation that poor households need. It may not provide the
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amenities that poor households want, but nonetheless have to pay
for through the credit.

The administration has addressed these concerns by reemphasiz-
ing its commitment to rental housing vouchers in the 1989 budget.

We are also particularly concerned that the low-income housing
credit not .become the dominant mechanism for assisting low-
incomwhousing. The annual cost of the credits could be $3 billion,
if fully phased in on a Permanent basis. In light of the relative effi-
ciency of vouchers, we question whether so much of the housing as-
sistance for the poor should be channeled through the .tax - credit
mechanism.

Mr;Chairman, the remainder of my testimony deals mainly with
H.R. 3663, which is going to be the focus of a future hearing.

Would you like me to proceed with that or would you prefer to
go on to the other testimonieswith respect to the credit itself.

Mr. DORGAN. Why don't you go ahead and proceed; Mr. Steuerle.
Mr. STEUERLE. H.R. 3663 is designed primarily to encourage the

preservation of existing Government- assisted multifamily low- and
moderate-income housing through additional tax incentives for the
owners of the housing. The tax incentives provided by this bill are
intended primarily to address the loss of low-income housing that
may occur when Government- assisted projects become eligible to
prepay mortgages and terminate low-income occupancy.

The administration is committed to preserving existing HUD-as-
sisted housing for low-income tenants to the maximum extent prac-
ticable and at a cost commensurate with the amount of housing
provided. For this reason, the administration has supported provi-
sions in the Housing and Community Development Act of 1987 to
provide nontax incentives for owners who may prepay and convert
the housing to market -rate rental occupancy. In addition, a techni-
cal correction to the low-income housing tax credit, supported by
tlio Treasury Department, would waive the 10-year holding period
requirement for existing federally assisted housing in circum-
stances where federally assisted and federally insured low-income
buildings would otherwise be converted to serve non-low-income
tenants.

Although we support present measures to preserve existing low-
income housing, we believe that the current budget situation and
the new housing law and tax credit slyer provision provide an op-
portunity to reassess the proper mx of housing programs and tax
incentives to preserve low-income housing. For these reasons, we
are opposed to substantive changes in the tax law in H.R. 3663 that
provide additional incentives.

In addition to our general concerns, we have a number of specific
comments. We are especially concerned with windfalls that might
inure to the benefit of owners rather than to low-income tenants
under` this bill.

Just to give one example, Mr. Chairman we strongly object to
provisions to restore basis. The cost of both the project and the im-
proveinents presumably already have been capitalized and depreci-
ated. The effect of this special basis provision would be to permit a
double deduction of the cost of the housing and improvements.
Such a departure from long-established principles of tax law and
accounting is not warranted.
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Moreover, the amount of tax benefit from the restoration of the
basis would bear no -elation to the amount of low-income housing
provided. Such a subsidy would operate in an arbitrary manner, re-
sulting in tax benefits unrelated both to the number of low-income
individuals served and the current economic situation of the par-
ticular project.

We have similar concerns with other sections of the bill, Mr.
Chairman, but I will not go into them at this point, but refer you
to my testimony.

In summary, Treasury is fully committed to the reforms enacted
in 1986, reforms aimed at making a fairer and more efficient Tax
Code and at helping low-income individuals directly through elimi-
nation or reduction of tax payments and expansion of the earned
income tax credit. In addition, we supported targeting of housing
benefits to low-income individuals because previous provisions had
only limited effect on the supply of housing to such individuals and
often involved costs far in excess of the benefits. We remain com-
mitted to these compromises. As evidence on the tax credit be-
comes available, we need to examine its efficiency relative to other,
more direct, ways of helping low-income individuals, such as hous-
ing vouchers and the earned income tax credit.

We do not believe that it is time to make major changes to the
credit. We know too little about its effectiveness. We especially
oppose provisions that would provide significant windfalls to
owners of real estate and little benefit to low-income individuals.
We do, however, support limited technical corrections designed to
make the existing credit more workable, such as allowing a waiver
to certain rules in limited circumstances in which federally assist-
ed and federally insured low-income buildings would otherwise be
converted to serve non-low-income tenants.

Thank you.
[The statement of Mr. Steuerle follows:]

51



45

For Release Upon Delivery
Expected at 10:00 a.m., E.S.T.
March 2, 1988

STATEMENT OF
C. EUGENE STEUERLE

DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS)
DEPARTMENT OF THE TREASURY

BEFORE THE.
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UNITED STATES HOUSE WAYS AND MEANS COMMITTEE

Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to present the views of
the Treasury Department on the low-income housing tax credit and
proposals to provide additional tax relief to certain owners of
low-income housing. Although the tax code has a limited role in
the direct provision of low-income housing, tax reform made a
significant contribution to the ability of poor working families
to afford decent housing. The Tax Reform Act of 1986 removed
millions of poor families from the Federal income tax rolls. It
also expanded by several billion dollars the earned income tax
credit, which benefits working poor households. Moreover, the Tax
Reform Act replaced the panoply of rental housing tax expenditures
under prior law with a new low - income, housing tax credit and
tax-exempt bond financing, both of which are better targeted to
the truly needy. We believe that, taken together, these
provisions represent a strong commitment to the needs of poor
families.

The Administration supported the lo.- income housing credit
enacted in the Tax Reform Act of 1986. We will be closely
monitoring the credit during 1988 and the early part of 1989, as
more taxpayers take advantage of this important incentive for
investment in low-income rental housing. During the period
between now and its scheduled expiration at the end of 1989, we
would like to work with Congress in determining the fairest and
most effective way of assisting low-income individuals in meeting
their rental housing needs.

With the exception of certain technical corrections, we do
not support any substantive changes to the existing tax incentives
for rental housing at this time. Furthermore, we also oppose H.R.
3663 because it would provide limited benefits to the poor
relative to the costs that would be incurred.

The focus of my testimony is on the fairest and most
effective ways of assisting low-income individuals. In that
regard, a very important criterion for examining the current and
proposed tax incentives is the following: for each $100 of
revenues involved, how much in the way of housing benefits go to
low-income families? If the tax incentives are not adequately
designed or targeted, much of the benefits could go to non-low-
income renters, investors, existing lari:lords, land owners, or
developers and syndicators. In addition, concerns about
administrability of the incentives, the effect on renters' choice
of housing location and level of services, and incentives for
maintenance and retention of the housing as low-income must he
considered,

My testimony has three parts. First, I will discuss the role
of the Tax Reform Act of 1986 in meeting the housing needs of poor
families. Second, I will address the low-income housing tax
credit. Third, I will comment on the proposed modifications in
H.R. 3663.
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I. Tax Reform Act of 1986 and Low-Income Housing

Two of the principal objectives of the TAX Reform Act of
1986 were fairn;mn and reducing the extent to which the tax system
interfered with the efficient detisions of indi:iduals and
businesses. The tax reform provisions affecting.rental housing
were generally consistont with these objectives.

Fairness was advanced by removing million% of poor
households from the Federal inzomo tax rolls and by substantially
increasing and indexing for inflation the oarnod income tax
credit. Full indexation moans that thoro measures represent
permanent gains for poor families. Experts at tho Department of
Housing and Urban Devolopmont (HUD) have emphasized that the
problems with low - incono housing are principally affordability
rather than availability. Tax reform reprosented a tangiblo
contribution toward tho ability of working poor families to be
ablo to afford decent housing (as well as food, clothing, and
other necessities).

Tho now law substantially reduced the tax shelter
opportunities in rental housing investment. Even when such tax
sheltors .-ro in pursuit of such worthy objectives As housing the

1 poor, thoy created a perception of unfairnoss that undormined
confidenco in the income tax system. Moreovor, tax sholtor
inJostmonts in low-income housing wero inofficient because much of
the tax benefits accrued to high-income invostors and only a
fraction actually coached low-income ronters.

Tax reform replaced a number of rontal housing tax
incentives with a single tax crodit to encourage now construction,
rohabilitation, and proservation of low-income housing. The new
credit is diroctly relatod to the amount of low-income housing
provided. The credit and the moro tightly targotod rontal housing
tax-oxempt bonds are aimed specifically at renters noar the
poverty levol. Whilo all subsidios are inefficient in tho sonso
that only a fraction of expendituros actually rosults in a net
increaso in tho housing stock, scholarly rosearch on housing
programs has found ovidenco twit targeting subsidios at familia%
noar the povorty lino can substantially improvo their
offoctivoness.

II. Low-Income Housing Tax Credit

A. Low-Incomo Housing Tax Incentives Undor Prior Law

Tho motivation for tho low-income housing crodit was that
tho tax provisior for low-incomo housing undor prior law wore
thought to be in .ciont. Congross was concorned that the trx
proforoncos undor prior law wero not offoctivo in providing
affordablo housing for low-income individuals. Tho proforoncos
wore uncoordinated and tho amount of tax subsidy was not diroctly
rolatod Lo tho number of low-incomo households being sorvod.
Thoro was no incentive for rocipionts of tax subsidios to provido
moro low-income units than tho minimum amounts, no was thoro any
diroct incentivo to limit ronts.

Ono primary tax benefit for low-incomo housing was
acclloratod deprociation at 200 portent doclining balanco ovor 15
yoars. Rocapturo of accoloratod doprociation of low-incomo
housing was phased out aftor 100 months. In addition,
construction period intorost and taxos could be oxponsed fer now
low-incomo housing. Substantial rohabilitation oxpond'Lures wero
amortizod ovor fivo years. Low-incomo housing invosturs woro
oxcoptod from tho at-risk rules for real ostato. In combination
with the highor marginal tax ratos undor prior law, thoso
accoleratod deductions rosultod in largo tax roductions for ownors
of low-incomo housing projocts that woro assistod by HUD or tho
Farmer's Homo Administration (FmHA). To qualify as low- incono
housing, at least 85 porcont of tonants had to havo incomos bolow
50 percent of aroa median incomo.
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Other tax benefits assisted rental housing generally. A key
feature was the preferential tax treatment of dobt-financedinvestments. Since roal estate invostments woro often highly
leveraged, intorest expense was largo rolativo to current income,
resulting in large tax deductions. Much of the income
attrihutahle to tho interost oxpenne was lator realized as capital
appreciation on silo, which was taxed at th,e lower tax rates on
long-term capital gainn. Although tax-oxempt hond financing wan
nominally dirocted at low-income rental houning, the income limits
were woll abovo the poverty line and only 25 portent of tenants
had to meet the income restrictions. Tho result was that moat
hond-assisted projects honefited moderate- and uppor-Income
households according to a 1986 Goneral Accounting Office study. 1/
In aadition, prior law provided for accelerated depreciation for
nos-low-income rontal housing and commorcial real estate at 175
percent declining balance ovor 19 years and 10-year amortization
of construction poriod intorost and taxes.

B. Low-Income Housing Tax Incentives under Prosent Law

The Tax Roform Act of 1986 replaced tho panoply of poorly
targeted tax incontivos under prior law with a low-incomo housing
tax credit. This crodit assists invostment in rontal housing
sorving individuals near the poverty lovol. Tax-oxempt hond
provisions woro modified to conform with the tightor requirononts
of tho low-incomo housing "rodit.

The low-income housing tax crodit is allocated by Stato
agencios to owners of rosidential rental projects providing
low-incomo housing. Project owners must egreo to ront at losst 20
percont of thoir units to low-income hounoholds for 15 years.
suhjoct to ront restrictions. Oualified projects aro oligiblo for
tax honefits of up to 70 percont of the prosont value of tho
initial investment in low-income housing, paid ovor a 10-yoar
poriod.

Now construction and qualified rehabilitation oxpendituros
for non-fa:locally suhsidizod low-income housing units aro oligiblo
for a tax crodit of up to 70 porcont of tho initial low-incomo
housing invostmont. Bocauso tho crodit is paid over a 10-yoar
period, the annual credit for qualified new construction
invostmonts mado in 1987 was 9 porcont of tho initial invostmont.
If tax-exempt hond financing or cortain other govornmont subsidios
are used to financo tho project, thon a 30 porcont crodit rato
aPPlios. Purchases of oxinting units that were last placed in
sorvice moro than 10 years ago aro also oligiblo for a 30 percont
credit. If ownors provido more low-incomo housing units than
agrood to in tho initial application with tho state, they aro
eligible for credits at two-thirds of tho initial rate for the
cost of tho additional low-incomo units.

Tho credit is only availahlo for units rentod to households
nee: or bolow tho povorty lovol. In gonoral. a project ownor can
..noose one of two minimum qualifying criteria: (1) 40 porcont of
units must bo rentod to households whoso incomes do not oxcoed 60
porcont of aror. modian incomo or (2) 20 porcont of units must be
rontod to households whose incomes do not oxcood 50 percent of
area modian income/.

Ronts on qualifying low-incomo units must not oxcoed 30
porcont of qualifyirg incomo (eithor 50 porcont or 60 (=cost of
aroa modian as by project owner).

Designated stato agoncios authorize crodit: to qualifying
projects subjoct to an overall cap of 51.25 per capita of new

1/ U.S. Conoral Accounting °Moo. Rental Housing: Costs and
Benefits of Financing with Tax-Exempt Bonds, 1986.
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annual credit authority per year. In 1987, the total credit
authority was approximately S300 million. States may not
generally carry over unused credit authority except in 1989.
One-tenth of the State cap is set aside for projects that are
syndicated by qualified tax-exempt organizations.

Projects that fail to provide the agreed upon percentage of
low-income housing units, exceed qualifying rent limits, or are
transferred without posting suitable bond are subject to full or
partial recapture of the accelerated portion of the credits
claimed. For projects that fail to comply in the first 11 years,
1/3 of credits arc recaptured with interest. The recapture
fraction phases cut between years 12 through IS.

C. Current Experience With toe Low-Income Housing Tax
Credit

We have inadequate data at this time to evaluate the first
year's experience with the low-income housing tax credit. The
first income tax returns claiming low-income housing credits are
only now-being filed with the Internal Revenue Service. However,
experience with other new tax incentives, as well as survey
results commissioned by the National Council of State Housing
Agencies, would suggest that first-year usage of the credit has
been only moderato.

New programs often start up slowly for a number of reasons.
First, new construction and substantial rehabilitation projects
may take several years between planning and execution. Second,
information about new programs and their benefits may take a year
or two to be widely disseminated and incorporated in investor's
and developer's practices. Finally, tax reform has changed the
way low-income housing is financed. The passive loss limitations
and alternative minimum tax limit the ability of wealthy
individuals to reduce their tax liability through tax shelters,
including rental housing tax shelters. Thus, syndicators are
seeking investors with lower incomes (below $200,000) and dividing
projects into smaller shares. Tax reform also changed the
attractiveness of low-income housing for corporations relative tc
individual tax shelter investors; corporate ownership of
low-income housing may increase significantly.

Another source of delay is uncertainty about the imple-
mentation of the new credit. Uncertainty about technical
corrections to the 1986 Act is a significant impediment.
Moreover, the complexity of the new law has required a number of
regJlations. To facilitate this process, we urge the Congress to
expedite passage of technical corrections. Passage of technical
corrections should not again be delayed by other unrelated
considerations.

The Treasury Department will continue to monitor the
experienm: with the low-income housing tax credit during 1968 and
the oarly part of 1989. We expect an increase in use of the
credit as the rules are clarified and as investors and developers
become more familiar with the credit.

D. Evaluation of the Low-Income Housing Credit

We welcome the opportunity to begin to assess the likely
strengths and weaknesses of the low-income housing credit in the
context of overall tax and housing policy. While the low-income
housing credit is a clear improvement over prior :di., we do have
some concerns about the efficiency and equity of the credit that
need further examination by HUD, Treasury, and the Congress.

The low-income housing tax credit is a significant
improvement over prior law. Based on our estimates, the
low-income housing credit by itself is more generous than the
combination of accelerated depreciation and tax-exempt bond
financing under prior law. Moreover, current tax benefits are
targeted solely at low-income units. Under prior law, most of the
tax incentives for rental housing supported moderate- and
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nupper-income rentals. Tax reform targeted the incentives toward
housing for families near or below the poverty level.

Targeting of the incentive is important because the
efficiency of rental housing incentives- -i.e., the extent to which
they can permanently increase the stock of housing rather than
simply replace market-supplied housing--improves dramatically with
targeting. While there is limited empirical evidence, one study
2/ of federal housing incentives in the 1960s and 1970s found that
bout 65 percent of government-subsidized low-income housing units
were offset by reductions in market-supplied housing. The study
found that subsidies for moderate-income housing resulted in no
statistically significant long-run increase in housing supply.

Nonetheleis, we have concerns about the cost per unit of
housing created. First, as noted, this type of subsidy still
results in scme displacement of market-rate rental housing. Some
subsidized units simply replace units that would have been
available in the absence of federal assistance. Currently 75
percent of low-income housing is not federally subsidized. We
need to be sure that tax policies do not threaten the viability of
this major segment of the market.

An assessment of low-income housing tax incentives will
require determination of what percentage of the cost of the credit
and tax-exerpt bonds accrues to the benefit of low-income
families. A 1977 CBO study 3/ estimated that less than half of
low-income housing tax subsidies under prior law actually reached
the builder/developer or low-income renter. Lower tax rates may
limit the extent to which high tax bracket investors can earn
windfall returns and overhead costs may be reduced to the extent
that corporations increase their ownership of low-income housing.
A complete accounting of the costs also must include the
additional administrative costs borne by the IRS, HUD, and State
housing agencies.

Second, the low-income housing credit may have some
undesirable effects. The credit includes no incentive for
maintenance. If units receiving the credit rent at below market
levels, landlords could conceivably allow the projects to
deteriorate without losing tenants. In addition, without
additional subsidies, project owners have little economic
incentive to keep the project low-income ai,er the compliance
period elapses. Finally, households substantially below the
poverty level are unlikely to henefit from the credit. Units that
rent for 30 percent of poverty-level income are generally beyond
the reach of households whose incomes are at half or less of
poverty-level income. For example, if area median income is
$25,000, projects that have at least 40 percent low-income units
have an income limit of $15,000 (60 percent of area median) and
qualifying rent of 54,500 per year (or 5375 per month). A
household with annual income of $8,000 per year (approximately one
full time wage at $4.00 per hour or 5667 per month) would not
generally be able to afford this rent. Vouchers may make these
units more accessible to very poor people.

Finally, another source of inefficiency is that the
low-income housing credit may not result in housing of a quality
or location that is appropriate for or desired by low-income
enters. Thus, even if the full value of the credit were passed

along to low-income tenants, the value to the renter would be less
than the amount of the subsidy. For example, the assisted housing
may not be located near jobs or public transportation that the

2/ Michael P. Murray, "Subsidized and rnsubsidized Housing
Stbrts: 1961-1977," The Review of Economics and Statistics, 65:4,
(November 1983), pp. 590 -597.

3/ Congressional Budget Office, Real Estate Tax Shelter
Subsidies and Direct Subsidy Alternatives, 1977.
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poor hounehold needs. Moreover, since common facilities such as
swimming pools and parking lots are allocated proportionately
between low-income and market units for purposes of the credit,
investors in mixed-use projects may have an incentive to provide
more amenities than low-income households would prefer. The
effect is that some low-income households may he nearly
indifferent hetween the subsidized housing and other market
rentals that are available in more convenient locations or have
fewer unnecessary amenities. Thus, the incentive distorts the
choice of housing of the low-income renters and provides less
value to the subsidized renter than the cost of the subsidy.

The Administration has addressed nany of these concerns by
reemphasizing its commitment to rental housing vouchers in the
1989 budget. VoLchers avoid nany of the inefficiencies discussed
.above,. The hidget proposes to provide 135,500 additional vouchers
to neelly households. We need to determine whether the low-income
housing credit can be as cost-effective and as efficient as
vouchers.

We ale particularly concerned that the low-income housing
credit not become the dominant mechanism for assisting low-income
housing. While the current revenue cost of the low-income housing
tax credit in estimated to be S60 million in calendar year 1987,
the cost grows to around 5800 million in fiscal year 1991 as a
result of increased usage of the credit and the payment of credits
for 10 years on earlier projects. The annual cost of the credits
could be S3 billion if fully phased in on a permanent basis. In
light of the relative efficiency of vouchers, we question whether
so much of housing assistance for the poor should he channeled
through the tax credit mechanism.

F. Technical Issues

Many technical issues are addressed in the proposed
technical corrections bills. The Treasury Department has
testified previously in favor of a technical correction to the
10-year holding period requirement in the limited circumstance in
which federally-assisted and federally-insured low-income
buildings would otherwise be converted to serve non-low-income
tenants. This limited waiver authority is fully consistent with
the intent of the waiver provision to reduce the Federal
Government's financial exposure with respect to federally-assisted
buildings and to prevent conversion of existing HUD and FrHA
properties into non-low-income housing. Allowing a waiver of the
10-year holding period requirement provides an incentive to
taxpayers-to acquire, operate, and maintain existing
federally-assisted buildings for low-income tenants, thereby
eliminating any risk of foreclosure or conversion. Thus, this
waiver authority furthers existing Federal low-income housing
programs by protecting Federal financial commitments and
preserving the stock of federally-assisted low-income buildings.

The Treasury Department currently is studying the numerous
technical corrections to the credit proposed by the House ana the
Senate. Since it would no he practical to describe or discuss
each of the bill's many provisions relating to the tax credit in
this testimony, we will provide our views when the technice
corrections bill is being considered by Congress.

Other technical issues with respect to the credit have been
addressed in regulation projects. To date, the Internal Revenue
Service has issued two sets of regulations under section 42, and a
third set of regulations will be issued in the near future. The
first set of regulations provides guidance to State housing
agencies on the proper method to allocate the credit, and the
second set of regulations provides guidance to taxpayers seeking a
waiver of the 10-year holding period requirement. The next set
of regulations will address, among other issues, the extremely
complex recapture and partnership rules.
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The Internal Revenue Service has tried to develop workable
and understandable regulations to address technical issues in the
statute. For example, to facilitate use of the credit, the
regulations under section 42 have adopted HUD definitions and
standards, whenever possible. In addition, to.ease administrative
burdens, the Internal Revenue Service is considering adopting
automatic election procedures such as an automatic election to
waive the 10-year holding period requirement, where applicable.

Passage of a technical correction bill and issuance of a
complete set of regulations under section 42 are important steps
to spur additional use of the credit. We are committed to
providing needed guidance to taxpayers as soon as possible.

III. H.R. 3663

H.R. 3663 is designed primarily to encourage the
preservation of existing government-assisted multi-family low- and
moderate-income housing through additional tax incentives for the
owners of the housing. Section 2 of the bill would allow a
duplication-of depreciation deductions, exclusion of certain
gains, as well as low-income housing tax credits to certain owners
of low-income housing if they agree to maintain their property as
low-income housing for an additional 20 years. Section 3 of the
bill would waive the 10-year holding period requirement for the
low-income housing credit for all government-assisted buildings
which appear likely to stop renting to l'w- and moderate-income
tenants. section 4 of the bill would al...4w a seller of certain
low-income buildings to exclude from taxable income the gain
attributable to indebtedness on the property if the buyer agrees
to maintain the building as low- or moderate-income housing for 15
years from the date of sale. Section 5 of the bill would allow
certain co-ops to derive more than 20 percent of their income from
non-member sources. Section 6 of the bill would provide that
income attributable to a mandatory reserve of a housing
cooperative would be treated fs derived from members for purposes
of section 277.

The tax incentives provided by H.R. 3663 are intended
primarily to address the loss of low-income housing that may occur
when government-assisted projects become eligible to prepay their
mortgages and terminate low-income occupancy. Urder section
221(d)(3) and 238 of the National Housing Act of 1934, HUD
provided interest reduction payments for the construction and
substantial rehabilitation of low-income housing projects. Over
5,000 low-income housing projects (containing approximately
600,000 units) were federally assisted under these programs, most
of which were completed in the late 1960s and early 1970s. Under
these programs, many owners are entitled to prepay their mortgagesafter 20 years without IUD approval and, upon prepayment, would no
longer be obligated to provide low-income housing. Many of the
existing HUD-assisted projects are nearing the end of the 20-year
obligation period. Without additional incentives, owners of low-
and moderate-income housing developments may exercise the
provisions allowing them to prepay their debt and thus free
themselves of the restriction requiring them to rent to low- and
moderate-income tenants.

A. General Comments

We welcome this opportunity to discuss measures to encourage
the preservation of housing for low- and moderate-income tenants.
This Administration is committed to preserving existing
HUD-assisted housing for low-income tenants to the maximum extent
practicable and at a cost commensurate with the amount of housing
provided. For this reason, the Administration has supported two
recent provisions spectcic.tly designed to encourage project
owners to retain units in loi-income occupancy. The Housing and
Community Development Act of 1987 recently signed into law by the
President contains nimerOuS .ion-tax incentives for owners who may
prepay and convert the housing to market-rate rent occupancy. In
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addition, a technical correction to the low-income housing tax
credit, supported by the Treasury Department, woull waive the
10-year holding period requirement for existing federally,- assisted
housing in circumstances in which federally- assisted and
federally-insured low-income huildings would otherwise be
converted to serve non-low-income tenants. This correction would
provide purchasers with an incentive to preserve rental units in
low-income occupancy.

These provisions are part of a new unified housing policy
employing-existing tools to address the prepayment situation.
Both provisions are narrowly targeted to provide henefits only to
owners of low-income housing are capable of prepaying and
converting to market-rate occupancy. In addition, HUD, ElmHA, and
the Treasury will coordinate these provisions, while owners will
assess their eligibility for these benefits. Although we support
present measures to preserve existing low-income housing, we
believe that the current budget situation and the new housing lad
and tax credit waiver provision provide an opportunity to reassess
the proper mix of housing programs and tax incentives to preserve
low-income housing. For these reasons, we are opposed to the
substantive changes in the tax law in H.R. 3663 that mrovide
additional incentives to owners of low-income housinr.

In addition to our general concerns, we have a numher of
specific comments about each section of the hill. We are
especially concerned with windfalls that might inure to the
benefit of owners, rather than low-income tenants, under this

I will discuss each section of the hill separately.

B. Section 2: Restoration of Basis

See-ion 2 of the bill would amend the Code to provide a new
section 1061 which would allow certain owners of low-income
housing to increase their basis in the housing by the original
cost of the housing and the cost of any improvements to the
housing, if thole agree to continue to operate the housing under
the existing government program restrictions for at least 20
years. This section would effectively increase the amount of
depreciation deductians and limit gain on disposition of the
building. The provision also would eliminate the acquisition
requirement for the low-income housing tax credit, providing both
the credit and the restoration of basis to taxpayers who have
owned projects for at least 10 years. if tha owner failed to
provide the required low-income housing throughout the 20 years,
the owner would be subject to a recapture tax equal to the amount
of taxes saved in prior years, with interest.

We strongly object_to provisions to restore basis. The cost
of both the project and the Improvements presumahly al-eady have
been capitalized and depreciated under section 167 or section 168
of the Code. Thus, the effect of this special basis provision may
permit a double deduction of thL cost of the housing and improve-
ments. The cost would be taken into account twice for deprecia-
tion an lain purposes without any corresponding recapture tax.
Such a (..-parture from long established principles of tax law and
accounting is not warranted.

Second, we oppose the special treatment accorded owners who
do not acquire the project by purchase and currently do not
qualify for the low-income tax credit. This acquisition
requirement was intended to prevent taxpayers from claiming the
new tax credit if they had henefited from the generous tax
benefits provided under prior law for low-income housing. Section
2 of the bill would not only negate the present acquisition rule
and allow such owners to claim the tax credit, but it also would
provide an additional benefit to such owners by restoring the
basis of the project. We do not helieve that such taxpayers
should be accorded z windfall by the enactment of H.R. 3653, a
windfall that may provide little heneEit to low-income persons.
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In addition, many of these owners presumably are not currently
entitled to prepay their mortgage and stop providing low-income
housing.

Third, the amount of tax benefit from restoration of basis
would bear no rrlation to the amount of low-income housing
provided. Such a subsidy would operate in an arbitrary manner,
resulting in tax benefits unrelated both to the number of
low-income individuals served and the current economic situation
of the particular project.

Fourth, and equally troubling, section 2 of the bill suffers
from the same shortcomings as the current low-income housing tax
credit. BecauSe benefits are available only to owners of
government-assisted projects, owners of non-subsidized housing
would suffer another competitive disadvantage that may threaten
the viability of their projects. Moreover, this provision does
not provide any incentive for repairs and maintenance and contains
difficult and perhaps unworkable recapture rules. Finally, this
provision would skew investment towards the tenants currently
targeted by the tax credit at the expense of market-rent and very
low-income housing tenants and turther restrict a low-income
tenant's choice of housing. We question whether additional
revenue should be targeted in this way.

C. Section 3: Expansion of the 10-year Holding Period

Section 3 of the bill would amend section 42(d)(6) of the
Code to waive the 10-year holding period tor purposes of
qualifying existing government-assisted rental projects for the
low-income housing credit. The 10-year holding period would not
apply where a sale would help avoid default or conversion to
non-low-income housing or where the building was taken in default
by a government agency during the last 10 years. For purposes of
section 3, "government-assisted building" means any building which
is substantially assisted, financed, or operated under any
Federal, State, or local housing program.

Section 3 of the bill goes beyond the intent of the original
waiver rule and would reward owners of mismanaged or neglected
housing projects by providing a waiver any time a credit would
help avoid default or mitigate loss to any government. It would
actually provide an incentive for owners to let marginal projects
deteriorate rather than attempt to keep them viable. Since the
purchasers of troubled projects would be eligible for the credit,
they would be willing to pay more than they would in the absence
of a credit. With the credit, a purchaser would be willing to
pay as much as 30 percent more than the project would be worth
otherwise. Thus, the broad waiver authority contemplated in this
bill a:mid encourage some owners to let their projects fail in
order to receive a windfall. Over time, this could reduce the
supply of housing available to low-income households.

The provision would also allow a waiver of the 10-year
holding period any tine a huilding is acquired by the taxpayer
from any governmental bcdy, including State and local governments.
As noted above, the intent of the waiver rule was to protect HUD
and Federal mortgage insurance funds from financial risk. This
expansion of the waiver provision would result in no corresponding
increase in Federal savings.

As noted in Part II of our testimony, we support a more
limited waiver rule. We believe that the Treasury Department
should retain authority to waive the 10-year holding period
requirement to prevent federally-assisted and federally-Insure,"
buildings from being converted to serve non-low-income tenants.

GO
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D. Section 4: Exclusion of Cain From Disposition of
Use-Restricted Qualified Low-Income Housing Project

Under section 4 of the bill, an owner (other than a
corporation) of certain government-assisted low-income housing
could exclude from gross income an amount equal to the excess of
the-indebtedness on the property over its adjusted basis if the
owner sells to a purchaser who agrees to maintain the housing as
low-inCOme for 15 years. The provision does not attempt to
distinguish between taxpayers who own financially-distressed
projects or prOjects that may otherwise be converted to
non-low-income projects and those who aro not in default and have
a currr it agreement with a government agency to maintain the
housing as low-income for 15 years or more. In either case, this
provision would provide windfalls to sellers often without adding
or preserving any additional low-income housing.

The amount of subsidy would depend on the amount of debt on
the project, not on the number of low-income families assisted.
This provision would reward highly-leveraged and therefore
potentially riskier projects.

We also foresee serious difficulties in administering this
provision. For example, the provision would not impose a
recapture tax if the purchaser failed to maintain the housing as
low-income housing for the entire 15-year period.

Further, we believe that this provision has a significant
potential for abuse since the amount of the subsidy depends
directly on the amount of financing and refinancing. A taxpayer
could achieve significant tax savings by refinancing the property
to exclude that amount from tax upon the sale of toe project.
Moreover, since the amount of the exclusion is unrelated to the
basis of the project, the value of the tax benefits could exceed
the cost of the project if the refinancing exceeds the original
cost of the housing.

We believe the narrowly-drawn waiver provision described in
Part II of this testimony would accomplish the same goals as this
provision in a less costly and more efficient manner. The narrow
waiver provision would encourage sales of property to prevent
foreclosure or conversion yet would not provide an unnecessary
windfall to owners of government-assisted low- and moderate-income
housing.

E. Section 5: Waiver of 80-percent Income Requirement
under Section 216 For Limited Equity Cooperative Housing
Corporations

Section 5 of the bill provides that limited equity
cooperative housing corporations are not subject to the
requirement that at least 80 percent of more of their income for
the taxable year be derived from tenant- stockholders. As a
result, limited equity cooperative housing corporations could
derive more than 20 percent of their income from non-tenant
stockholders and remain eligible to deduct taxes, interest, and
business depreciation under section 216 of the Code.

Treasury is opposed to waiving the 20-percent limit for
limited equity cooperative housing corporations. If the
20-percent limit is removed, any mount of non-tenant income would
potentially be used by cooperatives to provide economic benefits
to the tenant-stockholders (generally in the form of reduced
rents). Such tenant-stockholders do not repr,rt taxable
dividends in such circumstances. Under corporate tax rules,
corporate after -tax income cannot he used to provide benefits
without creating taxable dividend income. It would he
inappropriate to expand the ability of cooperative housing
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corporations to earn outside income without subjecting the
tenant-stockholders to dividend taxation. At other hearinon,
Congress itself has expressed concern about the effect on
competition of preferences being given to commercial tax- exempt or
tax-preferred entities.

F. Section 6: Treatment of Income on Mandatory Reserves
of Limited Equity Cooperative Rousing Corporation

Section 6 would treat income Crom mandatory reserves as
derived from tenant-stockholders for purposes of section 277 of
the Code. Taxpayers could elect to have this provision apply
retroactively. Treasury testified in opposition to a similar bill
before this Subcommittee in may-of 1986. In that testimony, we
objected to the provision because it would interfere with ongoing
controversies between the Internal Revenue Service and taxpayers.
Because section 6 of this bill would also apply retroactively and
affect current cases, the Treasury Department must oppose this
provision of the bill.

Allowing a cooperative's investment ince4e to he treated as
membership income would he roughly equivalent to exempting a
cooperative homeowner's investment income from tax. The purpose
of section 277 is to prevent membership organizations, such as
housing cooperativ -as, from obtaining such an unintendei benefit.

This concludes my remarks. I will he happy to answer any
questions.



Chairman RANGEL. The next witness is from Housing and Urban
Development, C. Duncan MacRae, General Deputy Assistant Secre-
tary for Policy Development and Research.

STATEMENT OFT. DUNCAN MacRAE, GENERAL DEPUTY ASSIST-
ANT SECRETARY FOR POLICY DEVELOPMENT AND RESEARCH,
U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Mr. MACRAE. Thank you very much, Mr. Chairman. I am allio
very pleased to be here with you and to share the thoughts that
HUD has regarding the low-income housing tax credit. In my testi-

mony today I' will explain why HUD considers this credit to be es-
pecially relevant to the Department's mission, and I will discuss
two minor but extremely important changes which HUD is seeking
through the technical corrections. The basic provisions are de-
signed to make credit work more harmoniously with current hous-
ing programs and policies.

I witi also briefly review the analysis that HUD has done of the
naming credit, and then describe two studies that the Department
has planned to evaluate the credit and its success.

First let me- talk about the role of the tax credit in houSing
policy. Throughout tills administration it has been HUD's policy to
assist as many very low-income families as possible within avail-
able resources. I am proud to say that in 1980 we had 3.1 million
assisted households, and that number has incresoed such that in
1988 it is now 4.3 million. That represents an increase of 1.3 mil-
lion. In fact, in 1989 we project an assistance level of 4.4.

We, of course, support the housing voucher approach, and there
is a very good correspondence between housing vouchers and the
low-income housing tax credit. Both serve low-income renters; both
use the existing housing stock. We estimate that the housing credit
could support about 75,000 to about 200,000 low-income housing
units per year.

Now, by increasing the availability of housing, the credits com-
plement the voucher and section 8 programs, which, as you know,
are designed to basically deal with the issue of affordability. And
by increasing the affordability of housing credit units, the housing
voucher and section 8 programs increase the accessibility to very
low-income families.

The minor changes which I will now discuss will increase the
correspondence between the housing credit and these HUD pro-
grams to help low-income renters.

The first change is designed to make Federal rental assistance
programs work well with the credit. Under the section 8 program,
a household must pay 30 percent of its monthly adjusted income
for rent. Under the voucher pi ogram _t household may elect to pay
more than 30 percent of its income from rent. Without a technical
correction, a section 8 or voucher household whose rent payment
rose above the housing credits rent cap, which is simply either 30
percent of 50 percent or 30 percent of 60 percent of median gross
income, depending upon how the unit was qualified, could not be
counted by an owner as occupying a unit eligible for the housing
credit.
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So our basic desire here is that as long as the unit is eligible for
owner section 8 and voucher assistance, we feel that it ought to beeligible for the credit assistance.

In the technical corrections bills introduced in the House and inthe Senate, all units occupied by households receiving Federal
rental 'assistance payments would be eligible for the credit. With
this chwe, an owner could charge the rent that is permitted
under HUD's rental assistance payment program rules and the
unit -would continue to be eligible for housing credits. The house-
hold would 'continue to participate in our assisted housing pro-
grams until 30 percent of its income equals the unit's gross rent inthe case of the section 8, or the payment standard in the case of
vouchers.

This technical correction would greatly simplify the use of the
housing credit with our Department's rental assistance programs

The second change is designed to assist in dealing with the pre-
payment problem, which has already been very extensively dis-
cussed by the two Senators and will also be discussed in rather full
detail by my colleague, Thoinas Demery, tomorrow, I believe.

The third criterion for waiver of the '10-year holding period re-
quirement the original statute, under circumstances of financial
distress, was proposed for elimination by. the technical correction
bills. Rather than eliminating it, we believe that the provision
should be modified so that it can allow for the extension of the
waiver authority to deal with prepayment. In fact, in testimony by
former Assistant Secretary Chapoton of Treasury before the Senate
Finance Committee, he indicated that the
sought to retain authority to waive this 10-year hol period re-
quirement when such a waiver is necessary to prevent federally as-
sisted and federally insured low-income building? from being con-
verted to serve non-low-income tenants. Specifically, we support
the language in the miscellaneous tax provisions of the House Om-
nibus reconciliation bill that would have permitted waivers to be
granted to section 221(dX3) and section 236 projects to prevent their
conversion to non4ow-income use.

Let me now turn, if I may, to analysis of the low-income housing
tax credit. HUD staff has analyzed the potential impacts of the
low-income housing tax credit on low-income housing. The basic
question has been: What rent would a unit have to receive in order
to earn an acceptable rate of return for its owner?

We essentially have come to the conclusion that the credit works
under three basic conditions, and if one or more of these conditions
is not satisfied, then the credit may not be sufficient to provide the
benefits necessary to induce developers and investors in low-income
housing. What are these three condit:-:nts?

The first condition is that the area is not one of high construc-
tion costs and low median income. The second one is that there are
no abnormally high risks associated with the project. And the third
one is that the passive loss limitations are not binding.

What do these mean? First, a situation in which you have anarea which is one of high construction costs and low median
income would be a situation where the credit would not be suffi-
cient to induce new construction or rehabilitation. The low median
income would mean that the rent can potentially would be too low.
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The condition of alaormaRy high rusk would mean that the de-
veloper/investor would have a very high discount rate, an abnor-
mally high discount rate, perhaps caused' by conditions of uncer-
tainty with respect to the economic situation or, uncertainty with
respect to tax provisions.

The third condition is the one of a binding passive loss con-
straint. If it is not possible for individuals to use the exemptions
that are provided under current law, or if corporations, who are
not basically subject to-the passive loss constraint, with certain ex-
ceptions, do not use the credit, then it, is difficult to use the bene-
fits that underlie the creditAt is too early, in our mind, however,
tv tell whether these-three conditions are in effect. And the''s why
we are carrying out to studies.

The first study is designed to actually track the use of the low-
inconie housing credit during its first two years. We are already
gathering data with assistance from the Urban Institute and the
National Council. of State Housing Agencies. We are ascertaining
what uses, of the credit occurred in 1987, and then we are going to
be monitoring in the middle of 1988 and toward the end of 1988 the
use of the credit in 1988.

So we will have another survey in the middle of the year and
then one January 1989. We will be pleased, of course, to share
the results othis.analysis with you.

The second HUD study will be a more formal process and out-
comes evaluation, and is designed to provide information on the
type of housing provided and households assisted during the first
two years of the low-income housing credit. It will also examine the
impact of the credit on the financial soundness of the project and
ownership arrangements.

All the information gathered in this study we are hoping would
be available next spring, and, of course, we will be very pleased to
share this infonaation with you.

There is a more extensive discussion of the evaluation in my pre-
pared testimony, and so let me just conclude my remarks here.

Thank you.
[The statement of Mr. MacRae follows:]
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Thank you for the opportunity to testify before this committee on a
matter of great importance to the Department of Housing and Urban
Development.

In my testimony today, I will explain why HUD considers the low income
housing credit to be especially relevant to the Department's mission. Then
I will discuss two minor but important changes which the. Administration is
seeking to enable the housing credit to work more harmoniously with current
housing policies and programs. My testimony will also review HUD's
analysis of the housing credit and describe two studies the Department is
undertaking to better assess hod well the credit is working.

THE ROLE OF THE HOUSING CREDIT IN HOUSING POLICY

Historically the tax system has provided substantial incentives for
investment in rental and owner-occupied hilisinp. Therefore, as the
legislative process which led up to the Tax Reform Act of 1986 began to
change some of the key tax rules applied to residential investment, HUD
followed these developments very closely to discern their likely impact on
hosing. Secretary Pierce set the Department's primary goal as ensuring
that the needs of low income renters would be adequately provided for.

It is for this reason that when congress added the low-income housing
credit to the Tax Reform Act of 198'. specifically to support low income
housing, HUD and the Administration recognized the value of this provision.
We worked closely with Congress to refine this approach sn that it has the
potential to be a cost effective means of supplying affordable rental
housing to meet the shelter needs of our nation's poor.

The resulting provision directly corresponds to the policy of this
Administration --

to assist as many low Income families within available resources and
focus on assisting those families with the most severe needs.

Throughout this Administration, these objectives have been supported by
using other cost effective approaches, such as the Housing Voucher program,
to increase the number of low income families assisted.

There is a good correspondence between the low income credit and the
Administration's Housing Voucher program. Like Housing Vouchers and other
federally assisted housing, the low income housing credit is specifically
designed to serve low income renters with incomes less than either 50 or 60
percent of median family income. Consistent with housing policy, the
housing credit recognizes the importance of preserving the existing stock
of Lousing by providing for both acquisition and rehabilitation of housing
for low income families. Currently discussions of housing policy are
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exploring the role that State governments should play in providing tcr the
housing needs of low income families. Under the procedures of the low
income housing credit, States determine which projects will receive the
credit and have broad powers in designing and implementing this allocation
process.

The housing credit could be a major new source of housing for low
income families. Depending upon demand by owners and developers and upon
how States choose to allocate the credits between new construction,
rehabilitation, or acquisition, the housing credit could support 75,000 to
200,000 low income housing unit per year. This availability of additional

housing choices complements the Housing Voucher and Section 8 programs
which make it-possible for low income families to afford decent hodsing.
The existence of these units increases the choices available to these
program participants. Historically, tax benefits have been a major
incentive for making more low income housing available. The ltr income
housing credit continues that traditional role but with clear emphasis on
low income housing.

The ability of housing vouchers to deal with the limited purchasing
power of'low income families, the affordability problem, also provides an
important complement to the housing credit. Housing Voucher and Section 8
recipients can occupy tax credit units. The support provided uy these
-programs can help very low income families, those with incomes
substantially below 50 percent of median income, to afford the restricted
rents in housing credit units.

In addition to its use with housing vouchers and Section 8
certificates, the credit could also be used to avert prepayment or defaults
on HUD assisted low income housing projects. The waiver provision
specifically recognizes the use of the credit to protect HUD's mortgage

insurance funds.

Let me note, however, before discussing possible minor changes to the
waiver provision, that the President's 1989 Budget provides direct on-
budget assistance tools, namely vouchers and Section 8 certificates, for
ongoing rent subsidies to low-income families in FHA-insured projects.
More specifically, a substantial amount of such assistance is proposed in
the President's 1989 Budget for households living in projects which (1)
prepay their mortgages; (2) default on their loans and go into assignment
or foreclosure; or (3) are sold or otherwise disposed of. The Congress has

supported these forms of assistance in the past to deal directly with any
tenants in danger of losing their Federal rental assistance.

The minor changes which I will now discuss will increase the
correspondence between the h.dsing credit and these HUD programs to help
low income renters.

CHANGES FOR CONSIDERATION AS TECHNICAL CORRECTIONS TO THE LON INCOME
HOUSING CREDIT

Since the passage of the Tax Reform Act of 1986, the Administration
has been working closely with Congressional staff on technical corrections
and regulations. Two technical corrections were proposed by the
Administration. One, removing a conflict between Section 8 and tax credit
rules, was incorporated into the technical corrections bills introduced in
the House and Senate in the last session. The other, extending eligibility
for a waiver under Section 42(d)(6) to projects eligible to prepay their
mortgages, was supported by D. Donaldson Chapoton, Treasury Deputy
Assistant Secretary for Tax Policy, in testimony July 22, 1987, before the
Senate Finance Subcommittee on Taxation and Debt Manaltnt and was
included among the miscellaneous tax provisions in the House Omnibus
Reconciliation bill. I would like to discuss both of these proposals
briefly since they have not yet been enacted into law.

Federal Rental Assistance Programs and the Tax Credit

Under the low-income housing credit as enacted by the Tax Reform Act
of 1986, to qualify for housing credits, a unit must be occupied by a
household with income below either 50 percent or 60 percent of area median
income (depending upon the targeting option selected by the owner)

[Section 42(g)]. Following initial occupancy, a household's income may
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increase to 140 percent of the qualifying income before its unit ceases to
qualify for housing credits. The unit mist also be rent-restricted: its
rent must not exceed 30 percent of the qualifying income. Section 8 and
comparable rental assistance payments are excluded from gross rent in
determining whether a unit meets the rent-restriction test: only the
household's contribution to rent counts in determining a unit's eligibility
for housing credits.

Under the Section 8 program, a household must .pay 30 percent of its
monthly adjusted income for rent (or alternatively, 10 percent of its
unadjusted income or the monthly portion of a welfare assistance payment
designated for rent). Under the voucher program, a household may elect to
pay more than 30 percent of its income for rent. These program features
can conflict with housing credit rules in the manner described below.

Without a technical correction, a Section 8 or voucher household whose
required contribution to rent under the rules of these programs rose above
the restricted rent cap could not be counted by an owner as occupying a
unit eligible for the housing credits. This problem could not arise tor a
Section 8 certificate holder at the time of initial occupancy, because the
household's income rust be below 50 percent of area median income to
qualify for rental assistance. However, as the household's income rises,
its required contribution to rent could exceed 30 percentof the housing
credit qualifying income, So that its unit could not be counted by the
owner for housing credits.

The problem of the household's contribution rent exceeding 30
percent of the housing credit qualifying income could arise for a voucher
household even at the time of initial occupancy. In the voucher program
there is no rent ceiling and the household can choose to contribute more
than 30 Percent of its income to rent. This problem could curtail the
choice of units available to voucher households. Even if the problem did
not arise at the time of initial occupancy, it could arise as the voucher

household's income increased, and its contribution to rent exceeded 30
percent of the qualifying income.

Recognizing this Problem, the Administration prepared an analysis and
recommendations for change which it discussed with Congressional staff. In
the technical corrections bill. introduced In the House and Senate, 411
units occupied by households rrceiving Federal rental assistance payments
would be eligihle for housing credits former S. 1350, Section 102(1)(11)1.
With this change, an owner could charge the rent that is permitted under
HUD's rental assistance payment program rules, and the unit would continue
to be eligible for housing credits. The household would continue to
Participate in our assisted housing programs until 30 percent of its income
equals the unit's gross rent (or the payment standard in the case of the
voucher program). This technical correction would greatly simplify use of
the housing credit with the Department's rental assistance programs.

This technical correction would also enhance the ability of housing
credits to assist low-income households. Housing credits increase the
availability of low-income housing by replacing the tax incentives formerly
provided to low-income rental housing, but they do not assure that this
housing is affordable by these households. Hany low-income households have
income far below 50 percent of area median income. For example, a
household with 30 percent of area median income would have to pay 50
percent of its incooe for a unit renting for 30 percent of 50 percent of
area median income and would have even more difficulty affording rents
keyed to 60 percent of area median income. Used together, housing credits
and Section 8 or vouchers address both availability and affordability
problems, enhancing the effectiveness of both.

Waiver for Projects Eligible to Prepay Their Mortgages

The second criterion for a waiver, "under other circumstances of
financial distress,' was proposed for elimination by the Technical
Corrections Act of 1987 (Section 102(11(7)1. The Administration opposed
the total deletion of authority to waive the 10-year holding period
requirement in circumstances other than those that involve the potential
assignment of a mortgage to a Federal agency or a claim against a Federal
mortgage insurance fund. Treasury Assistant Secretary Chapoton testified
on July 2', 1987, that the Treasury Department should retain authority to
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waive the 10-year holding period requirement in the limited circumstances
when such a waiver is necessary to prevent federally assisted and federally
insured low-income buildings from being converted to serve nonlow-income
tenants. Specifically, we support the language in the miscellaneous tax

provisions of the House Omnibus Reconciliation Bill which would have
permitted waivers tp.be-granted to Section 221(d)(3) and Section 236
projects to prevent their conversion to nonlow-income use. The
Administration would, of course, support similar treatmext for FmliA Section
515 projects likely to prepay.

The Administration believes that such a waiver criterion is lieeded to
support current housing programs and to reduce financial loss to the
Federal Government that occurs under certain circumstances when HUD-

assisted projects-become eligible to prepay their mortgages and terminate
low-income occupancy.

Under HUD's Section 221(d)(3) and Section 236 assisted housing
programs, the Federal Government provided interest reduction payments for
the construction and substantial rehabilitation of low-income housing
projects - -a one-time interest rate buydown to three percent in the case of
the Section 221(d)(3) program authorized in 1961, and nonthly payments to
mortgagees to reduce the mortgagor's interest rate to one percent in the
case of the Section 236 program authorized in 1968. Over 5,000 low-income
housing projects with about 600,000 units were federally financed or

insured under these programs, the bulk of which were completed in the late
1960s and early 1970s.

Under these programs, limited dividend owners (but not nonprofit
owners) are entitled to prepay their mortgages after 20 years without HUD
approval and are no longer obligated to provide housing to low-income
households. Two types of limited dividend projects are not entitled to
prepay after 20 years without HUD approval. Financially troubled projects
that have received flexible subsidy payments are required to observe low-
income occupancy requirements for at least the remaining term of the mort-
gage, even if the mortgage is prepaid. And projects receiving rent supple-
ments or rental assistance payments are also ineligible to prepay. Section
101 rent supplement payments and Section 236 rental assistance payments
(RAP) are forms of rental assistance payments sAlar to Section 8 under
which HUB pays a portion of the rent for qualified low-income households.
The term of the rent supplement or RAP contract between HUD and a project

owner was generally the term of the mortgage which had a maximum of 40
years. However, conversion of many rent supplement and RAP contracts to
Section 8 contracts had the effect of re.eoring the mortgage limit to 20
years. In most instances, an owner can opt out of a Section 8 contract at
5 year intervals, and the termination date for such a contract is indepen-
dent of the prepayment moratorium.

Providing a waiver in these circumstances would preserve the supply of
low-income housing that was provided at substantial Federal expense and
could obviate the need for costly new financial incentives to owners or
even more costly new construction programs. As you know, this is a matter
of considerable recent concern to both HUD and the Congress. My colleague,
70n Dowry, the Assistant Secretary for Housing and Federal dousing
Admini,trator, will discuss this problem in detail tomorrow.

Various incentives are being considered by HVi, the Congress, and
housing experts to encourage project owners who might prepay to retain
units in low-income occupancy. The low-income housing credit should be one
of these incentives. It is projects that are marginally capable of prepay-

ing and converting to market-rate occupancy that should be eligible for a
waiver free the 10-year placed-in-service rule, since purchasers of such
projects may find that housing credits provide sufficient incentive to
preserve rental units in low-income occupancy and so deter more costly
options for meeting low-income housing needs.

Therefore, we recommend that the Secretary of the Treasury have the
authority to grant a waiver to a Section 221(d)(3) or Section 236 project
that the Secretary of HUD has determined: (1) is eligible to prepay its
mortgage, (2) has been placed-in-service in the lust 10 years, and (3)
could charge market rents and, thus, would prepay. Furthermore, the
Secretary of HUD should include an estimate of the amount of credit
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necessary to avoid conversion. The waiier would be granted only to thoso
project owners who elect not to prepay their Section 221fd101 or Section
236 mortgage, and so remain subject to 4110's regulatory oversight.

If a waiver is granted in conformance with this process, receipt of
low-income housing credits would ;reserve the rental units that were built
with substantial Federal outlays in low-income occupancy in markets where
-low-income housing is needed.

HUD ANALYSIS OF THE LOW INCOME 'MUSING CROIT

HUD staff has analyzed the potential impacts of the low income hoasing
credit on now income housing. In these analyzes we have simulated the cash
flow of a project, including the cash received von sale of a project, to
determine whether or not investment in a project would be profitable. Oy

approaching the question in this manner, can determine under what
conditions, including various tax treatno. a project wouli be a good
investment. The basic question has been what rent would a unit have to
receive in order to earn an acceptable rate of return for its owner. in

particular, are the rents necessary to make the project a good investment
less than the rents allowed by the housing credit.

The analysis is quite flexible. For example, we have simulated
projects that cost 530,000 per unit to build all the way to projects that
cost as mut' as 5100,000 per unit to build. We have varied the rate of
return on t..e investment of the developer from a real rate of 6 per cent to

a real rate of 18 per cent. We have compared projects using no housing
credit, the 70 percent credit, the 30 perCent credit, various combinations
of the two credits, and the credit with tax exempt financing.

Our analysis finds, not surprisingly, that under certain conditions
the housing credit provides sufficient incentives to mate the building of
tow income housing profitable while under other circumstances the housing
credit is insufficient to do so. the analysis provides insights into the

conditions which favor or oppose successful use of the housing credit.

For example, under the assumptions that:

tae area is not one of high construction costs and low median
income,

there are no abnormally high risks associated with the project
and,

the passive loss limitations are not binding,

our analyses of the impact of th- low income housing credit on prototypical
low income housing projects show that the credit is sufficiently generous
to provide investors with a healthy rate of return. Investment in low

income housing will be encouraged.

if the above assumptions are not satisfied, the credit may not be
sufficient to make an otherwise unprofitable low income housing project
profitable for investors. If construction costs are relatively high and
median incomes are relatively low, the restricted rents will often not be
sufficient to provide a reasonable profit even when coupled with the bene-
fits of the credit for new construction. For areas with these two charac-
'aristics, the credit may still be useful for both acquisition and
rOlbilitation of low income housing. It will not however, provide
sufficient incentives to encourage new construction.

If there are abnormally high risks associated with a project, it may
be unworkable even with the benefits of the housing credit. To cover the

additional risks, investors would require a higher rate of return than

could be provided with the housing credit. These higher than normal risks
may be the result of any number of factors ranging from uncertainty over
the regulations governing the housing credit program all the way to

reluctance to believe that Congress will not change the rules in the future
to make the credit much less valuable. Under these circumstances, the
housing credit may not provide sufficient returns to cover the higher risks

to make the project attractive to investors.

7p



6

Finally, if the passive loss limitation is fully binding -- in the

sense that investors cannot use housing credits in the year that they are
earned, the rents needed to provide a reasonable rate of return Jra
investment may be higher than the restricted rents allowed in the law.
While this restriction may be severe in the case of individuals or
partnerships, it does not apply to corporate investors. Corporations are
not subject to passive loss limitations. As a consequence, low income
housing may now be a particularly value investment for corporations. We
are eager to see he quickly and how extensively corporations move into
investing in rental properties. While a significant level of corporate
investment may eventually occur, what may be needed in the short run is
simply to educate corporations on the benefits of the housing credit to
them.

These analyses indicate that the low income housing credit has the
potential to be a powerful incentive to provide low income housing, but
there are conditions under which it will not provide a sufficient stimulus.
We do not know the full extent of these unfavorable conditions. We also
know there will be a learning curve and that utilization of the housing
will be initially low under even favorable circumstance. How much
utilization will occur as time gees on is an empirical question. For this
reason HUD is initiating two major studies of the low income housing
credit.

HUD MONITORING OF THE LOW INCOME HOUSING CUNT

The Department of Housing and Urban revelooment has initiated a set of
studies to assess the early experience with the law 1 .come housing credit.
As noted earlier, HUD recognizes the importance of the housing credit both
to national housing policy in general and to the specific programs which
HUD administers_ For this reason, HUD believes that the Executive Branch
and Congress need to know how well the housing credit is achieving its
intended objectives, what modifications, if any, might make the housing
credit more effective, and whether the housing credit deserves to be ex-
tended as a significant Federal effort to provide for the housing needs of
low income families.

in addition to the in-house modeling which T have Just discussed,

HUD's evaluation efforts consist of two related studies, one on-going and
one in the process of being awarded.

The on-going study will track the utilization of the low income hous-
ing credit during its first two years to provide a general picture of how
widely the housing credit is being used and for what type of projects. For
this purpose, HUD has entered into a contract with the Urban Institute and
its subcontractor, the National Council o ate Housing Agencies, to
collect utilization data from the State a, .1es administering the housing
credit. The basic data shall include a few key items for all orojects
requesting housing credit allocations -- items, such as, size and location
of project, type of credit (new construction, substantial rehabilitation,
or acquisition of existing units), amount of credit, income election and
set-aside percentages, rents, type of financing, and the use o' other
Federal and State or local subsidies. This data compilation effort will
also involve assembling all of the State rules and procedures with updates
prepared in conjunction with their responsibilities as the housing credit
allocation mechanism.

The Urban Institute and the National Council of State Housing Agencies
will conduct this survey three times in the next year. The first survey,
currently underway, collects information on all requests for housing cred-
its received by each of the SO States in 1997. HUD anticipates having a
summary report available in June which we will be pleased to share with the
Congress. The second survey will occur in July 1988 and will cover all
State activity for the first six months of 1988. The third survey will
occur in January 1981 and will cover all activity for remainder of 1989.
Final reports from these surveys are expected in December 1988 and March
1989 respectively. Again we will pleased to share these findings with the
Congress.

The National Council of State Housing Agencies has played an
invaluable role in assisting HUD with this data collection effort by
convincing all State credit agencies to participate. Through its efforts,
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States are collecting more data than they might otherwise than done on
their own, and they are doing so using a uniform format that makes the data
collection both efficient and useful for program evaluation.

The second HUI study will be a formal process and outcomes evaluation.
The Department has planned the study recognizing that the Administration

and the Congress will have to decide in 1987 whether to continue the low
income housing credit beyond its initial three year authorization and, if
so, what modifications might be desirable.

This study will attempt to answer a number of questions relevant to
the reauthorization discussion. First, it will provide the best informa-
-ties possible on the type of hosing provided and households assisted
daring the first two years of the low income housing credit. An in-depth
survey of 200 to 300 approved projects will gather data on the actual nr
projected characteristics of residents of housing credit units, including
income, race, and elderly or family status. The survey will also report on
the physical characteristics of the units supported by the credit. For new
construction, this will include information on the size, location, level of
amenities, and competitiveness within the local housing market of the
projects. For rehabilitation, the data will cover the nature and extent of
the repairs and their impact on the project. For acquisi'.ion, the survey
will describe the type of orojects being acquired, the nature and extent of
any accompanying rehabilitation, and the impact .f the acquisition on the
residents. For all projects in the sample, the .urvey will examine the
impact of the credit on the financial soundness of the project and how
various ownership arrangements can take advantage of the housing credit.
An important issue is the extent to which the low-income housing credit was
essential for the constriction, rehabilitation, or acquisition of these
properties. Another important issue is whether, as used, the credit is
less expensive than other means of producing the same housing benefits.
Positive impacts of these projects nn their neighborhoods will be
examined.

In addition to the sample of 200-300 project, this study will include
a sample of 15 to 20 States to provide information on the administrative
issues associated with the credit. The survey will ask State officials and
other persnns concerned will the housing credit about their experiences in
the first two years to identify the particular strengths and weaknesses of
the approach taken in the legislation to allocate the limited credits
allowed. This State survey will also focur ra the use of the housing
credit with tax exempt financing.

Both the survey of States and the survey of protects will pay particu-
lar attention to the use of the credit with HO low income assistance
programs. This will include analysis of the use of housing vouchers and
Section 8 certificates by residents of housing credit units. It will also
include an examination of the use of the credit for acquisition of older
HUD assisted projects, especially those HUD has classified as 'troubled'.

HUD plans to award a research contract to conduct these surveys. The
necessary 'Request for Proposals' has been prepared and will be issued
shortly. HUD anticipates preliminary results will be available next Spring
in time for consideration daring discussion of reauthorization. HUD
looks forward to sharing this important information with the Congress.

As I have emphasized throughout this testimony, HUD believes that the
low income housing credit is an important element in the Nation's housing
policy. Rational development of housing policy requires reliable
information on the impact of this legislation. These studies represent a
serious and timely effort to provide that information.

COHCLUSI4N

On the basis of my testimony I would like to place three conclusions
before this Committee.

1. There is a good correspondence between low income housing credit
and national housing policy because it targets its benefits on
the low income pnoulation, those with incomes less than 50 or 60



percent of median income; it recognizes the importance of
Preserving the existing stock of housing; and it can be used in
conjunction with current Federal housing programs.

2. Analysis by HO indicates that credit can provide a powerful
incentive to provide low income housing but that there are
conditions under which it will not provide a sufcicieot stimulus.
We know there will be a ;earning curve and that utilization of
the housing credit will be initially low under even favorable
circumstances. How much ttilization will occur as time goes on
is an empirical question. For this reason HUD is initiating two
major studies of the income housing credit.

3. While the low income housing credit generally fits well with FWD
programs, there are two minor changes needed to make it fully
consistent with and supportive of current housing policies and
programs. These changes are:

Eliminate any inconsistency in rules between the credit and
Section 8 and housing voucher programs. The Tednical
Corrections Bill passed last year by both the Senate and the
House contained a provision which would achieve this
result.

Hake the waiver available at the recommendation of HUD for
Projects which are eligible to prepay their mortgages and
terminate participation in HUD's assisted housing programs.
The provision was included among the miscellaneous tax
provisions included in the House Omnibus Reconciliation
bill.
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Chairman RANGEL. Thank you. Mr. Clark, Administrator, Farm-
ers Home Administration.

STATEMENT OF VANCE L. CLARK, ADMINISTRATOR, FARMERS
ROME ADMINISTRATION, U.S. DEPARTMENT OF AGRICULTURE

Mr. CLARK. Thank you, Mr. Chairman. I welcome also this oppor-
tunity to appear before your subcommittee and to shake with this
committee the experience of- the Farmers Home Administration in
dealing with the problem that you in Congress have wrestled with
several times in recent yearshow to reserve the stock of federally
assisted housing for low-income tenants when it would be more
profitable_for the owners to convert that property to higher cost
rental units or condominiums.

Tax incentives, of course, are important to what we deliver in
the field, our housing programs to rural Americans. Of course, tax
incentives are under the exclusive jurisdiction of the Committee on
Ways and Means, and I am pleased that your letter of invitation
also requested discussion of the recently enacted housing bill as
well.

This new legislation, plus some longstanding authorities in exist-
ing statutes, and a proposal for rural housing vouchers in the
President's 1989 budget does present, I think, to you a picture of
the tools that we at Farmers Home Administration work with. I
am pleased that the Treasury representative has already presented
the administration views on H.R. 3663.

As you well know, Mr. Chairman, the FmHA of the Agricultural
Department is the credit agency for agriculture and for rural de-
velopment, providing direct and guaranteed loans for farm owner-
ship and production, for rural housing, for community -facilities
such as water and waste programs, and for business and industry.
Our housing programs include loans for ownership of single-family
homes as well as for rural rental housing.

Our rural rental housing program is carried out under the au-
thority of the Housing Act of 1949, section 515. And perhaps you
will recall that we make loans for 97 pernent of the development
costs- of projects and those projects are amortized over a 50-year
period. Rents are based on operating and maintenance costs, and
amortized payments. The note rate for our section 515 loans is cur-
rently 9.5 percent, and traditionally our agency has had two pro-
grams that allow us to reduce rents in a manner similar to HUD
section 8, one of them-being the interest credit program, which re-
duces the interest rate paid by a borrower to as low as 1 percent, so
as to reduce rents to 30 percent of the tenant's incomethat bene-
fit, of course, is passed on to the tenant. This has been a primary
method of matching rents with very low and low-income tenants
intended to benefit from our program. Two, the rental assistance
program, a further subsidy allowing us to reach even lower income
tenants who cannot afford to pay the minimum rent made possible
with interest credit assistance.

By the end of fiscal rear 1987 over 14,000 rural rental housing
projects, accounting for some 350,000-plus individual living units,
had been financed under the section 515 program. When that pro-
gram was instituted back in the early sixties, I believe, there was
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no restriction on the prepayment of-these loans. Many of the bor-
rowers were local people and small contractors who got into our
program to build units and generate an investment cash flow. In
the mid-1970's, however, the type of borrower began to change.
Syndications of limited partnerships began to get into the program
to take advantage of the tax laws. These were primarily in the
form. of accelerated depreciation. The bend Ls of these incentives
wereigenerally depleted within 7 to 10 years, kilter which borrowers
could find it financially advantageous to sell_ their projects.

In 1979 it becanie evident in some cases tenants were being dis-
placed from section 515 projects in sections of the country where
high growth rates were stimulating demands for housing. In re-
sponse, the CAmgress amended the law- to require .that new section
515' borrawers be obligated to maintain the use of the projects for
low- and moderate-income tenants for, a period of 15 to 20 years,
depending, on the type of loan. Since this applied only to new loans,
borrowera whose loans were made earlier remained free to prepay.
As a result, displacements continuedto be a problem.

Nationwide approximately half of the projects and almost half
the units out there were financed prior to the requirement, and
thus are not covered by use restrictions.

Prior to fiscal 1987 there was a strong demand for section 515
loans by limited partnerships which then syndicated the projects at
a value of approximately 25 percent of the loan amount. Projects
did snot need to have rental assistance associated with them in
order to be attractive to investors, although both interest credit
and rentn/ assistance were indeed factors in the location of the
projects.

The Tax Reform Act of 1986 eliminated, as you know, acceler-
ated depreciation tax benefits and replaced them with a tax credit.

During most of fiscal 1987 we saw a dramatic decrease in inves-
tor interest in the section 515 program. We-attributed this decline
to the act. Then- something happened and things began to change.
We believe that investors found that alternatives to housing invest-
ments were not as attractive as they might have first appeared. In
addition, the Congress shifted some $115 million in section 515 loan
funds to the rental assistance program, which led to creation of
some 10,000 rental assistance' units. The resulting combination ap-
pears to have rekindled investor interest and syndication has again
picked up. However, the benefits are now being marketed in the
range of 16 to 19 percent of the loan amount. The success of the
section 515 rural rental housing program in providing housing for
very low and low-income tenant appears to be dependent on inves-
tors obtaining the 4-percent tax credit and being able to assure a
high percentage of very low income tenants. Rental assistance en-
ables very low income individuals to afford rental housing in suffi-
cient numbers for owners to qualify for the tax benefits.

One clear indication: Prior to the Congress' action in shifting
funds from loans to rental assistance in fiscal 1987, we projected
that we would use less than 50 percent of the loan funds. After the
shift we had a dramatic increase in demand, resulting in the uses
of all the funds. For fiscal year 1988 the Congress also transferred
loan funds to rental assistance, and we predict that all of our sec-
tion 515 loan funds will be utilized.
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These changes, however, did not directly address the prepay-
ment /preservation issue, which has been addressed in a different
manner to some extent since the 1979 restrictions were enacted. In
October of 1986 the Congress placed a moratorium on prepayments
to provide time for a solution to be found. This moratorium has
been continued repeatedly with only short lapses up to now. Mean-
while, Farmers Home has eased the problem administratively
within the constraints in existing law.

As you know, last month the President signed into law new hous-
ing legislation which contained language affecting prepayment.
The provision imposes prepayment limitations on loans made prior
to December 21, 1979:- Farmers Home expects to have implement-
ing regulations in effect in April, and under those new regulations,
under the new law, if a borrower who is not subject to restrictive
use limitations expresses a wish to prepay, Farmers Home will
take the following action, one of them being to determine whether
the housing is needed for the low-income market in the area in
which it's located; we are going to determine whether or not that
property is needed, accept prepayment only if the borrower agrees
to maintain the housing for the low-income market for the remain-
der of the 15- or 20-year period based on the date of the loan.

We want to provide incentives to borrowers unwilling to make
the commitment which I jast mentioned. In exchange for incen-
tives the, :borrower must agree to maintain the housing for low-
income rentarpurposes for an additional twenty years. Those in-
centives would include interest subsidy, if none is currently avail-
able on the project; additional rental assistance for the project; an
increase in the allowable return on investment from the current 8
percent to 10 percent; a loan for equity of up to 90 percent of the
value of the project can be granted to the borrower or anyone who
purchased the project from the borrower, and would have unre-
stricted use of this equity loan which would be made under the
same subsidized conditions as other section 515 loansand this is
most important. Other than tax incentives, we see this as the only
incentive which will do the job of inducing borrowers to maintain
the housing for low-income people.

If a borrower refused to accept the incentives, he or she would be
required to offer for sale the project to an existing non-profit bor-
rower or a public agency at a fair market value. Farmers Nome
would authorize a transfer of existing loan and loan the full
amount of the equity plus the costs to the nonprofit purchaser to
accomplish that sale. The nonprofit corporation would have to
agree to maintain the project for low-income housing, for the re-
maining useful life. If no such offer were forthcoming or if the nec-
essary funds were not appropriated, we would have to accept the
prepayment. Displacement problems for tenants would occur al-
though they have been reduced sc-aewhat by regulations promul-
gated by Farmers Home in 1987.

Tenants must now receive a minimum of 6 months' notice under
our new regulations, rather than the previously mandated 30-day
notice, before they can be displaced.

Displaced tenants now receive priority for units in other FmHA
projects nationwide, rather than just locally, and receive this prior-
ity for a longer period of time.
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We also provide displaced tenants receiving rental assistance
With the opportunity to have it transferred to any other FmHA
project in -which they move. It goes with them.

Riese options in the new housing act were explicitly made sub-
ject to appropriations, and no funds, I would point out, have yet
been appropriated to do these things that we have in mind.

Finally, 'Mr. Chairman, I would note in closing that of the 21,000 -
plus units -assiSted by-the rural housing voucher program proposed
in the President's 1989 _budget, 1,200 of chose units would be ear-
marked' for &rallies displaced by prepayments in section 515
projects. That "think is the number we estimate that might be af-
fecW in prepayments in fiscal 1989.

That, Mr.- Chairni an, concludes my remarks.
[The statement of Mr. Clark follows:]

77



71

STATEMENT OF

VANCE L. CLARK
ADMINISTRATOR

FARMERS HOME ADMINISTRATION

BEFORE THE

COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SELECT REVENUE MEASURES

MARCH 2, 1988

Mr. Chairman, I welcome the opportunity to share with this Subcommittee
the experience of the Farmers Home Administration (FmHA) in dealing with a

problem which you in the Congress have wrestled with several times in recent
years: How to preserve the stock of Federally-assisted housing for low-income
tenants whin it would be more profitable for the owner to convert the property
to higher-cost rental units or condominiums.

In my testimony, I will discuss the issue of tax incentives which of
course are under the exclusive jurisdiction of the Committee on Ways and
Means. I am pleased that your letter of invitation also requested discussion
of the recently enacted housing law. This new legislation, plus some long-
standing authorities in existing statute and a proposal for rural housing
vouchers in the President's FY 1989 budget, will give you the total picture of
the tools we have to work with. I should also point out, however, that the
Treasury Department will present the Administration's views on HR 3663.

By way of background, FmNA is the Agriculture Department's credit agency
for agriculture and rural development, providing direct or guaranteed loans
for farm ownership and production, rural housing, community facilities such as
water and waste disposal systems, and business and industry. Our housing
programs include loans for ownership of single-family homes, and for rural
rental housing.

Our rural rental housing program is carried out under the authority of
section 515 of the Housing Act of 1949. Loans are made for 97 perce.'t of the
development cost of the project and are amortized over 50 years. Rents are
based on operating and maintenance cost and amortized payments. The ncte rate
for 515 loans is currently 9.5 percent. Traditionally, the agency has lad two
programs that allow us to reduce rents in a manner similar to HUD section 8:

-- The interest credit (IC) program, /bleb reduces the interest rate
paid by borrowers to as low as 1 percent so as to reduce rents to 30 perce:
of tenants' income; this benefit must be passed on to the tenant. This has
been the primary method of matching rents with very low and low income tenants
intended to benefit from the program.

-- The rental assistance (RA) program, a further subsidy allowing us to
reach even lower income tenants who cannot afford to pay the minimum rent made
possible with interest credit assistance.

By the end of fiscal year 1987, 14,307 rural rental housing projects

accounting for 357,675 individual living units, had been financed under the
515 program. When the program was instituted, there was ne restriction on
prepayment of these loans. Many of the borrowers were local people and small
contractors who got into the program to build units and generate cash flow.
In the mid-70s, however, the type of borrower began to change. Syndications
of limited partnerships began to get into the program to take advantage of the
tax laws. These were primarily in the form of accelerated depreciation. The
benefits of these incentives were generally depleted within 7 to 10 years,
after which borrowers would find it financially advantageous to sell their
projects.
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In 1979, it was recognized that in some cases tenants were being
displaced from 515 projects in sections of the country where high growth rates
were stimulating demand for housing. In response, the Congress amended the
law to require that new section 515 Lorrowers be obligated to maintain the use
of the project for low and moderate income tenants for a period of 15 to 20
years, depending on the type of loan. Since this applied only to new loans,
borrowers whose loans were made earlier remained free to prepay. As a result,
displacements continued to be a t-oblem. Nationwide, approximately half of
the projects and almost half the units were financed prior to the requirement
and thus are not r ,ered by use restrictions.

Prior to fist.' year 1987, there was strong demand for 515 loans by
limited partnerships which then syndicated the projects at a value of
approximately 25 percent of the loan amount. Projects did not need to have
rental assistance associated with them in order to be attractive to investors,
although both interest credit and rental assistance were factors in the
location of a project.

The Tax Reform Act of 1986 eliminated accelerated depreciation tax
benefits and replaced them with a tax credit.

During most of fiscal year :987 we saw a dramatic decrease in investor
interest in the 515 program; we attributed this decline to the Act. Then
something happened and things began to change. We believe that investors
found that alternatives to housing investments were not as attractive as they
might have appeared. In addition, the Congress shifted $115 million in 515
loan funds to the rental assistance program, which led to creation of 10,000
rental assistance units. The resulting combination appears to have rekindled
investor interest and syndication has picked up. However, the benefits are
now being marketed in the range of 16-19 percent of the loan amount. The
success of the 515 rural rental housing program in providing housing for very
low and low income tenants appears to be dependent on investors' obtaining the
4 percent tax credit and being able to assure a high percentage of very low
income tenants. Rental assistance enables very low incom, individuals to
afford rental housing in sufficient numbers for owners to qualify for the tax
benefits.

One clear indication: Prior to the Congress' action in shifting funds
from loans to rental assistan:e in fiscal year 1987, we projected that we
would use less than 50 percent of the loan funds. After the shift, we had a
dramatic increase in demand resulting in the use of all funds. For fiscal
year 1988, the Congress also transferred loan funds to rental assistance, and
we predict that all Section 515 loan funds will be used.

These changes, however, did not directly address the
prepayment/preservation issue, which has been addressed in a different manner
to some extent since the 1979 restrictions were enacted. In October of 1986,
the Congress placed a moratorium on prepayments to provide time for a solution
to be found. This moratorium has been continued repeatedly, with only short
lapses, up to now. Meanwhile, FmHA has cased the problem administratively
within the constraints in existing law.

On February 5, 1988, the President signed into law new housing
legislation which contained language affecting prepayment. The provision
imposes prepayment limitations on loans made prior to December 21, 1979. FmHA
expects to have implementing regulations in effect in April. Under the new
law, if a borrower who is not subject to restrictive-use limitations expresses
the wish to prepay, rmHA will take the following steps:

--Determine whether the housing is needed for the low income market in
the area in which it is located.

-- If the property is needed, accept prepayment only if the borrower
agrees to maintain the housing for the low income market for the remainder of
a 15 or 20-year period based on the date of the loan.
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--Provide incentives to borrowers unwilling to make the commitment which
I just mentioned. In exchange for the incentives, the borrower must agree to
maintain the housing for low income rental purposes for an additional 20
years. Such incentives include:

* Interest subsidj, if none is currently available to the project.

*. Additional rental assistance for the project.

* An increase in the allowable return on investment from the current
8 percent to 10 percent.

* A loan for equity of up to 90 percent of the value of the project.
The borrower, or anyone who purchased ,.he project from the borrower, would

have unrestricted use of this equity loan which would be made under the same
subsidized conditions as the other section 515 loans. This is most important.
Other than tax incentives, we see this as the only incentive which will do the
job of inducing borrowers to maintain the housing for low income people.

If the borrower refused to accept the incentives, he or she would be
required to offer to sell the project to an existing non-profit borrower or
public agency at a fair market value. FmlIA would authorize a transfer of the
existing loan and let.: the full amount of the equity plus the costs tf. the
non-profit purchaser to accomplish the sale. The non-profit corporation would
have to agree to maintain the housing in the program for its remaining useful
life. If no such aft: were forthcomi4g, or if the necessary funds were not
appropriated, we would ho.va accept the prepayment. Displacement problems
for tenants would occur although they )ave been reduced somewhat by
mule:ions promulgated by FnHA in 19P7 which provide that:

* Tenants must now receive a minimum of 6-months notice, rather than the
previously mandated 30-days notice, prior to the displacement.

* Displaced tenants now receive priority for units in FmHA projects
nationwide rather than'locally and receive this priority for a longer time
period.

* Displaced tenants receiving rental assistance can have it transferred
to any other FadIA project to which they move.

These options in the new housing act were explicitly made subject to
appropriations, and no funds have yet been appropriated.

In addition, I should note that of the 21,100 units assisted by the
rural housing voucher program proposed in the President's FY '89 Budget, 1,200
would be earmarked for families displacei by prepayments in Section 515
projects. This is the number we estimate may be affected by prepayments in FY
'89.

With that, Hr. Chairman, I conclude my prepared testimony and will be
pleased to receive your questions. 'rank you.
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Chairman RANGEL. Thank you, Mr. Clark. Mr. MacRae, in look-
is.,g over the tax credit, do you believe that this is good housing
policy, that it could be part of a good HUD policy, to incorporate it
mto whatever you have over in your hc-;0?

Mr. MACRAE: I think the tax cream, complements very well our
housing policy. The tax credit is focused in terms of eligibility:
households have to be less than either 50 percent of area median
income, or 60 percent of area median income; our housing policy
with respect to vouchers and certificates say they have to be less

70 than 50 percent of area median income. The tax credit has a rent
51 cap on it. Rent will not be paid higher than 30 percent ot qualify-

', ing income. It corresponds to the basic mechanism of affordability
by which our section 8 certificate payments are calculated-and our
voucher paYmerits are calculated.

Chairman RANGEL. So you don't see this as in conflict with your
voucher program but really as a complement.

Mr. MACRAE. Absolutely, they deanitely complement one an-
other.

Chairman RANGEL. And I gather that HUD is willing to work
with Treasury to think, of additionalI don't want to use the word
"subsidies"but incent-aes to make certain that the credits can
work?

Mr. MACRAE. Well, indeed, we have always worked together. We
worked together in the development of the credit with members of
your committee and, of course, the Senate Finance Committee. At
this point we feel that all that is needed are the particular techni-
cal corrections and changes with respect to the omnibus bill. The
story is yet to,be told regarding the longer term success or ultimate
problems that may result with the tax credit. At this point we
would not propose any other changes than the ones I

point
de-

scribed.
Chairman RANGEL. But you mention in your testimony that the

credit may not work in areas that have very high construction
costs, and I come from one of those areas. Is HUD prepared to
make housing suggestions as to how it can work, or do you have to
get an okay fromwell, is HUD prepared to make any suggestions
as to when you find extremely high construction costs, what do you
do?

Mr. MACRAE. What we do, of course, is we look at the total
supply of housing, not just necessarily the supply that would be
coming forth from new construction. And we have to look at the
particular market case. As a nation as a whole we do not have a
problem of housing availability. Right now we have average vacan-
cy rates on the order of about 7Y2 percent, and vacancy rates at the
rent level of about 9 percent.

Chairman RANGEL. Mr. MacRae, I knowI've heard the Secre-
tary say about housing for the homeless, that if only they could
move to the areas where the housing is locatedand I don't have
any problem in suggesting to my homeless constituents to move to
Wyoming and Utahif you think it makes sense, I'm not arguing
with you.

What I am saying, for those who want to stay in the general area
where they were born and raised, and for those who are in there
without any housingand we are trying to build housing thereit
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doesn't help to tell us where we have housing in some other part of
the country. Could you help us to meet those higher construction
costs with some suggestions that make sense and complement your
restricted resources m terms of housing programs?

Mr. MAcRAE. Well, we do feel that the primary source of support
that is coming forth right now is through our llousing voucher r
gram, and that is designed to provide affordable housing for sr
even where there are high construction costs or low mu
income.

Chairman RANGEL. Okay. And, Treasury, you know that a lot of
HUD mortgages expire, as you said in your testimony, the 20 years
are up, the prepayment clauses obligations are overdo you have
any idea how we can keep these houses in moderate income on-the
market rather than having them converted for market-value rents?

Mr. STEUERLE. Mr. Chairman, I don't think that the Tax Code is
going to be the major mechanism by which we are going to solve
this problem. We have supported a technical correction to the tax
credit that would deal with the conversion situation, especially
where there was some threat to the Federal housing funds through
HUD, Farmers Home Administration, or FHA. One point I'd also
like to make in this example, though, is that when we are spend-
ing, say, a thousand dollars of subsidy for housing, we want to
make clear that we are getting the most bang per buck. It's not
always clear that preventing a conversion is necessarily the most
efficient way of spending this money. For instance, if it would only
cost $1,000 to prevent a conversion, it's not clear we would want to
provide a tax credit of $10,000 to prevent that conversion, the extra
$9,000 would then be lost to targeted housing assistance we may
have elsewhere.

So, yes, we are going to work to try to allow conversion situa-
tions to be eligible for the credit. However, again, that does not
mean that we think that all conversion situations should receive
the credit and deter other uses of the credit for more worthwhile
projects.

Chairman RANGEL. Do you find that same relationship with the
mortgage interest deduction for taxpayers, that that is putting
more housing on line as a result of it? I mean, do you support the
mortgage interest deduction?

Mr. STEUERLE. Yes, we support the mortgage interest deduction,
that's correct.

Chairman RANGEL. And are the losses there substantial? I mean,
.do you really think you are getting your bang for the buck, as you
said, with that category of taxpayers?

Mr. STEUERLE. Well, there are several problems in this area. One
is that the real tax benefit for home ownership is due to equity
ownership of the home. The benefit is not necessarily due to the
interest deduction. The person who takes the interest deduction
has a corresponding lender who is getting an interest receipt; that
does not necessarily lose revenues to the Treasury. What loses rev-
enues is the fact that the housing itself provides an imputed rental
value, in economic terms. Generally, in the Tax Code, we do not try
to tax imputed rent. The more one would go after limiting, interest
deductions, including those of low-income individuals, the more one
would provide a tax break for people who owned their houses out-
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right but not fcr those who had to borrow to buy houses. And we
would not favor that type of discrimination.

Chairman RANGEL. Are you working with HUD in trying to see
how we can come up with a combined program that would take
their limited resources with whatever tax incentives we can to
make certain this program works?

Mr. STEIJERLE Yes, we are, Mr. Chairman. Again, as we say, we
want to examine this credit very closely to see whether this type of
Supply subsidy can work as a complement to existing programs. We
do have some concerns aoout the efficiency of this particular type
of supply subsidy. For instance, we worry about the fact that this

of subsidy is restricted as to the housing individuals can -use.
e credit doesn't give individuals the ability to more freely decide

what housing they need. For instance, if they would like to have
housing closer to their job or housing closer to a family that might
be providing childcare assistance may not be feasible if only cer-
tain housing receives a subsidy. That's the reason we tend to favor
the housing voucher approach that HUD supports. We think the
housing voucher gives more freedom to individuals to choose more
efficient housing.

Sc we are trying to see how this credit can complement the hous-
ing voucher program.

Chairman RANGEL. We've had a tremendous delay in getting this
program started. A lot had to do with the States and some had to
do with Treasury getting the regulations, but do you believe the
fact that we only have 2 years remaining on the program might
restrict the number of developers that would be interested in it? In
other words, do you think it might make more sense to extend the
program so that we can get an accurate assessment as to whether
or not it is working?

Mr. STEUERLE. Mr. Rangel, I really don't think that's the princi-
pal problem in terms of getting the program started. I think the
principal problems are those you identified. It's a new program and
in many cases it mist involve a totally different class of investors
than we had for former tax breaks. There are a lot of individuals
involvedsyndicators, developers, housing officials. That, by the
way, is one of the costs of using this type of mechanism: we are
losing some of those funds that could go to individuals, by having
so many people having to be involved and plan this. Nonetheless,
in the initial stages of any new program, we and up having these
types of delays.

As far as housing that would be eligible for the credit, we expect
that it would be eligible for the full 10 years of the credit, even
though the question of whether new housing would be eligible in
1991 or beyond is still open to question. So we don't think that
questionwhether we have a credit for 1991 for housing developed
after 1991is really a major impediment.

But the other issues that you raised, indeed, are problems chat
we are trying to resolve. We are trying to get out the regulations to
make it easier for people to use the credit so we can test to see
whether the program is working.

Chairman RANGEL. None of you believe that there is anything
that we would have to do in this session of Congress to make cer-
tain that the laws would apply after-the end of the year, or for a
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new administrationwe are pretty secure in the law; I mean, we
don't need to do any additional?

Mr. STEUERLE. Well, we do support a number of technical correc-
tions, Mr. Chairman.

Chairman RANGEL. I know.
Mr. STEingsix. In fact, I think you made a very imaginative sug-

gestion in your remarks, for instance, as to changing in a revenue -
neutral: fashion -the time period_in which one is able to claim eligi-
bility for:the credit, that is, allowing some carry-forward to future
years. We believe changes like that could enhance the administra-
bility of the credit.

Chairman RANGE!. Well, we hope that the three of you would be
available to work with teams to see how we can make certain that
existing law really works, notwithstanding whether we like it ornotit the law of the 'land, and it is really the only thing that
we have going for us for low- and moderate-income housing. And I
would appreciate whatever cooperation you can give.

Mr. Duncan?
Mr. DUNCAN. Thank you, Mr. Chairman. I have no particular

question other` than to thank the panelI think it's one of the
better panels that we've had. And I think the subject is one of the
most important ones' that we have. And I also compliment you, Mr.
Chairman I- don't know of anyone that's taken more interest in
seeing that people are -in decent, livable housing than you have in
this entire Congress, and I hope that we can do something, as soon
as possible. I know-that we have some constraints on revenues, or
whether or not we open the Tax Code further-But I know the tax
incentives have been helpful, from my vantage point. And the
reason- I dropped inI'm an ex officio Member of this committee,
but I'm always pleased to be here with you, Mr. Chairman.

Thank you.
Chairman RANGEL. Mr. Duncan, you have really been a great

supporter and provided the leadership to make certain '7 at this
never even appears to be a partisan issue, and we couldn't even
have reached the limited successes we had if it wasn't for youand
I want to thank you publicly.

Ir. Stark?
Mr. STARK. I apologize, Mr. Chairman, for being late. But I am

curiousI noticed in- Mr. Clark's testimony you have -aggestions
for solving the problem of what happens when a mortgage expires,
or there is prepayment, to make sure we don't diminish the stock
of housing units available. That's kind of a hidden cost, I think. I
noticed that after units that have come to 1.1:ke end of their 20-year
string in my district, suddenly we are back here asking for vouch-
ers, which is a cost we didn't anticipate when we analyzed what we
were going to do 20 years ago. And I am concerned about what will
happen prospectively on- any new fix, to put it in. And I am just
wonderingI believe, Mr. Steuerle, in other are^e, such as tax in-
centives for conservation and scenic and historic things, we put an
easement that runs in perpetuity on Eirovx,rty as a requirement for
the tax incentive, is that not correct?

Mr. STEUERLE. That is correct.
Mr. STARK. Or for credit for historic rehab, you have to put an

easement on a piece of property that you will leave the facade, or
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whatever it is that's historic, in place in perpetuity, isn't that cor-
rect?

Mr. STEUERLE. That's correct. Part of that is for administrative

WSTARK. Why, then, wouldn't it be a good idea and I would
ask each member of the paneljust for us to do that: say, all right,
we'll extend the credit, or whatever incentive is necessary, but
then let's ask for a perpetual easement, that this property be dedi-
cated to low-income housing. There could be escape valvesHUD is
asking for some now under the present program. And the property
could, if the owners didn't want to keep, be sold to a State housing
agency or.a nonprofit group at the end of the timebut you put in
an easement. And wouldn't-that solve the problem, Mr. Clark, that
you are trying to get at in your testimony?

Mr. CLARK. I'm sitting here thinking as an investor. I think I
would find that, rather discouraging. I'm not sure I'd want to get
into a program with that perpetual cloud hanging over you.

Mr. STARK. Wouldn't that be ed 'rely dependent on your return,
on your investment return?

Mr. CLARK. Yes, but I'm not sure that would be incentive enough
for me to do that.

Mr.. STARK. Well, when you make an investment, you think of a
rate of return, don't you? An internal rate of return or a current
cash flow. And you have an objective in mind, 10, 12, 30 percent.
Do you really Care?

You know, if you invest in oil, that's going to disappear some
time. You really look at either your cash flow orall I'm suggest-
in .is you take that into account on any investment you make.

So if the incentives are there, are high enough, as an investor,
unless you get very emotional about handing down a piece of land
for 18 generations like a grant from the crown, but other than
that, I suspect that most sophisticated investors learn not to fall in
love with any particular investment.

I cuggest that maybe this takes a lot of this discussion off the
table. We do it in other areas. A lot of farmers swap farms, but
the '11 put a conservation easement on and give ie. to Ducks Unlim-
ited, for example, and they still farm grain, and it doesn't affect
the value of the farms.

And I just wond what do you think, Mr. MacRae, how would
this fit in with your program?

Mr. MACRAE. I think there's certainly the point that what an in-
vestor really does look at is the return. And the vast majority of
any return comes well befoh: perpetuity. And I guess I don't dare
quote John Maynard Keynes, "in the long run we re all dead".

But the real question is whether there would be a matching of
benefits over the life of that project to match the restraint.

A concern is that if you give all the benefits up front, or over a
period of time, and then there are no future benefits, the natural
inclination of the investor is not to maintain his property.

And even though it may still be available for low income use, it
may not be the suitable, available type of housing that we would
want.

What we have proposed in terms of extending the waiver berefit
to deal with prepayments is to allow this credit, which is a finite
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term with benefits spread over 10 years and which has a finite re-
quirement that the housing be maintained for low-income families
over 15-ycors, to be used for prepayments.

Ahd let ne say that we're very concerned, and we think we can
deal with the problem, of having a wasteful level of benefits.

In Our own minds, we divide prepayments into three classes:
Those that are going to prepay no matter what. They're in a situa-
tion where the market xate situation means that the tax credit will
not induce them not to prepay.

Those that will not prepay because the market rate situation is
not such that it would be attractive to prepay. For both of those
two classes, you don't want to use the credit. It's either not good
enough, or you're not going to.spend the resources wisely.

The proper level of using the credit for a waiver would be those
that-but for the credit would prepay. So we think that the way it
should be implemented were

Mr. STARK. How about prospectively, though, to prevent this
problem from coming up 20 years from now and saddling our heirs
with-the problem of the one we're facing now? Why don't we just
crank it into existing law?.

The example you cite of someone who has got 5 years to go, and
you say they may not maintain it. I doubt whether; if they know
they're going:to _put a parking lot where this low income housing
is, whether they're going to be any more constrained to maintain
the housing in the last 5 years of its existence if it's under an ease-
ment that requires it stay as housing, or whether they're going
to tear it down.

I think that if there aren't reasons enough for the landlord to
maintain the property, and they know that there is a cutoff point
somewhere down the line, that that decision cuts both ways.

But that decision, as you say, we do it. There are all kinds of
easements on properties, It isn't as if it's a scarlet letter stamped
on the property's deed forever.

But I am suggesting that it i.uts the responsibility on somebody
to come back to you at HUD, or to the local housing authority, or
the Farmer's- Home Authority, and say, we can prove to you we
don't need this property any more for low-income housing.

We put the restrictions in, but as long as they've got to take the
initiative and come back to you and take that housing stock out of
the market.

And I like having the that serve, that's all. And I think if we're
going to give the credit, let's lack in that provision up front.

We may have to raise the credit enough to get Mr. Clark to
invest to make it an attractive investment form. But I'm saying,
that Sure solves the problem that somebody created 20 years ago,
and we're here debating it today.

If they'd done this 20 years ago, our problem would be solved
today. And I hope you'll consider that.

Because I think, carefully drafted, it wouldn't prevent the pro-
gram from working, and might be a good protection for the future.

Mr. Steuerle?
Mr. STEUERLE. Mr. Stark, if I might suggest, if you want to keep

this housing and low-income housing longer, it seems to me that In
fact what you want to do is make the rate of payment more propor-
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tional to the benefits that are being given to low-income individ-
uals.

In some sense that's what a housing voucher program does, al-
though a housing voucher also gives you a -little more flexibility,
because it also says that if this housing, for instance, becomes very
valuable, if the land under it is very valuable, that maybe we don't
want to spend that amount of money maintaining what is now
high value property, but switch over to low value property.

Mr. STARK. No problem. But then somebody has to come back
and prove it to Mr. MacRae. And they have to show, and Mr.
MacRae has to really be sure that he's going to get housing units
that go to lOw income to replace the ones that are being taken out
of the market.

And all -I'm saying is, you put the burden of proof on the iand-
owlier. And in the absence of showing where that, satisfying who-
eirer is responsible, thr . the low income housing is going to be pro-
duced, you just have an easier enforcement job. And that's all I'm
suggesting.

I happen to think that something like the 235 program was
super. I liked that even better than the vouchers. But that seems to
have disappeared somewhere down the line.

I'd like you gentlemen to think on that awhile, and see whether
it really wouldn't be a lot simpler than all the restrictions Mr.
Clark has suggested and what Treasury has suggested, and just

,say, look, raise the incentive high enough.
But you go into the program, and you consider it there perma-

nently. You have to prove that it's in the public interest to remove
the easement. It might be a lot simpler 20 years from now.

Mr. MACRAE. We will of course be delighted to consider that.
And I know my colleague Tom Demery shares all of our concerns
on prepayment.

I would only say, the credit itself potentially right now is very
attractive, save but for the passive loss limitations, which tend to
limit its us,: except for corporations and individuals who qualify for
it.

So there's always a dilemma when you start to crank up that
credit, more and raw- a to try and deal with what is really a long
term problem.

I share your concern, but we must look at, the tradeoffs.
Mr. STARK. Well, we can always trade a little. There's always

room for negotiation, Mr. MacRae.
Thank you very much. Thank you, Mr. Chairman.
Chairman RANGEL. Mr. Coyne?
Mr. Coym. No questions, Mr. Chairman.
Chairman RANGEL. To follow through on what Mr. Stark was

saying, I recognize that the three of youand especially HUD and
Treasuryare restricted by the existing policies of the administra-
tion.

But it could be helpful, assuming that your tenure expires at the
end of the year, if you could give us your professional ideas without
being encumbered by Democratic, Republican, liberal conserva-
tive views, as to what could provide the maximum amount of shel-
ter for lower income people, and then maybe next year we'll be in
a better position to wrestle with the political problem.
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So I do hope that you would feel free professionally to do that
without doing violence to your loyalty to, in your case, Mr.
MacRae, whomever and whatever.

But I ,thank you for your input as to- existing law, and look for-
ward to your support in trying to make this existing law as success-
ful as possible in getting the manimum benefits from it.

And I thank you, Mr. Clark, for your input.
Mr. MAcRAE. Thank you, Mr. Chairman
Chairman RANGEL. Look forward to working with yJu.
Mr._ MAcRta. May I say, personally, we've had an excellent op-

portunity to work with you and with your staff. And we look very
much forward to continuing that int,eraction that we've had in the
past.

Chairman RANGEL. The staff is so advised. And I really appreci-
ate their support, even though you opposed the concept. You still
worked with us. And I hope to be working with you this year as
well as next year.

Mr. MACRAE. Thank you.
Chairman RANGEL. The next panel is the Association of Local

Housing Finance Agenciea, Kenneth Johnson, director, of the city
of St. Paul, Department of Planning and Economic Development;
the National Council of State Housing Agencieq, Executive Director
Terrence- Duvernay, Michigan State Housing, and of course, from
the city of New York, our new commissioner, Abraham Biderman,
who is the commissioner of housing, preservation and development,
and he'll be with James Yasser, who is the president of the New
York Housing Development Corp.

Now, most of you know that if there is no objection from the
committee, your entire prepared statements will be entered into
the record, and you should feel free to just highlight it so we could
reserve most of the time for the questions from you.

And the Chair hearing no objections, so ordered. And we will
start with Mr. Johnson.

STATEMENT OF KENNETH It JOHNSON, IMMEDIATE PAST PRESI-
DENT ASSOCIATION OF LOCAL HOUSING FINANCE AGENCIES,
AND DIRECTOR, DEPARTMENT OF PLANNING AND ECONOMIC
DEVELOPMENT, CITY OF ST. PAUL, MINN.

Mr. KENNETri JoliNsom. Mr. Chairman, end members, on behalf
of the Association of Local Housing Finance Agencies, known as
ALHFA, I appreciate the opportunity to appear befit a you today,
and to discuss the low i come housing tax credit as instrument
of Federal housing policy.

As the Chair indicated, my name is Ken Johnson. I am the direc-
tor of the department of planning and economic development for
the city of St. Paul, Minn., and I am here today as immediate, past
president of our Association of Local Housing Finance Agencies.

By way of background, Mr. Chairman, ALHFA is a nonprofit na-
tional association of professionals in the field of affordable -housing
finance, Our 133 member agencies are city and county government
agencies, mainly in urban ateas, which finance home ownership
and rental ha .g opportunities for low and moderate income per-
sons.

88
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At the outset, Mr. Chairman, I want to commend you for holding
these hearings focusing on policy issues and constraints with re-
spect to the low-income housing tax credit. As you no doubt
learned, despite your best efforts to insure that adequate tax incen-
tives to stimulate meaningful production of new rental housing for
low- and moderate-income persons remained after Congress passed
the 1986 tax act.

In -our judgment that has not been, nor is it now the case. The
reasons why, and what can be done, are points I want to develop in
my testimony.

Before doing so, however, there is a separate but related issue
before the Congress on .which I want to comment today, which in-
volves a tool used by local and State housing finance agencies to
meet affordabLi housing needs, and that tool is the mortgage reve-
nue bond program.

Current authority to issue tax exempt mortgage revenue bonds,
the proceeds of which are used to make mortgages to first time
horriebuyers, expires December 31, 1988.

H.R. 2640, introduced by Representative Donnelly and cospon-
sored by -you, Mr. Chairman, and 205 of your Housecolleagues, is
now pending before the Ways and Means Committee.

I-want to use this opportunity to strongly encourage its prompt
consideration and approval by the committee, and by the full Con-
gress, during this session.

Owning one's own home has long been characterized as the
American dream, but that dream, however, has become more elu-
sive for-many potential homebuyers today, first time homebuyers,
unable to qnalify for conventional mortgage assistance.

A sharply targeted program like the mortgage revenue bond pro-
gram, to those below a certain income limit, and for homes up to a
maximum purchase price limit, can make a difference in housing
affordability for those first time homebuyers throughout the
Nation, Mr. Chairman.

Issuance of MRBs is a legitimate public purpose, and a policy
tool of the Congress. And we urge its continuance and enactment
or continuance.

I would like to shift my attention now to the low-income housing
tax credit. Conceptually, we agree with the previous speakers rep-
resenting the Federal agencies that the credit represents a legiti-
mate use of the Federal Tax Code to stimulate investment in an
activity which otherwise would attract little if any interest from in-
vestors.

The reason for this is that targeted rental housing projects are
not an economic investment, and must rely on other factors, such
as tax benefits.

In addition, the type of project to be assisted, one which contains
a certain percentage of units set aside for low income personsas
the chairman knows, 20 percent at 50 percent of median, or 40 per-
cent at 60 percent of median, incomeis also conceptually proper
Federal housing policy.

This is so because it targets assistance to low income persons,
and it also allows us to reflect on the lc sans we learned from pre-
vious Federal housing programs, one of which is that mixed income
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projects promoted a positive housing environment, and a housing
attitude.

But while the low income housing tax credit program is fine in
concept, we differ from the previous speakers representing the Fed-
eral agencies, from our experience in the field, in that the credit
suffers from serious shortcomings which impair its full utilization
as the Congress we believe intended.

The credit, even with tax exempt bond financing, Mr. Chairman,
is of insufficient value to the private sector to stimulate new rental
housing production in the absence of additional subsidy.

That is, it is generally not possible to do the targeting required,
targeting which ALHFA supports, using only the tax credit and tax
exempt financing. Projects simply don't pencil out, and the rate of
return to the investors-isn't there.

To digress for a moment, Mr. Chairman, if 7 or 8 percent rate of
return for investors is the kind of rate of return that is produced
by this credit, which is the case for most projects today as the
credit currently stands, an investor is far better off -taking no real
estate risk and investing in a certificate of deposit in the federally
insured institutions as provided by this Congress.

This experience with credit is in sharp contrast to the success of
local housing finance agencies previously in stimulating production
of new and moderate income rental housing, prior to the 1986 tax
act, using tax exempt bonds, and the associated real estate incen-
tives, such as passive losses.

Evidence of the dramatic adverse impact which the 1986 act's
provisions had is reflected in the decline of tax exempt financing,
which was $5 billion in 1984 for rental housing for low and moder-
ate income persons; $20 billion in 1985; and then falling as a result
of the act to a little over $3 billion in 1986, and under $3 billion in
1987.

Those projects which have used the tax credit have often in-
volved the acquisition and rehabilitation of existing projects, where
100 percent of the units are and remain low income.

In such projects the credit is maximized by its application to all
of the units. While we have no objection to this, it does not add to
the stock of new, low and moderate income housing which this
Nation so desperately needs.

Furthermore, it ignores the positive lessons we've learned from
mixed use projects through the years of administering Federal
housing programs.

I would like to take a moment to relate our experience in St.
Paul with the tax credit. As you know the 1986 act provides for an
allocation of tax credit authority among the States bard on $1.25
per capita; for reallocation within the State by its housing credit
agency.

To our knowledge, Minnesota is the only State which has en-
acted legislation providing for an allocation of a portion of its
credit authority ceiling to certain cities and counties within the
State of Minnesota.

In 1987 within the Stale of Minnesota, there are seven cities and
two counties receiving about $2.5 million worth of credit authority,
which is roughly half of the State ceiling of $5.25 million.
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St. Paul's 1987, entitlement was $541,452. Of that amount of au-
thority allocated by the State law to the city of St. Paul, the city of
St. Paul has been able to use 63 percent of that authority, or about
$341,000, which was committed by the October 1987, deadline im-
posed by the State statute for eligible projects placed in service
prior to the end of the calendar year.

St. Paul's success, however, in committing 63 percent of its credit
authority .is in marked contrast to the experience among other
housing: credit agencies. A study conducted last October for the Na-
tional Council of State Housing Agencies, from which you will hear
shortly, projected that only 16 percent of the tax credit authority
available nationally would be allocated in,1987.

I believe that figure today has increased to around 21 or 22 per-
cent by the end of the year, according to the National Council of
Statellonsing Agencies.

Why we in St. Paul were able to make the credit work for these
projects is of interest. The answer to that, in a word, is subsidy.
Substantial local fund subsidy, provided either by the Minneapolis-
St. Paul family housing fund, which is a nonprofit lender created
through the years to channel local contributed and other philan-
thropic money to low income housing, or by local subsidy dollars,
non-Federal dollars, contributed by the city of St. Paul.

Those two major subsidy sources are the reason, and the only
reason, that we in St. Paul have been able to make this program
work at all.

The low amount of the first mortgage loans represented by the
kinds of projects we have fmanced, which is contained within my
written testunony, is indicative. We have found that we've been
able to finance, through a first mortgage loan, conventional loan,
with lenders, only 18 percent of the total development cost of a
project.

This is in market contrast to the experience that we normally
have found prior. And in that, the private market fords were 80 to
90 percent of a project cost can be financed with first mortgage pro-
ceeds from conventional lending sources.

And the reason for this, of course, is that the rents simply do not
carry any debt service on these projects. And so the credit is not
sufficient without additional local subsidy to make the project
pencil out.

The subsidy amount is higher than we had expected, when we
originally analyzed prototypical rental projects, both in St. Paul,
and within the Association of Local Housing Finance Agencies.

In addition to the significant dollar amount of the subsidy, the
structure of the financing is such that no reparrnent is made until
the end of the 20-year term. So while we in St. Paul, when we
make these subsidy contributions, call them a loan, they are actu-
ally a grant, because they do not amortize again, because the
project cannot carry any debt service.

So the subsidy funds we will not see back, and cannot roll over
into other low income houeig uses for 20 years.

The private equity dollars which we have been able to attract
into these projects have been attracted largely because of the tax
credit. As noted above, rental housing projects are not expected to
generate much tax flow.
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Tax reform has also eliminated most passive loss tax benefits.
And appreciation of property value is not expected to be signifi-
cant.

Therefore, an investor's assessment of the three primarycompo-
nents of return on equitycash flow, tax benefits and property ap-
preciationwilllocus primarily, if not solely, on benefits related to
the low income housing tax credit.

Again, while St. Paul's experience has been pobitive, I have to
point =out again that the projects we've done have been small.
We've done only about 48' new construction units, and 8 substantial
rehab units. And we've relied on that substantial infusion ofaddi-
tional local subsidy.

We've been fortunate to have that subsidy in contrast to most
other cities and counties,, which do not have those subsidy funds
available. But even for us in St. Paul, our ability to continue a sub-
sidy level of around $35,000 a unit, in local subsidy funds, in addi-
tion to the credit, is certainly not unlimited.

And we'll be doing our last deal very soon unless the credit is
made more workable.

From a national perspective, Mr. Chairman, we in ALHFA do
not believe the tax credit is working the way Congress intended.
Other than the three new construction projects which St. Paul has
undertaken, the only other new construction project undertaken by
local housing finance agencies of which we are aware are, first, an
$8.2 million 132-unit project undertaken in December in Freemont,
Calif; and 32 townhomes totally about $2.5 million here in subur-
ban Washington and Montgomery County, Md.

There may be others, but these are the only ones with which we
are familiar.

In an effort to identify what modifications to the tax credit are
necessary to improve its utility as a stimulus to significant new
housing production in the absence of additional subsidy beyond tax
exempt bonds, we analyzed prototypical rental housing projects in
six jurisdictions around the countryAtlanta; El Paso County, Col-
orado, which is Colorado Springs E se; Fairfax County, Va., here in
the Washington area; Los Angeles; Minneapolis-St. Paul; and Mont-
gomery County, Md.

The analysis included a number of underwriting assumptions
which are detailed in my written testimony.

We found that in addition to tax exempt financing, the level of
construction costs had a direct bearing on project feasibility. And
that is, where construction costs exceeded the national average,
projecto were either less feasible or not feasible at all.

This finding led to application of a high cost adjustment which
HUD utilizes in 7? high cost cities around the country for such pro-
grams as the HDAG, housing development action grant program,
for exr.mple.

A high construction cost adjustment, applied to a project's eligi-
ble basis, improved feasibility, but still fell short in high cost areas.

In our analysis, we next considered various credit alternatives,
and found that project feasibility was improved through applica-
tion of .a general credit on all of the units within a project, plus air
additional credit on the targeted units.
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We also found that the larger the project, in terms of number of
units, the greater its feasibility.

Our analysis concluded that the tax credit's value must be sub-
stantially increased, Mr. Chairman, in order to make new construc-
tion projects financially feasible to the private sector in the ab-
sence of additional large amounts of subsidy of the type I've de-
tailed to you from our St. Paul experience.

The following we recommend. First, permit an adjustment to eli-
gible basis of projects, for projects located in FHA high housing
cost areas. This is consistent with other Federal housing programs,
and the history of Federal housing, policy, and it's necessary to help
equalize construction costs in these areas, compared to construction
costs around the Nation as a whole, taken as an average.

Second, provide a general credit for all the units in a project, to-
gether with an additional credit for the set-aside units.

A credit on the set-aside units alone, even with tax exempt fi-
nancing, Mr. Chairman, is insufficient to make up for the lost
rental income which the targeting demands.

Extending the credit to all of the units has precedent in the spe-
cial credit allocation provided to the city of Chicago and the city of
New York in the 1986 Tax Act.

We believe that these changes could be made while keeping the
program 7,rithin the overall cost permitted by the Congress if all of
that which were authorized were utilized.

Today, Mr. Chairman, the insufficient incentive to the private
sector of the credit as it stands prohibits the full utilization of the
credit at anywhere near the levels that Congress intended when
they allocated the credit for the production of lower income hous-
ing.

As a related matter, Mr. Chairman, we urge the Congress ap-
prove the pending technical corrections act. However, with all due
respect to the previous speakers representing the Federal agencies,
passage of the technical corrections act will not, in our judgment,
r sult in the credit becoming a significant national production pro-
gram for new units of low and moderate income. That simply alone
will not do the trick.

Mr. Chairman, the tax credit has the potential for being a valua-
ble incentive to stimulate investment in low income housing. How-
ever, it needs improvement along the lines we've suggested.

we stand ready, and we look forward to an opportunity to
wn- with the subcommittee and its staff in fashioning those
changes to achieve the result we believe the Congress intended.

Thank you very much for your indulgence.
[The statemeh. of Kenneth Johnson follows:]

93
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STATEMENT OF KENNETH R. JOHNSON, DIRECTOR, DEPARTMENT OF
PLANNING AND ECONOMIC DEVELOPMENT, CITY OF ST. PAUL, MINN.

Mr Chairman and Members of the Subcommittee:

On oehall of the Association of Local Housing Finance Agencies
( ALHFA', I appreciate the opportunity to appear before you today to
dis..!uss the low-income ausing tax credit as an instrument of
federal housing policy; our experience in attempting to use the
credit; and suggested mcdifications to improve the credit's
effectiveness. I'm Ken Johnson, Director of the Department of
Planning and Economic Development for the City of St. Paul, and I'm
here today as Immediate Past President of ALHFA.

By way of background, Mr. Chairman, ALHFA is a nonprofit, national
association of professionals in the field of affordable housing
finance. Our 133 members are city and county government agencies
which finance homaownership and rental housing opportunities for
low- and moderate-income persons. ALHFA's purpose is to serve its
members as an advocate before Congress and the Executive Branch on
affordable housing issues, and, through educational activities, to
enhance the ability of local housing finance agencies to implement
responsible and professionally-administered affordable housing
programs for low- and moderate-income persons.

At the outset Mr. Chairman, I want to commend you for holding these
hearings focusing on policy issues and constraints with respect to
the low-income housing tax credit. As you have no doubt learned,
despite your best efforts to ensure that adequate tax incentives to
stimulate meaningful production of new rental housing for low- and
moderate-income persons remained after Congress passed the 1986 Tax
Reform Act, that has not been, nor is it now, the cast. The reasons
why, and what can be done, are points I want to develop in my
testimony. Before doing so however, there is a separate but related
issue before Congress upon which I wish to comment. It involves a
tool used by local and state housing finance agencies to meet
affordable housing needs -- the Mortgage Revenue Bond (MRS) Program.

Mortgage Revenue Bonds

Current authority to issue tax-exempt Mortgage Revenue Bonds, the
proceeds of which are used to make mortgages to first-time
homebuyers, expires December 31, 1988. H.R. 2640, introduced by
Rep. Donnelly and cosponsored by you Mr. Chairman and 218 of your
House colleagues, is now pending before the Ways and Means
Committee. I want to use this opportunity to strongly encourage its
prompt consideration and approva. by the Committee and by the full
Congress during this session.

Owning one's home has long boon characterized as "the American
Dream." That dream, however, has $%ecomn more elusive for many
potential first-tim homebuyers unable to qualify for conventional
mortgage assistance as evidenced by-the following:

o Between 1986 and 1986 home prices rose nationally by 108 percent
while median family income rose 97 percent;

o Rents today are rising faster than inflation, siphoning off
income which could otherwise be available for a downpayment; and

o Between 1980 and 1986 the percentage of Americans owning their
own home fell from 65 percent to 63.8 percent.

In short, what we see is an affordability problem -- a problem
addressed at ieast in part when local and state housing finance
agencies makes available below market mortgages [or tax credits
through the companion Mortgage Credit Certificate (MCC) program in a
sharply targeted fashion to those below a certain income limit and
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for homes up to a maximum purchase price ceiling. Issuance of MRBs
and MCCs is a legitimate public purpose and is a proper use of the
Tax Code. Congress should ensure its continuance.

I would now like to shift my attention to the low-income housing taxcredit.

The Credit as an Instrument of Federal Policy

The low-income housing tax credit was enacted by Congress to
stimulate private investment in the acquisition, rehabilitation, or
construction of rental housing for low-income persons. Under the
program, a credit of 9 percent for conventionally-financed projects,
or 4 percent if tax-exempt bonds or federal assistance is utilized,
is available for units set aside for households whose incomes do not
exceed either 50 percent or 60 percent of the median income, and who
pay no more than 30 percent of their income for rent.

Conceptually, the credit represents a legitimate use of the federal
tax code to stimulate investment in an activity which otherwise
would attract little, if any, interest from investors. The reason
for this is that targeted rental housing projects are not an
economic investment and must rely on other factors, such as tax
benefits.

In addition, the type of project to be assisted -- one which
contains a certain percentage of units set aside for low-income
persons (20 percent at 50 percent of median or 40 percent at 60
percent of median) -- is also, conceptually, proper federal housing
policy. It targets assistance to low-income persons and it reflects
lessons learned from previous federal housing programs -- that
mixed-income projects promote a positive housing attitude and
environment.

But while the low-income housing tax credit program is fine in
concept, it suffers from serious shortcomings which impair its full
utilization as Congress, we believe, intended:

1. The credit, even with tax-exempt bond financing, is of
insufficient value to stimulate new rental housing production in
the absence of additional subsidy. That is, generally it is not
possible to do the targeting required -- targeting which ALHFA
supports -- using only k...e tax credit and tax-exempt financing.
Projects simply don't pencil out.

This is in sharp contrast to the success of local housing finance
agencies in stimulating production of new low- and moderate-
income rental housing prior to the 1986 Tax Act using tax-exempt
bonds and the associated real estate incentives such as passive
losses. Evidence of the dramatic adverse impact which the 1986
Act's provisions have had is reflected in the decline of tax-
exempt multifamily bond volume which was $5 billion in 1984,
rising to $20.16 billion in 1985, and falling to $3.16 billion in
1986, and $2.77 billion in 198".

2. Those projects which have used the tax credit involved, for the
most part, the acquisition ar.1 rehabilitation of existing
projects where i00 percent of the units are and remain low
income. In such projects, the credit is maximized by its
application to all of the units.

While we have no objection to this, it does not add to the stock
of new low-income housing. Furthermore, it ignores the positive
lessons we have learned from mixed-income projects.
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Experience with the Tax Credit

I want to take a moment to relate Saint Paul's experience with the
tax credit. As you know, the 1986 Tax Act provides for an
allocation of tax credit authority among the states based on $1.25
per capita for reallocation within the state by its housing erect!'
agency. (Tax credit authority used in conjunci.ion with tax-exempu
bonds does not require an allocation.) To oar knowledge, Minnesota
is the only state which has enacted legislation providing for an
entitlement of a portion of its credit authority ceiling to certain
cities and counties.

Under the Minnesota law, eligible cities and counties are (1) cities
with a housing and redevelopment authority (HRA) and a population of
at least 50,000; (2) cities located in three or more counties which
have an HRA; and (3) counties with an HRA and a population of at
least 100,000.

Each entitlement community receives an amount equal tc the greater
of (1) $1.6875 multiplied by the city or county population; or (2)
90 percent of the total state ceiling multiplied by a fraction
representing the community's share of rental housing relative to the
stare. In 1987, there were 7 cities and 2 courtics receiving $2.54
million in credit authority, or 48.4 percent of the state's cling
of $5.24 million. Saint Paul's 1987 entitlement was $541,45

Of the City's $541,452 in authority, 63 percent or $341,756 was
committed by the October 1, 1987 ecadlinc imposed by state statute
for eligible projects placed in service prior to December 31, 1987.
Those projects receiving a commitment were:

1. Sherburne Avenue Apartments
(8 units, rehab)

2. Lincoln Townhomes
(18 units, new)

3. Carroll Avenue Townhomes
Ili units, new)

4. Clinton Avenue Townhomes
(18 units, new)

$ 32,402

118,172

73,697

117,485
$341,756

Saint Paul's success in committing 63 percent of its credit
authority is in mqrked contrast to the experience among other
housing credit agencies. A study conducted last October for the
National Council of State Housing Agencies (NCSHA) projected that
only 16 percent of the tax-credit authority available nationally
would be allocated in 198'. I believe that figure increased to 22
percent by year's end according to NCSHA. Page Eight

Why were we able to make the credit work for these projects? In a
word -- subsidy, substantial subsidy provided either by the
Minneapolis/Saint Paul Family Housing Fund or the Saint Paul HRA.

The financing package for Clinton Avenue Townhomes is a typical
example of why the tax credit worked:

Total Development

Total
Project

Percent
Of Total

Amount
Per Unit

Cost $1 342 470 100% $74,470.55

First Mortgage 247,000 18% 13,722.22
Loan

f;
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Subsidy (Family 644,827 48% 35,823.72
Housing Fund)

Private Equity 448,643 33% 24,935.61

The low amount of the firit mortgage Than (only 18 percent of total
costs) is common to rental project financings undertaken after the
1986 Tax Act. With-the deep targeting requirements, projects simply
do not generate sufficient income to carry much debt. . Prior to the
Tax Reform Act, the amount of a typical first mortgage loan was 80
percent to '90 percent of total cost.

The subsidy amount is higher than we had expected when we originally
analyzed "prototypical" rental projects. In addition to the
significant dollar amount of the subsidy, the structure of this Page
Nine financing (it is technically a "deferred loan", not a grant) is
such that no repayment is made until the end of the 20-year term.

The private equity dollars have been attracted largely because of
the tax credit. As noted above, rental housing projects are not
expected to generate much cash flow; Tax Reform has also eliminated
most passive-loss tax benefits; and appreciation of property value
is not expected to be significant. Therefore, an investor's
assessment of the three primary components of return on equity --
cash flow, tax benefits, and property appreciation -- will focus
primarily, if not solely, on benefits related to the low-income
housing tax credit.

While Saint Paul's experience with the tax credit has been positive,
I must point out that the projects we've done are small and have
relied on a substantial infusion of additional subsidy, subsidy
which we in Saint Paul are fortunate to have, in contrast to Most
cities and counties which do not.

Improvements to Increase the Credit's Effectiveness

From a national perspective Mr. Chairman, we in ALAFA do not believe
the tax credit is working the way Congress intended. Other than the
three new-construction projects which Saint Paul has undertaken, the
only other new construction project undertaken by local housing
finance agencies about which we are aware are an $8.2-million 132 -
unit project undertaken in December 1986 in Fremont, California, and
32 townhouses totaling $2.4 million in Montgomery County, Maryland.
There may be others, but these are ones with which we're familiar.

In an effort to identify what modifications to the tax credit are
necessary to improve its utility as a stimulus to significant new
housing production in the absence of additional subsidy beyond tax-
exempt bonds, we have analyzed prototypical rental housing projects
in six representative jurisdictions: Atlanta, Georgia; El Paso
County, Colorado; Fairfax County, Virginia; Los Angeles, California;
Minneapolis/Saint Paul, Minnesota; and Montgomery Coulty, Maryland.

The analysis included the following assumptions:

Underwriting

Maximum Amount of Primary Loan Not to exceed 80% of
Total Project Cost based

. on projected income

Debt Coverage Ratio 1.20

Interest Rate (Conventional) 10.25%

97tif
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Interest Rate (Tax-exempt) 8.25%

Amortization 30,years

Assumed Rate of Return 12%

Investor Profile

Tax Bracket 28%

Depreciation Method 27.5 years straightline

Year Property Sold 15th year

Sales Assumption 2% appreciation per year

We found, for example, that in addition to tax-exempt financing, the
level of construction costs had a direct bearing on project
flexibility. In areas where construction costs exceeded the
national average, projects were either less feasible or not feasible
at all. This finding led to application of a "high-cost adjustment"
which HUD utilizes in some 77 high-cost cities for such programs as
Housing Development Action Grants. A high construction cost
adjustment applied to a project's eligible basis improved
feasibility but still fell short in high-cost areas.

We next considered various credit alternatives and found that
project feasibility was improved through application of a general
credit on all of the units within a project plus an additional
credit on the targeted units. We also found that the larger the
project, unit-wise, the greater the feasibility.

Our analysis concluded that the tax credit's value must be
substantially increased in order to make new construction projects
financially feasible in the absence of additional subsidy.

The following improvements in the credit are recommended: First,
permit an adjustment to eligible basis for projects located in
Federal Housing Administration high housing cost areas. This is
consi,,tent with other Federal housing programs, and, it is necessary
to help equalize construction costs in these areas compared to the
nation as a whole. Second, provide a general credit on all of the
units in a project, together with an additional credit for the set-
aside units. A credit on the set-aside units alone, even with tax-
exempt financing, is insufficient to make up for the lost rental
income. Extending the credit to all of the units has precedent in
the special credit allocation provided to the City of Chicago and
the City of New York in the 1986 Tax Act.

We believe these changes coula be made while keeping the program
within the total credit amount authorized by Congress.

As a related matter, Mr. Chairman, we urge that Congress approve the
pendieg technical corrections to the tax credit which were passed by
the House during thz last session, and to extend the December 31,
1989 sunset on tax-credit authority.

Mr. Chairman, the tax credit has the potential for being a valuable
incentive to ztimulate investment in the production of new low-
income housing. However, it needs improvements along the lines
suggested herein. We look forward to working with your subcommittee
in fashioning changes to achieve this result.

0 n
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Chairman RANGEL. Thank you, Mr. Johnson, for your very
thoughtful recommendations.

Before I recognize Mr. Levin, tell me, do you know what impact,
if any, the 1986 tax reform law had on the revenues available to
Minnesota or to the city of St. Paul.

Mr. KENNETH JOHNSON. Revenues available, Mr. Chairman?
Chairmiin RANGEL. Well, the tax structure. Was it changed as a

result of the 1986 Federal Tax Reform Act?
Mr. KENNETH JOHNSON. We typically, Mr. Chairman, in St. Paul,

prior to the Tax Act, were financing housing for low anO.,moderate
income persons through our agency to the level of probably 300 or
400,unita of rental housing a; year.

Chairman RANGEL. I didnt make my question clear. The 1986
Tax Reform Act reduced the number of deductions that the taxpay-
er could take.

As a result of this, most citieb,that had any type of taxes at all,
or certainly the states that piggybacked on the Federal tax system,
had a broader,base in which to develop their tax system.

In a lot of areas, the taxes, they received additional revenue.
Other people passed on that tax saving to the taxpayer.

Do you know what happened in Minnesota?
Mr. KENNETH JOHNSON. Sorry, Mr. Chairman, for not under-

standing your question. Yes, in Minnesota, due to the operation of
the legislature, and the revision of State taxes, none of that was
passed on to the localities- in terms of extra available revenue for
our use in housing or any other means.

Chairman RANGEL. Was applization made for additional reve-
nues for low income housing by the State legislature?

Mr. KENNETH JOIINSON. I'm sorry, sir?
Chairman RANGEL. Did the State legislature make any recom-

mendations for some of those tax revenues that were available to
be made available for low income housing, do you know? Were
there any new initiatives by the cities and States in this area?

Mr. KENNETH JOHNSON. Yes, cities have launched an initiative in
the legislature which was not successful last session. We hope
maybe this session. It does have some support in the legislature.

However, it's not going to be at a scale that would allow us to
continue to produce housing at a level we were experiencing in '85.

Chairman RANGEL. The Chair now would recognize Mr. Levin. a
distinguished member of the full Ways and Means Committee, for
the purpose of introducing our next witness.

Mr. LEVIN. Thank you very much, Mr. Chairman. And I appreci-
ate the chance to join you, the distinguished chairman and my
good friend, and the other members of this subcommittee; I don't
have the privilege of serving on it.

But I thought I would drop by, and I appreciate you letting me
do so, for the testimony of Terrence Duvernay, who is the executive
director of MSHDA.

As I remember it, Mr. Chairman, the agency, the authority, was
created when 1 was in the legislature. That was a few years ago
the State legislature. And it's had a distinguished history.

It's been the creator of a great deal of housing within the State
of Michigan. The State would be much poorer without it. And he's

$3:



93

also Secretary of the National Council of State Housing Agencies,
so I know that all of you join in anticipation of his testimony.

Chairman RANGEL. Well, the Chair welcomes the contribution
the gentleman from Michigan has made in this area in providing a
shelter for low and moderate income people. And we look forward
to Mr. Duvernay's testimony.

STATEMENT OF TERRENCE R. DUVERNAY, SECRETARY OF THE
NATIONAL COUNCIL OF STATE HOUSING AGENCIES, AND EXEC-
UTIVE DIRECTOR, MICHIGAN STATE HOUSING DEVELOPMENT
AUTHORITY

Mr. DUVERNAY. Thank yoti very much, Mr. Chairman, and thank
you, Congrissman Levin. You're well.aware that we look to you for
leadership in the hearing, and we thank you for the support we've
gotten.

Mr. Chairman, I am executive director, as the Congressman men-
tioned, of the Michigan State Housing Development Authority, and
also, secretary of the National Council of State Housing Agencies.

I appreciate your offer to allow my full testimony to be 'offered
for the record, and I Will summarize that testimony.

My agency, among other things, administers the low income
housing tax credit in Michigan. Likewise, the National Council of
State Housing Agencies is comprised of, in each State, of agencies
like mine. Forty-five of those agencies administer the tax credit,
and those that don't are indirectly involved.

It's particularly important that I appear before Ju today. Be-
cause without your help, and without the help of Chairman Rosten-
kowski, the Tax Reform Act of 1986 would have been silent on low
and moderate income housing needs.

At the outset let me make it very clear that the National Council
of State Housing Agencies, and the State Housing Finance Agency
strongly support the credit.

We remain equally committed to the key national housing poli-
cies enunciated in the program., particularly the depth of the tar-
geting, the rent-to-income ratio, and the goal of economically inte-
grated development and the use of the State administrators of this
most necessary resource.

We often look back at the low income multifamily program in
H.R. 3838 which you crafted, and we look back at it, and only if we
could go back to that feeling. But we know that we must press
ahead.

And there's a need that requires all of us to look forward, and
make this program work.

From the perspective of State housing and fmance agencies, the
credit program will be successful when 100 percent of the credit is
allocated in a given year; when the credit works effectively with
tax exempt bond financing; and when the credit becomes a nation-
al program, flexible and valuable enough to work in all States.

Being responsible for administering the program in Michigan,
and involved in a national association for whom the credit is a
major concern has provided me with some unique insights on the
program, and I'd be happy to share them with you.
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To place my remarks in perspective, let me review for you my
experience and the experience of State agencies with the credit in
1987.

First, 1987 was a transition year, not unlike the startup year for
most new programs. The difficulties were compounded by the un-
certainties following tax reform; the complexity of the program;
and Ihe lack of full Federal regulations or guidance, excluding talc
exempt bond financed projects, falling under the private activity
bond cap.

States were given about $317 million credit authority for 1987.
Nationally, only $65 million under the $1.25 per resident statutory
cap, 20 peicent, was formally allocated to projects.

NCSHA is currently tabulating a survey of each State's activi-
ties. When completed next month, a detailed picture of the past
year's activity can be drawn.

We will naturally share that information with the committee.
Today we can make some tentative observations based on our pre-
liminary review of approximately two-thirds of the total projects
applying for or receiving a credit last year.

They are typical projects that were much smaller than develop-
ments under previous Federal programs, averaging 33 units per
project, 10 units per building.

About three-fourths received some form of subsidy, the most sig-
nificant being Federal, mod rehab, and Farmers Home. Some local
and State assistance was also received.

The typical projects contained nearly 90 percent low income
units. I know in my State the experience is much the same. Ninety-
two percent of respondents chose to use the 40-60 set-aside instead
of the 20-50, allowing both the higher income base and high rental
income.

Less than 5 percent of the projects were nonprofits, in spite of
the 10 percent statutory set-aside.

I've been asked by a number of people in recent weeks how I
would judge the success of the program over the past year. First, as
I mentioned earlier, last year as a startup year with all associated
problems.

Second, we have taken up this program with certain expecta-
tions. The credit is one of the few incentives for low income hous-
ing production available, either on the tax or direct expenditure
side of the budget. And it is ours to make work.

Because the program is capped, we anticipated that Congress in-
tended us to fully utilize our allocation of authority. Because the
program is complex, and a departure from both traditional tax=
based housing incentives and direct expenditure programs for low
income housing, a process of education has been necessary for all
participants, ourselves, directed sponsors, and syndicators.

Having said that, I would have to say that I nonetheless look
back on the past year with some disappointment. Why was only 20
percent of authority utilized? We have been placed, we think in an
uncomfortable position of having to create a program without a
complete set of regulations.

Through our national organization we have shared information.
We've shared ideas and experience among ourselves. We made
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,overtures to Treasury for clarification of issues that arose through-out the year.
And basically we've had to fly by the seat of our pants.
Questions arise daily for' which there are no answers, due to the

lack of implementing regulations: Many terms have not yet been
defined, including such crucial ones as "placed in service".

For the program to work it is imperative that regulations beadopted quickly.
I would suggest, Mr. Chairman, that the process of promulgating

a workable understandable set of regulations would be facilitated'by the creation of a formal working group comprised of our agen-
cies, the Treasury, HUD, and Farmers Home representatives,
which could meet periodically to put the regulations on a fasttrack.

Moreover, recognizing your tireless efforts toward this' end, Iwould urge pro enactment of the technical correction package
which was drafted last year.

Your hard work, and that of your staff, have resulted in a list of
important Provisions necessary for the success of the low income
tax credit program.

We're anxious to put these measures to good use.
As important, and as desperately needed, as these steps are for

regulation and the passage of technical corrections, their imple-
mentation alone will not assure full utilization of the credit author-ity.

Our experience to date points to some more fundamental prob-
lems with the credit which will always limit its capacity in thepresent form.

Development both private and nonprofit must be able to project
a reasonable rate of return on a development to attract capital.

It is clear that without significant direct subsidies, the typical
low income project we are seeing now is not reasonable.

Ironically, we are also faced with the fact that there are not
ample subsidies of the type that once produced a low income inven-
tory.

The reality that major direct expenditures for housing are notlikely in the current budgetary environment. If we hope to see
larger scale projects with an attractive income mix, development
will need to be assured of certain things:

That sufficient subsidies available for each low income unit to
generate the needed income stream in a mixed income project.

That a reasonable amount of equity can be raised with credit.
That if necessary, a credit project can be developed that stands

substantially alone, given the fact that sufficient direct subsidies
may not be readily available.

The National Council of State Housing Agencies, and my col-
leagues in the State housing finance agencies do not pretend to
have all the answers that would result in optimal use of the credit
authority. We do have some ideas and some concepts.

For example, to make this program more responsible to the prac-
ticalities of housing, you should consider allowing carry-over credit
to projects that miss the December 31st deadline.

Set the applicable percentage at binding commitment. Establish
a yearly applicable percentage rather than a floating rate.
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Provide a reasonable, time after place and service to establish eli-
gible bassi to count seasonal work not completed. Allow eligibility
of rental housing developments for special needs and groups, like
the handidapped, homeless and elderly, with much needed project
based support services.

Redefine allocations on a project-by-project basis, rather than a
building-by-building basis.

And clarify,that an owner is not subject to recapture of a portion
of the credit, should a person's income in a single unit of a 100 per-
cent low income project exceed the allowable 140 percent eligible
income.

To improve project income streams, you should consider such op-
tions as allowing use of the higher of State or median income;
eliminating the faniily size adjustments in all or select instances,
such as 100 percent elderly development; establishing a fair market
rent by unit size; and/or allowing Federal and State housing pro-
gram rental payment requirements to supersede- credit require-
ments in Federal -or State assisted buildings.

And changes to increase the value, which should be discussed,
analyzed, or considered, I think should include ,thelollowing:

Recognizing a higher present value to allow a higher applicable
percentage; allowing the credit agency to determine the applicable-
percentage on a project-by-project basis; fixing the applicable per-
centage at-a lower level, but applying it across the entire base; and
allowing an additional value on the low income units.

Allowing tax exempt finance projects to use the higher percent-
age; and removing the provision which requires that Federal assist-
ance be Q 'btracted from the eligible bases.

But liv-ould hesitate to offer any of these as the best approach or
offer up a quick-fix solution just on the basis of what we now know,
and expect you to risk the resources or the political energy. In the
months ahead, however, we will be developing a clearer picture of
what needs to be done.

The National Council of State Housing Agencies has already put
in motion two major studies of the credit, one examining the
projects that are being proposed and that receive allocation, the
other taking .a broader, deeper look at the concerns of developers
and syndicators.

We want to work with you to examine some of the ongoing fun-
damental issues that concern, and design a program .to be offered
in concert with the campaign to extend the sunset. To develop the
coalition necessary to be successful in that campaign, all partici-
pantslow-income advocates, the private sectcr, for-profit and non-
profit developers, and syndicators must be confident that the pro-
gram will be fully utilized in the future.

In the interim we will work closely with Treasury in promulgat,
ing a regulation and are going to help you in any we can to achieve
swift passage of the technical corrections measures.

Mr. Chairman, I appreciate the opportunity to speak to this s tb-
committee. This year is a pivotal year for State housing agencies.
We are expending a great deal of effort to effect the passage of
H.R. 2640, the extension of mortgage revenue bonds, of which you
were an original cosponsor.

.1
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As you in particular understand, my colleagues and I in the State
housing finance agencies are struggling to address a broad spec-
trum of housing needs, ranging from home ownership to the home-
less. Historically, the mortgage revenue bond program has afforded
us an organizational capacity which in turn has allowed us the op-
portunity to expand our activities.

I would be remiss if I did not thank you for your support in this
area. We look forward to the opportunity to help you make the
low-income tax credit an effective housing program, meeting the
housing needs of many low- and model.; ';e-income Americans.

Thank you very much.
[The statement of Mr. Duvernay follows:]
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Testimony of the
National Council of Stati:lfousing Agencies

Before the
SubCommittee on Select Revenue Measures

Committee on Ways and Means
U.S. House of Representatives

Good Morning. Mr. Chairman and Members of the Committee. I amTerrence Duvernay, Executive Director of the Michigan State HousingDevelopment Authority and Secretary of the National Council of State:Housing Agencies (NCSHA). On behalf of the members of NCSHA. I wantto thank you for this opportunity to present our views on the Low IncomeHousing Tax Credit (the Credit).

The National Council of State Housing Agencies represents 56 statehousing finance agencies functioning in each state. as well as the Districtof Columbia, Puerto Rico, and the Virgin Islands. These agencies havehistorically played a significant role in the provision of low- andmoderate. income housing and now allocate the Credit in 45 states. Inthe balance of the states, the housing finance agencies are involved inadministering the credit by working with developers and reviewingprojects. Every agency involved with allocating or administering thecredit has been able to participate fully in the meetings. surveys, andother activities we have sponsored to prepare states for their role in thisprogram.

Mr. Chairman, let me applaud you for your strong and consistentleadership in representing the housing needs of low and moderateincome Americans. Without your energy, and the support of ChairmanRostenkowski, the Credit would not exist and the Tax Reforn. Act of1986 would have been totally silent on the housing needs V the lowincome. Most importantly, since its passage you have attempted toimprove it further by offering numerous improvements in H.R. 2636, theTechnical Corrections Act. NCSHA has worked with you, and your taxcounsel Jon Sheiner, on these amendments and advocates theirimmediate enactment.

On behalf of my colleague Christine Flynn. Executive Director of theState of New York Mortgage Agency and all the executive directors of thestate agencies, I would also like to express our appreciation to you forassisting in NCSHA's highest priority by cosponsoring H.R. 2640. whichextends the Mortgage Revenue Bond Program through 1992. 1 fullyunderstand that mortgage revenue bonds are not the focus of thishearing. However, you should be aware that their loss would dramaticallyaffect the capacity of state housing finance agencies to maintain theirleadership role in providing the full spectrum of housing opportunitiesfor our low and moderate income citizens. Ultimately, it will negativelyimpact our capacity to administer the Low Income Housing Tax Credit. Iam sure there will be ample opportunities to discuss this issue with youand other members of the Committee in the future. I certainly lookforward to it.

At the outset, let me make it very clear that NCSHA and the statehousing finance agencies strongly support the Credit. We are confidentthat the Credit can become an effective production and preservationmechanism. To assist in achieving this outcome, my testimony willaddress five themes:

the rental housing affordability crisis;
1987 activity:
the numerous problems hindering effective administraGnn of,and production with. the Credit:
projected activity for 1988: and lastly.
a recommended process for developing a significantly UnprovedCredit program.
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The Nation Faces An Emerging Rental Affordability Crisis

We are all too well aware of the problems facing many Americans as
they attempt to secure affordable rental housing. There is in America
today. a growing number of housing have-nots. In far too many cases.
affordable decent housing simply does not exist. For low- and moderate-
income renters. it is a problem of both increasing rental cost burdens
and real rents compounded by a decreasing supply of affordable rental
housing.

Since the 1940s. a 25 percent rental cost to income ratio was
considered an appropriate housing cost burden. Recently. that ratio has
been raised to 30 percent. Households who must pay 30 percent or
more of their incomes for rent. are considered to bear a high rent
burden. The incidence of high rent burden has been increasing over the
past decade.

In 1983. 66 percent of all rental households were bearing a high
rental cost burden. indicative of the private sector's difficulty in supplying
affordable rental units. Notably. the information gathered in both 1975
and 1983 by the Census Bureau shows that the high rental cost burden is
most widespread and is increasing most rapidly among very low income
households. Equally discouraging is the increase in the number thus
affected among low- to moderateincome households.

In addition rental property owners who saw rental increases lag
behind other cost increases throughout the late 1970's -and early 1980's
now face the need to raise rents. As a result. William Apgar of the Joint
Center for Housing Studies at Harvard University recently found in an
analysis that real rents (current rents adjusted for inflation) are
increasing at a rate faster than at any time in the last 20 years.

One reason so many renters are confronted with these afore-
mentioned affordability problems is the inadequate supply of low-rent
units. In 1974. the supply of low-rent units exceeded the number of
households who could afford only low-rent units. A change has occurred
between 1974 and 1983 in the supply and demand relationship. Over
that decade. the situation reversed and a fundamental supply/demand
problem emerged. When the rental units which receive some federal
subsidy are removed from the market. the supply of low rent units
provided by the private sector in 1983 would have been 3 million fewer
than the demand. If the trend proceeds unabated, the problem will
become all the more severe in the future.

The picture that emerges is one which clearly indicates a collective
failure on the part of both the public and private sectors to meet the
rental housing needs of low income households.

In the next month, the Joint Center for Housing Studies at Harvard
will release a report on "The State of the Nation's Housing." It is our
understanding that this will further describe the magnitude of the
problem and verify the fact that the crisis is growing at a pace faster than
our present ability to respond. In sum, the need clearly requires a
stronger federal presence using both tax incentives and direct
expenditures. Without question, an effective Low Income Housing Tax
Credit is a key element to any array of federal assistance, The critical
word above is effective and unfortunately. last year's experience suggests
significant improvements will be necessary.
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State Experience with the Low-Income Housing Tar Credit

From the passage of the Tax Reform Act of 1986. the state housing
finance agencies have taken the Credit most seriously. Outside of tax
exempt bonds, the Credit remains as the enly federal tax incentive left
for the production of low- and moderate-income rental housing. In 1987.
the agencies called upon-the breadth of their experience as financiers
and-administrators of over half of the privately-owned. federally-assisted
multifamily inr",ntoty to create a workable Credit program. As you would
expect. the state agencies spent considerable financial and staff resources
to develop so; histicated developer packets and to hold numerous public
meetings for lOth information exchange and dissemination.

While a:transition to any new program is time-consuming and
difficult. I wan to assure you that my agency and all of my colleagues did
everything in cur powers to facilitate the start-up of this program. This
effort was act !eyed with very little guidance from the Department of
Treasury and do defined programmatic guidelines. We essentially relied
on each other in- consultation and advice. In the end. 9 states made the
subsidies avallible to the development community in 1987.

To estallish a baseline for evaluation, NCSHA commissioned the
Joint Center tor Housing Studies at Harvard to undertake a review of the
credit in r.idsummer of last year. A report entitled. "Early Experiences
with tt Low Income Rental Housing Tax Credit." was released tar:
October.

Their research found that after the first nine months' of 1987. one
year after enactment:

overall credit activity was likely to be less than one-quarter of
the available authority:
almost ail projects wcrc assisted by some other federal or state
subsidy:
the projects wcrc predominantly 100 perccnt low-income:
the projects wcrc generally quite small. averaging 30 units. one-
fifth the average size of state HFA projects pre-tax reform: and
the projects were mostly rehabilitation and acquisition rather
than new construction.

NCSHA is now in the process of gathering detailed project-by-
project data from every agency administering the Credit. Today. we
would like to present you with the general results of a large sampling of
this data taken from approximately 900 projects. Moredetailed
information will be available and provided to the Committee by the end
of March.

Utilization of the Volume Cap

In 1987, only $65 million, or $0.5 percent, of the total available
authority under the per capita cap of $317 million allocation and $11.7
million special allocation. was allocated. For all intents and purposes. use
of the Credit with tax-exempt bonds was non-existent. Experience shows
economic feasibility for individual projects was so difficult to achieve that
sponsors needed to obtain the maximum credit value. This was largely
achieved through conventionally-financed. 100 percent low-income
developments. In return, the 70 percent credit could be realized over
the entire depreciable base. A 30 percent credit with tax-exempt
financing, even at 100 percent low income tenancy. was not of
comparable value.

Assuming quite conservatively that it was Congress' assumption that
10 perccnt of the private purpose tax-exempt bond cap would be used for
multifamily financings. total potential credit authority would have
increased by approximately $85 million. When added to the $317
million. total Credit authority available to assist low-Income renters
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Incrcascs to $402 million. In 1987, If thc Crcdit had bccn workable thcn
and linked to tax-exempt financings. an additional $2.6 billion of low-
Incomc housing -- nearly 5C;;000 units at an avcragc cost of $50.000- -
would havc bccn produccd. Instcad. actual activity with thc Crcdlt drops
to 16 perccnt. or $65 million out of a potential of $402 million.
Essentially. a minimal usc of tax cxcmpt bond financing would havc had
considerable impact on thc additional numbcr of low- and moderate-
incomc units developed with thc Crcdit program.

On a statc-by-statc basis thc range of credit amount allocatcd was
dramatic Attached Is a table entitled. "Low lncomc Housing Tax Crcdlt
Activity". which provides roundcd dollar allocations rnadc by statcs in
1987. As you will notc. thrcc statcs uscd ovcr 75 perccnt of their
allocation. five bctwccn 50 and 75 perccnt. and nine bctwccn 25 and 50
perccnt. Thc remaining statc agcncics uscd Zero to 25 perccnt of thc
allocation. This wide variation can in part be explained by the charactcr
of thc proJccts which rcccivcd thc Crcdlt last year.

Characteristics of Projects Using the Credit

NCS1LA is in the proccss of compiling thc results of a survey of
agcncics who administer thc Crcdlt to determine what typc of activity
occurrcd in 1987. Currcntly. wc arc able to takc a look at approximately
975 projccts which formally applied to usc thc Credit In 39 sums. 13y
the cnd of March. wc !loin to havc a completc picture of thc 1987
prolccts and will maim this available to thc Committee.

From thc sample. scvcral general obscrvations can bc made.

Approximately 35 perccnt of the proJccts wcrc allocatcd thc 70
perccnt prcscnt value Crcdit. 36 perccnt thc 30 perccnt
prcscnt value Crain. and 12 perccnt a combination of 70 and 30
perccnt Credits.
Anodic:. 17 perccnt rcccivcd no :location. of which about 76
perccnt remain Ir, thc pipeline for possible allocation in 1988.
Non-profit sponsors represented Icss than 5 perccnt of thosc
participating.
Thc sponsors almost overwhelmingly . . . by 92 perccnt . .
clectcd to usc the 60 perccnt targeting scheme. Project
sponsors wcrc cicarly Interested in establishing a higher incoinc
base from which to set rents.
Only 5 perccnt of the investors receiving the Crcdit wcrc
corporations. thc remainder of thc equity coming from
individuals or partnerships.
Finally. regardless of thc typc of Crcdit used, the typical proJcct
was a small onc. involving buildings with an average of only W
units and with a total project size of only 32 units.

Projects Receiving 70 Percent Present Value Credits

Thosc proJccts receiving a 70 perccnt present value Crcdlt
involved convcntional financing in 95 perccnt of thc
At this dm. projccts that uscd sccondary financing sourccs or
grants from fcdcral st.bsidics likc lioDAGs. UDAOs and Rental
Rchab or various state and local subsidies could not be
distinguished. but indications strongly suggest that a large
portion of projccts received one or more additional form of
aszIstancc.
Sixty percent of thc projects involved substantial rehabilitation.
20 percent new construction, and 18 percent were for
acquisition only.
As would bc expected. thc new construction projccts rcccivcd a
relatively grcatcr share of thc amount of Crcdit allocatcd. 40
perccnt.
A significant perccntagc of these projects expectcd to use
Section 8 Certificates or Vouchers.
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Projects Receiving 30 Percent Present Value Credits

Of the prozicts receiving 'a 30 percent present value Credit,
almost 90 percent had a federal subsidy in the financing
package.
A larger percentage of these projects were in non-MSA areas,
4C percent, than either the 70 percent Credit or the combined
70 and 30 percent Credit projects which were heavily
concentrated In MSA areas.
Higher relative use in non-MSA areas can be attributed to the
availability of the FmHA subsidy in these areas as indicated by the
fact that 44 percent of the projects involved FmHA subsidy.

Projects ReceivIng_comblned 70 and 30 Percent CreAla

Those, projects receiving bOth a 70 percent and 30 percent
Credit'also relied upon federal subsidy in 87 percent of the eases
and combined this almost exclusively with conventional
financing.
Forty!three percent of the projects expected to receive Section
8 Certificates and 40 percent FmHA rent subsidies.
Of the total amount allocated to these projects. only 4.3 percent
was associated with the 30 percent Credits.
The p,ojects involved substantial rehabilitation.

Erolects Not Receiving a Credit In 1987

Of the 17 percent of projects surveyed that were not allocated in
1987, 41 percent involved new construction.
Seventy-three percent expected to receive some federal subsidy.
predominantly FmHA.

The clear picture that emerges is one of a low volume of activity
going to small projects, two-thirds of which involved acquisitions and
rehabilitation. An expected start-up time for programs and delays in
regulations is, in part, responsible for the small project sizes and low
percentage of new construction. However, we sense there are even more
serious problems inherent in the credit which will be addressed later.
Federal subsidies were present in a preponderance of the projects. with
the greatest portion of direct-expenditure subsidies that can as yet be
identified coming from FraT.A. Ironically, after a decade of budget cuts
for direct-expenditure housing programs, the clear need for subsidies
for Credit projects contrasts with the possibility that unless fundamental
improvements are made to the Credit, direct expenditure subsidies will
not be available in sufficient amounts to significantly increase Credit
activity or change the character of the activity.

problems Resulting in Low Use of the Credit in 1987

The obvious questions, Mr. Chairman, are 'Why this minimal level of
use and why only these types of projects?"

To some extent these results are due to the normal lag time in
starting-up a new program. As mentioned above, there was little
programmatic guidance from the statute. Each state had to design its
own program and developers had to become familiar with the complexity
of it In addition, all the participants suffered from a lack of regulatory
guidance from Treasury. guidance desperately needed to translate tax law
terminology into housing terms and practices. For these reasons,
allocating agencies were basically "flying blind."

We are convinced that the poor performance in 1987 is due to a
host of reasons. While experience has been minimal, it has been
sufficient enough to know that the prgram faces problems in four
specific areas:
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- administrative, procedural and programmatic complexities.
incentives for developer/sponsors-and syndicators;
necessary income from rents: and.
the actual value of the credit.

To participate in a low-income housing program. the public sector needs
some fiexibilty to attain the..critical policy goals and the private sector-
for- profit developers. non-profit sponsors and investors alikerequire
clear program parameters. financially sound projects and a goad
opportunity for a reasonable return on their investment. Without proper
and careful modification. neither the public or private sector has much
confidence that this program will ever achieve Congress' expectations.

We certainly do not have all the answers for you today. Instead, we
have listed a number of the concerns being raised by our state agencies.
organized them within the categories mentioned above and listed some
potential options for consideration. It-is important to emphasize that
these will largely be problems and issues raised by the program's
administrators. As a result. their focus will be more on the Credit's
efficiency and workability, rather than its marketability or value to the
corporate or individual investor.

Administrative and_Proeedural Problems Persist

In order to improve the administration of the Credit and to
minimize many of the program's complexities. immediate attention must
be given to assuring a more responsive Treasury and to enacting the
amendments in the Technical Corrections Act.

Without Complete Treasury Regulations We Are "Flying Blind"

First, administration at the federal level is a significant problem
hindering the program's success. Treasury must treat the Low Income
Housing Tax Credit program as a higher priority. The Credit has been
described by many of our agencies as an ovrdesigned housing program
being administered by a revenue-raising agency with little housing
responsibility or expertise. Yet, every state agency and the program's
success. is dependent upon regulations, clarifications and interpretations
from the staff at Treasury. Every day new questions arise. Seldom is
there a definitive answer; let alone, a timely one. One potential means of
improving communications, understanding and expertise would be the
formation of a working group, chaired by Treasury. to discuss Credit-
related issues on a quarterly basis. Members would include staff from all
appropriate federal agencies and several state housing finance agencies
NCSHA has recommended this approach several times without success
Your assistance in convincing Treasury of its merit would be most helpful.

To date, Treasury has twice issued temporary and proposed
regulations. The first regulations were issued in June and clarified some
of the issues of allocating agencies. NCSHA commented and testified on
those regulations and included requests for guidance in several other
areas. In November, Treasury issued temporary and proposed regulations
regarding eligibility for the acquisition credit for projects placed in
service less than ten years ago. NCSHA has commented on those and will
testify at tneir hearing on March 17th. While helpful, these regulations
touched only the tip of the iceberg. There are innumerable additional
basic issues that must be addressed including the following:

definitions of "placed in service" as it relates to various
situations:
direction on establishing utility allowances to prevent
inadvertently charging more than 30 percent of an individual's
income for rent:
direction on reliable income limit schedules;
definition of "occupancy:"
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definition of "available to the general public:"
definition of "retirement homes providing significant services
other than housing:"
ability to use acquisition credit for projects held by a 501(c)(3)
or a public agency: and
ability to use 1988 credit for projects placed in service in 1987
for which a binding commitment was not ies"ed-in 1987 This is
an urgent issue that is especially important for New York as well
as several other states).
And the list could go on and on!

Technical Corrections Needs to be Passed

NCSHA wants to compliment you. Mr. Chairman, and other
members of the Committee for the leadership it has shown throughout
Technical Corrections. going beyond the non-controversial. "technical"
aspects of the Credit program. It is a significant package of amendments
and its enactment represents the next most logical and much-needed
step to improving the Credit's effectiveness. This section will be followed
by a forecast of 1988 activity. In attempting to obtain an estimate from
our members. many needed to assume enactment for even an educated
guess. To name a few of the major provisions that would greatly assist
use of the-program this year. H.R. 2636. included:

setting of the credit percentage at binding commitment: and
allowing federal housing program rent levels to supercede the
Credit rent reoirement in federally assisted projects.

The committee mark-up saw fit to add:

carryover of authority committed to specified projects that
missed the December 31 placed in service deadline:
ability to use the higher of state or area median income:
family size adjustments not mandatory for changes in tenant
family size due to certain occurrences (House Only): and
exceptions to the ten-year ownership rule (different in House
and Senate versions ... both versions would be beneficial).

On this latter matter, there are numerous issues affecting the
Credit's viability as a tool for preserving the existing inventory of low-
income multifamily developments. These will be discussed in detail at
tomorrow's hearing on Preservation and Tax Policy. However. prior to
any program improvements, there is a primary issue which must be
addressed because of its limiting nature. It is the universe of projects
eligible for the acquisition credit. The waiver of the ten-year ownership
requirement should be expanded to include:

HUD/FmHA foreclosed projects:
federally assisted. uninsured housing finance agency financed
projects:
projects in need of funds to forestall physical deterioration. even
if not in financial distress;
developments in danger of conversion from low-income use: and
foreclosed or vacant uninhabitable properties that would be
substantially rehabilitated for low-income use.

Since Technical Corrections is being addressed. one additional
point must be made. While NCSHA fully understands the need to offset
revenues lost by program improvements, we would hope that some
source other than a decrease in the credit cap could be found. First, we
are concerned about the precedent. Second. we are confident that with
improvements the Credit can realize its full potential.

Traditional Low-lacome Housing Developers are Disinterested
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-Given success. or even significant progress. in addressing the
above-mentioned problems. the result will be a more workable. easier
understood and better administered program even without addressing
any of the difficulties being raised by the developers to our agencies. The
Credit. as presently designed does not take into account some of the
normal and practical aspects of housing development: thereby.
discouraging sponsors from participating. Most of our housing finance
agencies had developed a very competitive multifamily development
program comprised of high quality developer/builders prior to. Tax
Reform. One clear impact of The Tax Reform Act of 1986 was to lave
from low- income housing this critical base of developer expertise. The
low-income multifamily developmentindustry mirrowed multifamily tax-
exempt financings in their-conspicuous absence last year. In order to
begin to attract developers back to low-income housing. the Credit must
respond to the difficulties inherent in producing low-income rental
housing.

The following changes represent some possibilities for
improvement:

allow carry-over of the credit to projects that miss the
December 31 deadline:
set the applicabl2 percentage at binding commitment:
establish a yearly applicable percentage _rather than a floating
rate:
provide a reasonable time after placed in service to establish
eligible basis to account for seasonal work not completed:
allow eligibility of rental housing developments for special needs
groups like the handicapped. homeless. and elderly with much-
needed project based supportive services:
redefine allocations on a project-by-project basis rather than a
building-by-building basis: and
clarify that an owner is not subject to recapture a portion of the
credit should a person's income in a single unit or 100 percent
low-income project exceed the allowable 140 percent eligible
income.

At this juncture. it is important to emphasize NCSHA's and its
member agencies' long term objective - - -to design a Credit ,program
which will be fully utilized in every state. It is important because it is
quite likely that if all the heretofore mentioned problems were
addressed. the Credit still would fall short of this goal. Earlier.
structural changes were mentioned as equally necessary. The critical
ones address the fundamental issue of project feasibility. Income to the
projects must be enhanced if the targetting is to be achieved and the
value of the credit must be increased.

Income Streams in Credit Projects are insufficient

Most of the 1987 experience suggests that deep rent subsidies are
necessary. Given the scarcity- of this resource. project income streams
need to be increased to a more feasible level and it can be done while still
maintaining the targetting and other important policy objectives. Several
options include:

allowing use of the higher of state or median income:
eliminating the family size adjustment. in all or select instances.
such as a 100 percent elderly development:
establishing a "fair market rent" by unit size: and/or
allowing federal and state housing program rental payment
requirements to supercede Credit requirements in federally or
state assisted buildings.

The Credit has Insufficient Value
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Again 1987 experience dictates that the credit is not valuableenough to induce the real estate and investment community to
participate actively. The Impact of Tax Reform on tax incentives for low-
income housing. severe federal cutbacks in the same area and the
laudable policy tenets enunciated in the Credit program, have placed a
tremendous burden on the Low Income Housing Tax Credit program. Itmust be the primary vehicle to produce low- and moderate-income
multifamily housing. To achieve this. and state agencies believe it can be
done, structural changes to the value of the credit must be made toincrease it. Changes which should be discussed, analyzed andconsidered include the following:

recognizing a higher present value to allow a higher applicablepercentage:
allowing the credit agency to determine the applicable
percentage on a project-by-project basis:
fixing the applicable percentage at a lower level but applying it
across the entire base and allowing an additional value on thelow-income units:
allowing tax exempt financed projects to use a higher
percentage: and.
-removing the provision which requires that federal assistance be
subtracted from the eligible basis.

As stated earlier, we do not have the answers to this fundamental issue or
many others raised herein. The above is certainly not exhaustive; but. we
cannot stress the importance of improving value if the Credits potentialis to ever be realized.

Prognostications for 1988

No better indication of the breadth of the problems exists than the
agencies' forecast for 1988. Last month. senior program staff in each
state were asked to make an estimate for 1988 based on the expectation
of early additional regulations from Treasury and passage of Technical
Corrections. Only 21 states felt allocations would exceed 50 percent. Of
those. only 10 projected that they would reach 100 percent utilization.
The typical estimate ranged from 20 percent upwards to 50 percent.
Most importantly. uncertainty pervaded everyone's "guesses." It is
apparent from these estimates that no Credit "pipeline" is emerging. Nor
do the estimates include the potential for use of credits with tax-exempt
bonds which currently would be almost impossible to guess. The
specifics can be found in the previously-referenced table. "Low Income
Housing Tax Credit Activity."

An Aroroach for Develoolng an Effective Credit Program

Thus far. I have attempted to set forth the need for the Low Income
Housing Tax Credit and provide a detailed presentation of the Credit---its
performance and problems. The picture for the immediate future does
not meet the need. your expectations when originally passed or certainly
our hopes. Yet. it is not so dismal as to abandon the Credit.

NCSHA strongly supports the Credit and improvements to it. We
often look back at the low-income multifamily program in H.R. 3838
which you crafted with an only if we could go back to that feeling. But
the time and the pressing need forces all of us to look forward and make
this program work. As we undertake this task. NCSHA remains
committed to the policy goals set forth in the Credit. The targetting.
rent-to-income ratios and similar provisions must be retained and form
the basis for any other decisions.

At the fear of being redundant, the goal of the state housing finance
agencies is full utilization of the Credit. including a significant portion
financed with tax-exempt bonds. The litany of problems require
thoughtful consideration and a commitment to solving them. Mr.
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Chairman. we- know you are committed and we want to assure you of
similar dedication on our part. Many excellent ideas and proposals will
be forthcoming from today's witnesses. State agencies certainly have
their share.

Obviously. some answers are self-evident and. in fact. have been
addressed in amendments to the Technical Corrections Act. However. as
the difficulties become more and more one of structure. de".igning the
correct solutions become more critical. and frankly more difficult.
Balance between important national tax and housing policies.
Congressional control. flexibility and workability is a difficult one to
strike.

For these reasons. =BHA cannot. at this time, provide you with
the design of the "next generation" Credit program which will guarantee
100 percent utilization. State agencies need more experience with the
Credit. Delayed regulations and normal start-up time made 1987 an
incomplete, if not unrepresentative, program year. While, we might all
agree to -certain improvements. the Credit must be designed in
consensus with all participants . . . private and non-profit developers.
syndicators, and state agencies ... to achieve our objective.

Therefore, we are recommending that Congress create a Task
Force representing the various interests. Meetings should be held on a
regular basis during this year with one sole purpose ... to design a Credit
program to join the debate over sunset extension. The success of that
campaign will largely be based on the level of confidence that low-income
advocates and the balance of the public and private sector have that the
Credit program will be a valuable tool in the future. If this can be
accomplished, the Credit program will become as successful in providing
rental housing opportunities for low-income Americans as any previous
federal incentive.
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LOW.1NCOME HOUSING TAX CREDIT Actrvni
Estimates reported at the NCSHA Tax Credit F1y4o. Febrtur 4-5. 1988

Authority

1987
(millions)

Anon. $
(millions)

1947 Activity

Moe. % a Projects

1998Ftrecest

Est. Moo.%
(millions)

Alabama 5.00 1.600 33 00% 17 060 50%
Alaska 067 0.500 8 00% 1 000 20%
Arizona 4.15 0 600 14.00% 4 0.10 80%
Arkansas 297 0 300 11.00% 7 0.70 60%
California 33.73 5 300 16.00% 68
Colorado 4.08 3 900 97.00% 28 000 100%
Connecticut 3.99 1.300 33.00% 6 1.40 100%
Delaware 0.79 0.200 20.00% 6 040 100%
DC 0.78 0 800 97.00% 5 080 100%
Florida 14 59 1.300 9.00% 18 350 80%
Georgia 7.63 1.500 20.00% 66 1.50 50%
Hawaii 1.33 0.000 0.00% 0 004 20%
Idaho 1.25 0050 400% 3 005 80%
Illinois (homerule) 12.80 0 300 2.00% 10
Illinois (state) 5 50 1000 18 00% 23 0.50 50%
Indiana 688 0 800 1200% 28 1.40 90%
Iowa 3.56 0.500 13 00% 13
Kansas 3.08 2.100 68 00% 15
Kentucky 466 1.900 41.00% 83 000 75%
Louisiana 563 1.400 2500% 45 1.00 50%
Maine- 1.47 0 200 1400% 4 020 50%
Maryland 5.58 1.100 20.00% 22
Massachusetts 11.17 6 200 5500% 24 4.00 100%
Michigan 11.43 2.200 1900% 75 060 75%
Minnesota 527 1.800 34.00% 30 0.50 40%
Mississippi 328 0.700 21.00% 26 0.20 75%
Missouri 633 1.900 3000% 75 400 100%
Montana 1C2 0 600 61.00% 8
Nebraska 2.00 0 300 17.00% 8
Nevada 1.20 1.100 9000% 15 060 100%
New Hampshire 1.28 1.900 15.00% 5 030 75%
New Jersey 9.59 1.400 1500% 10 310 100%
New Mexico 1.85 1.000 54.00% 10 1.00 90%
NeW York 22.22 2.500 12.00% 41 560 40%
NYC 390 0.200 4.00% 1 7.60 100%
Nortn Carolina 7.91 1.300 16.00% 76 0.70 50%
North Dakota 085 0 002 020% 1

Ohio 13.44 1.800 13 00% BO

Oklahoma 4.13 2.400 57.00% 8 1.80 40%
Oregon 3 37 0.300 10.00% 29 2.20 100%
Pennsylvania 14 86 1.300 900% 63 090
Puerto Rico` 4.09 0000 0

'Rhode Island 1.22 0 COO 0 0 01 80%
South Carolina 4.22 0 800 1800% 19 080 50%
South Dakota 089 0.300 32.00% 11 030 50%
Tennessee 600 0.900 1500% 44

Texas 20 85 2.800 14.00% 78 1.00 40%
Utah 208 0.400 19.00% 9 0.10
Vermont 068 0.100 1500% 9 020 50%
Virgin Islands 0.14 0.000 0
Virginia 7.23 0.700 1000% 12 0.40 50%
Washington 558 1.500 2800% 16
West Virginia 240 0.700 27.00% 16 50%
Wirconsin 598 1.200 20.00% 24 3.00 75%
Wyoming 0.63 0.010 2.00% 1 0.50 50%

Total 317.21 64.962 20.48% 1.296

includes special authority ($3.9 million each) panted in addition to per capita authority
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Chairman RANGEL. Thank you, Mr. Duvernay, and I want to
thank you for the contributions you and your agency has made to
get us where we are,' and we look forward to your input and work-
ing together with the coalition to see whether we can make this
thing really work. I want to thank you publicly.

Mr. DUVERNAY. Thank you.
Chairman RANGEL. The Chair looks forward to hearing the testi-

mony of Mr. Biderman of New York.

STATEMENT OF ABRAHAM BIDERMAN, CHAIRMAN, NEW YORK
CITY HOUSING DEVELOPMENT CORP., AND COMMISSIONER,
NEW YORK CITY DEPARTMENT OF HOUSING PRESERVATION
AND DEVELOPMENT, ACCOMPANIED BY JAMES YASSER,
PRESIDENT, NEW YORK CITY HOUSING DEVELOPMENT CORP.
Mr. BIDERMAN. My name is Abraham Biderman, and I am the

commissioner of the department of housing preservation and devel-
opment; I am also the chairman of the Housing Development Cm p.
And with me is Jim Yasser, who is the president of the Housing
Development Corp.

Before I Start my formal remarks, I want to react to some of the
stat *Rents that were made in the prior panel. The Federal officials
who were here said they didn't see any changes necessary in this
program and they felt it was fully consistent with the overall hous-
ing objectives of the administration. I would say that's probably
true. The fact that they are blind to the problems that they have
created in the housing market in the city is also reflected in their
optimism that this credit is working as it should be. If they think
there is no housing crisis, we should invite them jointly to come to
New York and it will be an eye-opening experience for them.

Before I get into the housing tax credit, I want -to speak to a
number of issues that have been raised by some of my colleagues
as well as some that have not. First of all, the mortgage revenue
bonds. We, too, support the extension of that programthat's criti-
cal. But New York being unique as it is in so many respects, the
housing and income limitations have to be changed for areas like
New York to make the program work. We have some very sv -sss-
ful projects, some of which I knoiv you are personally fa..ailiar
with, such as Towers in the Park, where the people who we are tar-
geting are not eligible for Sonnie Mae mortgaged-because their in-
comes are over the limit and the project cost doesn't support people
wivh, lower incomes. We have to have some allowance for people
who arejping into subsidized developments, such as Towers in the
Park, t XI be able to qualify for tax-exempt Sonnie Mae mortgages.

We also need some broader changes in the tax-exempt bond pro-
gram as they are related to both general obligation bonds in gener-
al and special housing bonds. We need to eliminate some of the re-
strictions that were put on general obligation bonds which make it
virtually impossible to finance housing construction with general
obligation bonds, as well as. to take housing bonds out from under
the cap sethat we can begin once again to use tax-exempt financ-
ing effectively as a very important resource, and a cheap one for
the Treasurybut it's being stymied by some of the unintended ef-
fects of the Tax Reform Act.
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With respect to the low-income tax credit, we have been utilizing
that credit, or attempting to, probably in a much more significant
way than any other local government, probably any other State, in
the country. We have, as you know, several major programs that
we have put into place with some of the national groups that are
working with this creditthe Enterprise Foundation and LISC,
which is the Local Initiatives Support Corp. Between these two
groups and our initiatives, and working with the nonprofit sector
primarily, we hope to create approximately 2,000 housing units
using the low-income tax credit. I think that's probably more than
any other Will government.

However, that doesn't mean we think that the credit is as effi-
cient or as effective as it should be, as I know that you wanted it to
be when you originally proposed it. The truth is that in itself the
credit just doesn't provide enough of an incentive to build housing,
and it's only in conjunction with major subsidies by the city of New
York itself that we are making these projects come together; in
some cases jointly with the State of New York as well.

There are a number of specific problems which I would like to
address and then offer some solutions, some of which are consistent
with solutions that have been offered by some of the other mem-
bers of the panel.

First, tenant incomes are too severely limited. As you know, the
housing has to be occupied by k eople below 60 percent of median to
be eligible for the credit. The numbers in New York make it impos-
sible for us to maintain a low-income unit for less than about $300
a month. That essentially means that the people who are eligible
for this credit, and the rents that we are allowed to charge pursu-
ant to this programmeans that their entire rental money must
be used just to meet ongoing maintenance costs, and there are no
funds available for debt service. Therefore the entire cost of con-
struction of the unit must be paid for from other sources. There
isn't enough money in the credit to do that so that unless one finds
somebody who is willing to underwrite the full cost of construction
of a unit, which is very high in New Yorkeven for a rehabilitated
unit, it runs about $75,000you are left with a situation where the
credit doesn't work for the incomes that people have.

Now, there are many solutions, part of which is enhancing the
credit, but one of them I believe has to be, in high-cost areas, in-
tlreasing the targeted population to perhaps up to 75 percent of
median so that people can afford to use the credit. In New York
City, a single parent making as little as $15,000 a year, would be
ineligible to live in housing created under the credit.

Now, how much does the credit actually provide in the way of
assistance? Originally the estimates were that on a present-value
basis it would provide 70 percent. That would be not quite all we
need, because we really need 100 percentbut it would be very sig-
nificant. Unfortunately, we have learned from our experience in
using the credit that that is not the case. By structuring our LISC
and Enterprise projects, we have some very hard facts, and they do
not bode well for the effectiveness of this credit on it own without
some enhancements.

What we have found is that the credit essentially generates
equity in a unit of about $25,000 a unit. That is about one-third of
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the cost of developing that unit. The way we were able to provide
the additional subsidy, make the _unit work, is for the city to con-
tribute approximately $50,000.

There are a number of reasons why the credit is not,:as efficient'
or as cost-effective as it could' be. Ohe is that the credit, because of
the restrictions on passive income, is essentially only 'available for-
corporations. People therefore take a credit and discount it heavily
because, we are marketing it to a very Select group and- it '-very
small population.

R's very important, if housing is to be subsidized and assisted by
the Federal Government, if not through direct subsidy, as it should
be, at least 'through the tai credit, that the credit be then usable
for everybody, so that everybody can use and that will increase its
Marketability. That would mean that the credit should be available
without restriction for all people, to offset both passive-,and active
income. This way the credit would not be as heavily discounted as
it is being today.

We also need a credit that is deeper. The credit is set at approxi-
mately 70 percent of the present value of the construction costs. I
believe we have to set the credit at 100 percent of the present value
of those costs if it is going to be on its own an effective resource for
creating housing.

Finally, we have to look at and have am adjustment for the dif-
ferentials in costs in different parts of the country. The relation-
ship between median income and median housing costs in New
York and median construction costs in New York are such that
people with median income unfortunately cannot afford housing
built with median construction costs.

We are suggesting that, again, rather than be targeted to 50 per-
cent of the- median, the program be targeted to 70 percent of the
area median. I know that Senator D'Amato's Advisory Pan - on Af-
fordable Housing has come with a similar recommendation.

Fourth, we have to extend the program. For something to be put
in service by the end of 1989 it has to really go into construction
immediately. With developers looking out and not seeing the pro-
gram assured, they are losing interest, because the time frame for
constructing in New York is longer than anywhere else, particular-
ly where in addition to Federal subsidies you are also dealing with
local subsidies that require extensive approval processes. We are
near the point where without some knowledge that the program
will be extended, no further interest in the program will be evi-
denced because it will be almost impossible to get units placed in
service by the time frame that is called for.

In addition to which, of course, I reurge, as does everybody elfie,
the quick passage of the technical corrections act. A very impor-
tant feature,of that act that is critical in New York as well, are the
carry-forward provisions of the act, and the protection for owners
where there is a change in the family structure of people who are
already living in occupied units.

We also support expanding the credit so that it is available
across the board, not just to the low-income units, but also to an
entire project that has low-income in it, at a lower level, so that we
can have broader economic integration in the projects that are sup-
ported by the credit. Right now the projects that we are financing
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through this credit through LISC and Enterprise are going to betotally aimed at people making below $20,000 a year, and we thinkit's better to have a program that encourages a better housing mixin terms of income.
I know that you, probably more than any other Member, are con-cerned about doing something for housingand obviously it'sthrough your efforts that we have gotten this credit through. But I

think it's important that if it is going to become effective that wemake it work as a self-sustaining mechanism, so that it paYS 100percent of the cost, that it become more efficient so that we don't
rate any of itbecause that is truly benefiting nobodyso that it
o.,vers 100 percent rather than one-third of the cost, as it does now.

I want to thank you for the opportunity. This is my first opportu-
nity as Commissioner to testify before any congressional panel onhousing. It's only fitting that it be your panel, given your strong
interest. I think nobody has to tell you about the housing problems
that we have certainly in New York, and this credit can be an ef-fective tool. We need other tools. We will probably have to wait for
a new administration before we get them.

But this tool is at least an interim step before we can come back
to direct subsidies for housing.

Thank you very much.
[The statement of Mr. Biderman follows:]
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Testimony of Abraham Sideman

Commissioner
The City of New York

Department of Housing Preservation and Development

I would like to thank Chair can Rangel and the other members of
the Committee for offering me the opportunity to testify here today.
While my testimony will focus on the Low Income Housing Tax Credit, I
would also like to discuss some other areas within the jurisdiction of
the Ways and Moans Committee where your assistance is crucial if we
are to be able to once again stimulate the production and preservation
of decent and affordable housing.

If there is one thing we have learned, in the City of New York, it
is that therels no single answer to our hotising problems. We need
direct assistance from all levels of government but especially the
Federal Government to support the construction and rehabilitation of
low and moderate income housing, and we also need a tax code which
will provide incentives to ensure that the private sector once again
becomes involved in the production of affordable housing.

Unfortunately, the Federal Government has been retreating from
ite longstanding leadership role in all of these areas. Direct support
for new construction and rehabilitation programs such as Section 8 and
Public Housing has almoit unithad. Rental subsidies have been
converted from 15 year obligatiOns to five year oommitments through the
introduction of the voucher program, and the bulk of the tax incentives
for the production of low and moderate income housing have been
eliminated with the passer of the Tax Reform Act of 1988 (TRA).

This is not to say that there have not been some positive
developments which we can build on. The Low Income Housing Tax
Credit can be an important component of an overall tax policy which will
support increased investment in housing. And while the credit will need
to be strengthened before it can be truly effective, I believe it is
essential that we support its continuation. However, the tax credit Is
not the sole solution to our housing problems, and it must not be the
only tax incentive available in our effort to solve those problems.

Cities like New York have traditionally been able to issue tax
exempt, so called General Obligation, bonds for a range of "public
purpose" including the development of assisted housing projects.
Unfortunately, the TRA has limited the issuance of these bonds to
projects which are actually governmentally owned. It is inconceivable to
me that the Federal Government would not want to support localities who
are willing to contribute their own funds in the form of grants or low
interest loans to facilitate the production and rehabilitation of low and
moderate income housing. Again, these are not luxury projects; in fact,
in New York City we limit both the rents that an owner may charge and
the rate of return that he may receive, in order to assure the project's
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long term affordability. I urge this committee to reeximine the rules
and limitations on General Obligation Bonds, so that valuable project,
financed with direct City contributions can once again take advantage of
tax exempt borrowing.

Again, while the reinstitution of tax exempt G.O. Bonds for public
purpose housing projects is essential, it is not sufficient. I also urge
Congress to revive and strengthen the existing "private purpose" tax
exempt bond programs for housing. The Mortgage Revenue Bond
Program, for instance, has been a particularly valuable tool in raising
private capital to finanoe loans for first time homebuyerx who are
purchasing modestly priced home.. However, the TRA placed a two year
sunset on Mortgage Revenue Sonde, creating a feeling of uncertainty
about the program. It also imposed new income limits on prospective
homebuyers which have made the program extremely difficult to use-in
areas with high building coats and low median Incomes,

In New York City for example, a family at the maximum allowable
income, which has just been-raised to $37,260, can only afford a home
costing; about $103,000. At the same time, the average purchase price
for an existing home in our area is approximately 1140,000. As e result,
many moderate income families who could make use of the program to
purchsise modestly priced homes in the range of $105,000 to 1125,000 will
be ruled income-ineligible. tven some of the families who are
purchasing' unite in the moderate bloome projects subsidized by the
City, such as the "Towers in the Park" project located in Harlem will be
unable to qualify for low cost mortgages under the new income limits.

On the other hand, those families who do qualify will almost
certainly be unable to find a home within their means. We urge the
Congress to renew its commitment to homeownership by extending the
MRB program as well as amending it to ensure that families who meet
the eligibility standards can actually afford the homes .'hick are
available.

It is also essential'fhat we revive the multifamily, tax exempt bond
program. This program, which until recently generated thousands of
units of new housing each year in the City, has now been leaden with
so many burdensome restrictions that it is no longer feasible.

Obviously, those of us in government can not singlehandedly build
enough housing to meet the tremendous need for shelter. The
multifamily bond program has proven thet it can stimulate the private
sector to build low and moderate income housing in substantial numbers,
but we must reexamine the current structure of this program if we are
ever going to rekindle the interest of private builders through out the
country. In particular, we need to remove the program from the overall
cap on private purpose bonding and to amend the overly restrictive
rules regarding continuing eligibility of low income tenants as well as
the extremely low income levee required to qualify initially.
Unfortunately I don't have time to go into these issues in more detail
hero today, but I have included some of the basic changes we are
adv&aating in my written statement,

1211



115

I have talked great deal about the need to svur the production
of new housing units, but it is squally !revertant that we protect and
preserve the affordable housing we already !viva. Much of the low cost
housing in Now York today was built or renovated through one of the
now defunct RUD production programs, including Section 221(di(3),
Section 236, and Section'S New Construction and Substantial
Rehabilitation. Unfortunately, good portion of this stock is now -- or
soon will be in diveger of being converted from low income housing to
market rate uses, as the 20 year restrictions on mortgagee prepayment
expire, and owners are allowed to "opt out" of any "use restrictions"
which have applied to their property.'

In New Torii City, we are also facing this same "opt out" issue
with respect to our City andState supported Mitchell -Larva projects. In
response, the Mayor and the Governor have submitted legislation which
would preserve these projects as resources for moderate income families
for at least another fifteen years. I know that Chairman Rangel has
sponsored legislation which addresses the pressing problem of mortgage
prepayment on assisted projects, am applaud and support his
initiative in this area. I believe it is important that we use the tax
code to providing some sort of economic incentive for owners to
continue to use their properties to serve those most in need.

I would like to spend the remainder of my time talking about the
Low Income Tax Credit itself. The City of New York has labored
arduously to utilize this credit to the fullest extent.possible. And I
hollave that the programs we have dovolopod in oonjunetisa with the
Local Initiatives Support Corporation (LUC) and the enterprise
Foundation will be among the moat innovative and most successful in the
country. These projects will serve to transform vacant "shells" into
decent, safe, and sanitary housing for 100% low income families.

In addition, we have used the special credit allocation received by
the New York, City Rousing Development Corporation to support number
of our assisted projects which were stalked in the development phase
due to the elimination of the pro-ordsting tax incentives including
accelerated depreciation. While the credit has not completely replaced
tho benefits which developers had predicated their projects on, it has
enabled us to save thousands of units of valuable housing which would
have been lost. Finally, we are also using the acquisition credit
raise equity for the pUrohese and renovation of 810 properties to be
used by the homeless.

But the plain truth isl the credit is just not deep enough to
stimulate low income housing by itself, and unfortunately the City
cannot afford to continue contributing such an enormous portion of the
total project cost.

Perhaps the biggest obstacle to developing effective -projects
which can utilize the new tax credit is the fact that tenants' incomes --
and consequently building revenues generated through rental charges -
- are so severely limited. As you know, only housing which is occupied
by families with incomes at or below 60% of median is eligible for the
credit. In New York City, 60% of median income for a family of four was
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only recently raised to $19,400, permitting -us to establish rents ranging
from $300,=-435 a-month (excluding utilities) for 1-4 person households,
and thia.asatitessthat we choose to establish the maximum permissible
rent. Nowover,..,iince most tenants-in the qualified low income units
would actually tiwould below the maximum income, they would be
forced Cu pay more than 30% of their income for rent. As a matter of
policy, however, we have chosen to provide a range of affordable rents
for tenants earning less than the maximum income, and therefore we
have established rents lower than the amounts stated above.

At the same time, the cost of simply maintaining a low-income
housing unit'in New York City is approximately $300/month and that is
excluding real estate tax. In short, the maximum rant allOwed by credit
rules is virtually the same:as the minimum rent 4,acessary just to
maintain the unit. 'In other words, theraxis not much room for these
projects to par debt service on the cost tif,acquiring.the property to
be developed, let alone the cost of renovating it.

This bleak reality highlights the central problem in using a credit
targoted,exclusively to .such low income recipients. If it is going to
work all by itself - as it was originally intended to - it must generate
enough equity to Lover all or virtually all of the development costs.

Another inherent problem -in the extremely tight income limits
required by the credit program, is the fact that many truly deserving
families and singles with low incomes can not qualify to live in the low
income units. In New York City for instance, a family consisting of
mother and her child earning as little as $15,600 a year or $300 a
weak would be ineligible.

Over the -Put several months, we have attempted to craft credit
programa which can overcoma u many of the inherent
problems/limitations of the credit as possible. From the very beginning
of this process, it was apparent to us that the standard credit could
not' be 786H-sufficient". In fact, even the most optimistic estimates
projec:;arl that it would be worth only TO% of the development costs.
And most experts expected that once syndicated, the credit would
actually yield much less than the estimated 7016 of development costs.
Ao.* result, we pledged to bolster the credit with a eerie of direct city
contributions. In our LISC and Enterprise prole:AA we

. coniributs.vacant "in rani" properties of no cost,

. abate all real estats tutee for up to 32 years, and
provide direct finaming in the form of 1% loan for
whatever portion K the construction cost was not
covered by the 'Amity contromtion raised through
syndicatim.

We have now structured our first LISC and Enterprise projects,
and I am able to provide you with some hard facts about the
effectiveness of the credit as a tool in raising equity. Unfortunately,
these facts do not bode well for the production of affordable housing in
substantial numbers.



Despite-the concerted efforts of LISC and Enterprise to realize a
premium price for thei'sele%of the cre(lit, only about $25,000 per unit (or
approximately 1/3 of the total development cost) was raised. In effect,
the bulk of the credit was "wasted", as investors severely discounted
its value. As a result, the city was forced to contribute up to 150,000
per unit as a direct 1% loan to make these projects viable. In short, an
already inadequate measure was made more inadequate.

While a number of features have contributed to the devaluation of
the credit, I believe the primary reason is that it is restricted to an
extremely limited range of investors. Due to the extremely tight
restrictions on uss-of the credit by individuals, corporate purchasers
have become the only resd market for purchase of the credit.
Unfortunately, corporations are extremely unfamiliar with low-income
housing as an investment and are demanding high returns for investing
in such properties.

Given the costly syndication and legal fees involved in putting
these complicated transactions together, it is not surprising that very
little of the cost of the low-income project can be raised by marketing
the credit. And while this news is not surprising, it is certainly
discouraging for those of us in City government who must struggle to
raise the additional resources needed to make these projects work.

I would like to clam my testimony b; outlining what I believe are
the necessary steps to strengthen the credit so that it can become a
truly workable program. First, the amount of Tax Credit which can be
allocated to a project must be increased. The credit should be deep
enough to encourage developers to participate without large
contributions from State and Local Governments. As a starting point, I
urge the Committee to at the level of the credit to equal to 100% of the
total development costs (on a present value basis) for all low income
units. In addition, the credit must be flexible enough to encourage the
development of mixed income projects. Our experience in the Public
Housing Program and our own insisted projects has been that this
mixture is often conducive to the best living environments and the long
term health of the project. The current system virtually penalizes
projecti for attempting to-bring about, this balance.

Second, the Congress should ensure that the value of the credit
is not lost through a devaluation on the market. In particular, the list
of eligible purchasers of the Tax Credits must be expanded. Income
limits for individual users of Tax Credits should be substantially raised,
if not eliminated. The maximum amount of Tax Credit which an
individual can claim against active income should be raised from the
current limit of approximately $7,000 a year. Together, these changes
would make syndications which are comprised of individuals a
possibility. Since there is a cap on the amount of credit which can be
conferred in each state, these adjustments would not cost the Federal
Treasury any money, and they can be accomplished while still ensuring
that individuals do not use the Low-Income Housing Tax Credit to avoid
paying Federal income taxes.
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Third, we believe that certain flexibility muit be provided in
determining income eligibility for high cost/low median income areas,
particularly if Congress in unwilling to provide for deeper subsidies on
a project basis. It _is simply not feasible in New York-City, where the
cost of construction is 30% higher than the-median national cost, to
produce housing for tenants at 50% and 80% of median with out massive
local subsidies. We recommend a system that-allows for an upward
adjustment of the maximum income limit for the low income units in those
areas where construction costs are significantly higher or median
incomes significantly lower. This formula would be capped so thit nolow income tenants could be admitted with incomes over 73% of area
median. A'similier concept his been developed. and explained -in some
detail by Senator inmates Advisory Panel on Affordable Housing.

Fourth, the sunset on the Tax Credit program- must be extended
this year if we- are to be able to begin to plan future projects relyingon the Credit now. This action would have a revenue impact. However,
failing to provide incentive, for the production of low-income housing
has a severe impact on cur economic health. and our national sense of
well being. It is no accident that multifamily housing-starts in January
1988 were at their lowest level in over five years. The dismantling of
tax incentives foz the production of housing has had a chilling effect on
the level of development. Nor is it mere coincidence -that the number of
homeless Americans continues to grow, despite-increased commitments by
local and state governments, given the Federal,Government'a virtual
withdrawal over the last decade from the effort to provide decent, safe
and sanitary housing for all Americans.

I realize that some of these recommendations are significant
chanson in policy and will not be accomplished easily or quickly.
However, there is much that can and should be done almost immediately.
In particular, Congress must move quiCkly to adopt the Technical
Corrections which were not included in the 1987 Tax Act. The Technical
Corrections bill which was submitted last-year contains a number of
important provisions, but a few are worth special mention. First, the
bill would allow the Credit to be "carried forward" into the next year
for projects which undergo unforeseen problems and are consequently
not placed in service as soon as planned. Second, the bill would
provide protection for owners who currently stand to lose rental
revenues when families occupying low income units decrease in size.
These and other important technical corrections are addressed in more
detail in the written statement submitted by the New York City gutagislig
Development Corporation.

°Again, thank you for offering% me the opportunity to testify here today.
I appreciate your concern for the problems we face in New York, and I
hope that you will strongly consider my suggestions as you begin the
process of revising And strengthening the existing incentives for the
production and preservation of affordable housing.
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STATEMENT OF THE NEW YORK CITY HOUSING DEVELOPMENT CORPORATION

This statement on the low-income housing credit
("low-income credit") is made on behalf of the New York City
HousingDevelopment Corporation ("HDC") by Kyllikki Kusma of
Brownstein Zeidman and Schomer (Washington, D.C.). HDC serves
as the housing finance agency for New York City and is involved
with the development of new housing.

Behind good motives to initiate'tax reform the Tax Reform
Act of 1986 (the 'Act") dismantled the tax incentives that had
played a crucial role in the production of low-income housing.
The changes to the depreciation schedules combined with the
lowering of the overall tax rates, and provisions which
required construction period interest and real estate taxes to
be capitalized and depreciated over 27.5 years, reduced the
value of tax-losses critical to the production of low- income
housing.

Not only did the Act eliminate most tax incentives for
investment in low-income housing, it also eliminated the
ability of most investors to utilize the remaining tax benefits
through enactment of the "passive loss" provisions. Under the
passive loss rules, tax-losses generated by ownership of
low-income rental housing may no longer be utilized to offset
either_active or portfolio income. As low-income housing does
not generate "passive" income, even the reduced benefits have
been rendered virtually useless.

The task and the cOst_of housing is one which cannot be
borne by the states and localities alone. This fact clearly
was recognized by the-Congress in connection with the adoption
of the Act in at least one respect. While the devastating
impact on rental housing was clearly felt in the context of
changes to the laws relating to the treatment of passive losses
and the extension of depreciation with respect to rental
property, the adoption of the low-income credit signaled a
continuing Federal concern and commitment to housing of
low-income Americans. For the low-income credit to be truly an
incentive for the construction of low-income housing, certain
amendments are crucial. The remainder of this statement
analyzes these changes.

There are many important changes included in-the Technical
Corrections Act passed by the House of Representatives last
year (the "House Bill") which are critical to the effective use
of the low income credit. Those changes should be adopted at
the earliest possible time.

LOW INCOME CREDIT

I. CARRY-OVER

A. Special Allocation

Under the Act, HDC received an allocation of additional
low-income credits equal to the following amounts:

1987 $3 900 000
1988 $7 600 000
1989 $1 300 000

The absence of procedural information and the inability of
housing credit agencies to make credit allocations to a project
prior to the calendar year in which the project is placed in
service made it impossible for HDC to allocate all of its 1987
credit apportionment. In fact, as a result of the problems
associated with allocating the credit, HDC was able to allocate
only $170,000 of its $3,900,000 special apportionment

G
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for 1987. Housing credit agencies may not carry forward
unallocated credit authority to the following year, except in
the case of authority not used in 1989. If HDC is not given
special legislative relief, $3,730,000 ("excess amount") worth
of low- income credits from 1987 will not be allocated to
low-income projects. HDC requests special legislative relief
that permits unallocated amounts from 1987 to be carried over
to 1988 or 1989 as needed and to carry over to 1989 any amounts
that could not be allocated in 1988. With the passage of this
special legislation, developers will have an additional
incentive to construct the low-income housing that New York
needs.

The House Bill would have permitted the carry-over.

B. General

Section 42(h)(6)(B) of the Internal Revenue Code of 1986,
as amended ("Code"), which provides that unused credit
allocation cannot be carried over to any other year, must be
amended. The inability to carry over credit creates
uncertainty for both state housing agencies and project
developers. Housing agencies have a limited amount of
low-income credit which they can allocate in any one year. In
raking the allocation, they have several concerns: they do not
want to over- or under- allocate the credit for a year and they
want assurances that projects preliminarily allocated the
credit are worthy and will be placed in service during the
year. Because of delays inherent in any construction project,
there is no assurance that a project will actually be placed in
service for the year the agency contemplates allocating the
credit. Planning is disrupted. Permitting carry-overs of
credit will facilitate planning and insure that worthy projects
are allocated, and actually receive, the low-income credit.

Planning considerations are equally applicable in the
case of specific projects. The allocating agency should be
permitted to carry over any credit it reserved with respect to
a specific low-income project.

The House Bill would have permitted states to carryover
unused credit for specified buildings, effective in 1988; but
it reduces the state credit allocation from $1.25 to $1.10 per
capita in 1988 and 1989. The bill passed by the Senate Finance
Committee (the "Finance Committee Bill") had no legislative
provision but Committee Report language (Reirenue Provisions,
Part 2.I.C.2.) provided guidance to Treasury in granting
carryover waivers under the original Technical Corrections
Bill's provisions.

II. DEEP-RENT SKEWED PROJECTS

A. Amend 3-1 Ratio

Projects that elect to satisfy stricter standards may
take advantage of a special rent-skewing rule that permits
incomes of current tenants to increase to a higher level than
under the general rule before noncompliance is deemed to occur
and looks only to the low-income units to cure noncompliance
In order to qualify for the deep-rent skewing exception the
average rent charged to tenants in the rental units which are
not low-income units must be at least 300% of the average rent
charged to low-income tenants for comparable units. This ratio
simply does not exist in most of the projects. For the
deep-rent skewing rules to be more workable, the "3 to 1"
market rate to low-income rent ratio must be reduced to "2 to
2." Very few, if any, projects can meet the "3 to 1" test.
For projects which fail to meet the "3-1" rent-skewing
requirements, the potential loss of income which would be
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required through the conversion of market rate apartments to
low-income units would be-so great as to make it impossible-for
owners to meet their financial obligations over time. Reducing
the rent skewing ratio to "2 to 1" will eliminate this risk for
such projects.

B. State or Local Assistance

Code section 142(d)(4)(8) sets forth requirements that a
project must satisfy to qualify as a deep-rent skewed project.
Under Code section'142(d)(4)(8)(iii), the average rep.- ...arged
for units not occupied by low-income tenants ("market rate
units") must be at least three times the gross rent charged for
low-income units.

Some projects receive state or local assistance with
respect to the entire building and they may not satisfy the 3-1
rent ratio simply because rents for all units are reduced by
such state or local assistance. We do not believe that state
or local governmental assistance given to a project should be a
factor in determining rents-for market rate units for purposes
Of-the 3-1 rent ratio test. Instead, the test should compare
the rent charged for low-income units with the rent that would
be charged for the market rate units.in the absence of state or
local assistance.

In the absence of state or local assistance, the projects
we,are concerned with would have satisfied the 3-1 rent ratio
test since the market rate_units would have been rented at
significantly increased rents in order to meet the project's
debt service requirement and operating expenses. These
projects should not be penalized for Federal income tax
purposes merely because a state or local government provides
assistance to create or preserve middle income housing along
with low-income housing.

It is important to remember the context which gave rise
to the rent-skewing rules. In high cost/low median income
areas rents must-be skewed in order to shift project costs to
the market rate units and to reduce the burden on low-income
tenants. When owners are.required to convert market rate units
into low income units at low income-rents, the conversion has a
severe impact on a project's economic viability. In
recognition of this impact and to ensure the continued economic
well-being of the project, the deep-rent skewing provisions
were enacted.

These considerations are present regardless of whether a
project receives state or local assistance. A project must
produce enough income to meet its expenses. If a market rate
unit is converted into a low-income unit, the project will
receive less rents and even tally may not be able to meet its
debt service and expenses. _he local assistance does not
mitigate this impact. The local assistance merely makes the
non-low-income units in a high cost/low median income area more
affordable enabling tenants other than the very wealthy to rent
units in high cost areas. Ane tax laws should not be drafted
to favor projects mixing low-income and :ery wealthy tenants to
the detriment of those mixing low-income tenants with middle
class tenants.

The language set forth below defines the term "average
rent" with respect to market rate units and is, we believe,
consistent with the spirit of the provisions.

In projects which have received or are receiving
financial assistance under state or local programs,
the "average rent" charged to individt.als not
described in clause (0 or (ii) of Code section
142(d)(4)(8) shall be the actual rent charged for
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such units plus the amount by which-the rent would
have had to be increased if there had been no such.
state or local assistance.

C. Section 8 Payments

Under the Section 8 program, a tenant pays 30% of his or
her income, determined under the rules for Section 8, and HUD
provides an additional subsidy. It is our understanding that
an affirmative decision was made to exclude Section 8 payments
from the calculation of gross rents under'the low-income credit
provisions. There is, however, an inconsistency in the statute
with respect to the treatment of Section 8 payments in the
calculation of gross rent. Code section 42(g)(2)(13) provides
that gross rent does not include Section 8 payments for
purposes of determining whether the gross rent with respect to
a unit exceeds 30-percent of the income limitations applicable
to the tenant occupying the unit. Conversely, Code section
42(g)(4) (by means of a-cross reference to Code section
142(d)(4)(C)(ii)(1)), relating to deep -rent, skewed projects,
provides that Section 8 payments are included in the
calculation of gross rent. There is, accordingly, within one
Code subsection two methods for the calculation of gross rent.

The Section 8 payments should be excluded from the
calculation of gross rent for the deep-rent skewing rules, just
as they are excluded when otherwise calculating rent for the
low income credit. If Section 8 payments are added to the
tenant's payments to determine the gross rent of the unit,
almost no Section 8 project would qualify for the deep-rent
skewing rules. Moreover, the federal programs would be working
at cross purposes and the deep-rent skewing rules, which are
meant to enable markets such as New York City to use the
low-income credit (and tax - exempt -bond financing), would not
provide the relief intended for those markets. Code section
42(g)(4) should be amended to eliminate this inconsistency by
excepting paragraph (4)(C)(ii) from the cross reference to
paragraph (4) of Code section 142(d).

III. $25,000 PASSIVE LOSS EXEMPTION

"ost of the incentives favoring low-income housing were
elimin,:ed by the Act. The low-income credit provisions were
enacted, in part, to provide an incentive for the continued
construction and preservation of low-income housing.
Historically, investors in low-income housing have been high
income earners who have disposable income to invest and who can
afford to make a-large, illiquid investment that has
substantial risks and no expectation of cash flow or near-term
appreciation.

Under the Act, passive-activity losses can generally be
utilized to offset only passive-activity income. An individual
may, however, offset up to $25,000 of non-passive income from
his rental real estate activities. The $25,000 allowance is
not available, however, for wealthy taxpayers, since Code
section 469(i)(3)(B) phases out the $25,000 allowance with
respect to taxpayers whose adjusted gross income for the
taxable year exceeds $200,000: The $200,000 limitation should
be eliminated.

A $200,000 limitation essentially forecloses from
investing in low-income housing the very investors who have
sufficient funds for an illiquid investment and who can
undertake the risk that it entail. Moreover, even if an
investor has income of below $201,000 at the time of the
investment, the investor would lose the ability to use the
credit if later his or her income increased beyond that
amount. That factor alone may dissuade potential investors.

29.
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The provision of low-income housing is a worthy social goal
which will be easier met if the $200,000 limitation is
eliminated to give investors willing to invest in low-ircome
housing the opportunity to invest.

IV. SET-ASIDE REQUIREMENT

A project qualifies as-a low-income project if, inter
alia, 20 percent or more of the units are occupied by tenants
whose income is 50 percent or less of area median income or 40
percent or more of the units are occupied by tenants whose
income is 60 percent or less of area median - income. While we
understand and appreciate that relief should be targeted to
serve the most needy, projects must generate enough income to
enable a developer to finance the project. In areas where low
median income and high construction costs combine to create
'burdens on housing development and operation, higher targeting
is necessary to provide more income through project rents.

The Conference Agreement provides that income- limits may
be adjusted for areas, that have unusually low family incomes or
high housing costs relative.to family income. The adjustments
are to follow Section 8 determinations of very low-income
families and area median gross income to reflect the 50 percent
and 60 percent income levels. Under the authority of this
section, the targetting requirements should reflect the needs
of areas that have low median incomes and high construction
costs.

A formula should be established to enable high cost/low
area median income areas to adjust the area median inct.ne
limits-established by the Act. The formula should compare
local costs of multifamily housing construction, land and area
median incomes, with similar national costs and incomes. The
current income limits (i.e., 50 percent.or 60 percent of area
median income) would be used as a base. In areas wheie the
cost of construction exceeded the national average and/or where
the area median.income fell below the nationwide median, the
income limits could be adjusted upward. Income limits would
not be reduced below levels established by the Act in areas
where construction costs were lower than the national average
or the area median income was higher.

The proposed formula would compare area construction
costs and median incomes to such national standards. The
numerator of the formula would compare area costs of
multifamily housing construction with nationwide costs. The
denominator would compare area median incomes with the national
median income. The formula is expressed below:

area cost of area
multifamily median
construction income

national cost of . national
multifamily median
construction income

The concept of a construction cost index that recognizes
variations in local construction costs has already been
proposed for hospital capital costs. The Department of Health
and Human Services (HMS) engaged Dodge Data Resources, Inc. to
develop the construction cost index, and it was utilized in its
regulations.

Current low-income rents are barely adequate to cover
maintenance and operation costs. As a result, the capital cost
of construction cannot be recouped and return on that capital
is merely hypothetical. Applying the proposed formula to
establish income limitations would improve the ability to

- 5 -
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finance these projects and to make them economically and
financially feasible.

V. GROSS RENT: STATE OR LOCAL ASSISTANCE

Code section 42(g)(2)(8) defines "gross rent" for
purposes of setting forth the, standards for a rent-restricted
unit in a qualified low-income housing project. It
specifically provides that gross rent does not include payments
under Section 8 or any comparable Federal rental

assistanceprogram. It is our understanding that, gross rent is not to
include payments under state or, local assistance programs that
are comparable to the Federal Section 8 program. The Blue Book
took this position but technical corrections is iequired-toconfirm this result. To provide otherwise would discriminate
against those projects that have rent assistance under state or
local programs rather than under the Federal Section 8 program.

VI. INCOME LIMITATIONS: FAMILY SIZE ADJUSTMENTS

Under the low-income credit rules, adjustments for family
size are required in determining area median incomes. This
requirement has a serious impact on the ability to underwrite
projects. Underwriters need to project the rental income a
project will generate to determine the amount of the mortgage
loan the project can support; if the determination of available
rental income cannot be determined until the project is rentad
(and the-family size of the tenants determined). underwriters
must assc.a all low-income units will be occupied by the
smallest-numbers of persons or families. Moreover, continued
eligibility of units CC: be affected by changes in family size,
if, for example, a family member dies, grows up and moves out
or leaves because of a divorce.

The effect of annual recertification and rcquirect
familp;size adjustments is to place low-income households in
annual jeopardy of eviction or substantial rent increases. Yet
because of the very shortage of low- and moderate- income
housing the program is designed to alleviate, in many areas
with low vacancy rates, alternative housing is not available.
The family-size income limit adjustments also substantially
increase the risk of unintentional noncompliance for the owner.

The low-income credit rules should be amended to provide
that family-size adjustments do not affect income eligibility.

The House Bill would save provided that a decrease in
family size from death, divorce, separation or abandonment
after initial occupancy would have no effect on the family size
adjustment relative to income eligibility.

VII. SECTION 8 ASSISTANCE

Assistance payments under Section 8 require the gross
rent paid by occupants of a low-income unit always to equal 30
percent of the tenant's income and therefore to increase 'is theincome of the occupants increases. As a consequence, a
low-income Section 8 tenant whose income exceeds the applicable
low-income credit income standard (i.e., 50 percent or 60
percent of area median income) will be required to pay more
than 30 percent of the applicable low-income credit standard as
his rent contribution, a violation of the low-income credit
requirements. The low-income credit rules should be amended to
provide that the gross rent paid by the low-income tenant may
exceed 30 percent of the applicable income limits to the extent
such increase is required under the Section 8 program.

- 6 -
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The House Bill provided that the gross rent paid by a
low-income tenant may exceed 30% of the applicable income
limits to the extent such increase is required under the
Section 8 program.

VIII. EXTENSION OF SUNSET

The low-income credit is scheduled to expire at the end
of the 1989 calendar year. The sunset date should be
extended. The low-income credit rules were enacted in response
to changes in,laws relating to the treatment of passive losses
and the extension of the depreciation period for rental
property which made investment in low-income housing
unattractive. With the sunset of the low-income credit. there
would be; no incentive left for investors to invest in housing
which offers little current cash flow and limited appreciation.

1913k
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Chairman RANGEL. Well, I want to thank you for your positive
input and recommendations, and also, Mr. Yasser, and IIPD gener-
ally, because they were very helpful in trying to frame what limit-
ed credits we were able to get. And I also' congratulate the city, by
being able to reach out to the private sector as well as to State and
bring in its own resources to the table ''to make certain that the
Iiinited success we have with this program was possible.

As I;pointed out to Mr. Johnson, these credits were never really
meant to substitute a national housing policy, which we don't hive,
and I think all of you agree that the Tax Code should be the last
place that we should be looking for a policy to provide shelter for
people. And I think the depth of the problem certainly you can get
from the testimony of !UM, when they are to say that there is no
housing, shortage. All you have to do is, get the homeless to get up
and .go to where the <farmlands have been left by those that had
forfeiture of their mortgagesand I guess out there some place the
poor could find housing. It's a hell of a plan, but that's what we're
up against. [Laughter.]

And, like you said, we -have to tolerate this lack of sensitivity
until we can bring about some changes.

Mr. Biderman, to what factors do you attribute New York City's
extraordinarily high construction costs? What are the major fac-
tors?

Mr. BIDERPAAN. Well, there are a number and one, of course, is
the very high cost of land. Land is at a premium; the city is a
highly developed city obviouslythere isn't a lot of Vacant land. So
land costs are a major factor in the high cost of housing.

Chairman RANGEL. Suppose I just took that out. The city owns so
much of the vacant landover half, isn't it?

Mr. BIDERMAN. Well, not the half of the developable land. People
always come to me and say you have so much land, why don't you
do something with it.

Chairman RANGEL. Exactly.
Mr. BIDERMAN. We are trying to do something with the land that

we have; The program that we announced earlier this week withMr.
Chairman RANGEL. No, listen, all I'm saying
Mr. BIDERMAN. But we don't own that much developable land aswe think.
Chairman RANGEL. If we could take it one by one, ru just deal

-with the land that I know the city ownsthe "in rem" property. So
that eliminates one of the factors in construction.

What are the others?
Mr. BMERMAN. The others arethe fact that construction costs

are very high in New York for, quite frankly, reasons that need
some more explanation. The mayor and the Governor have both
called on the Federal agencies and State agencies to investigate
whether there isn't truly a free market, construction market for
housingfor constructionin New York. The construction indus-
try in New York has been in many cases weaned on luxury condo-
minium construction, luxury office tower construction, where costs
were just not a factor.

Chairman RANGEL. You mean there could be an unlawful con-
spiracy?
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BIDERMAN. Well, certainly there have been those allegt.tionci;
I'm%not in a position to make those allegations without further evi-
dence. I know that both the Governor and the mayor have urged

ispecial prosecutors to investigate the construction industry and I
am sure that is warranted, but I don't have any hard evidence to
that effect, except the fact that the costs are hard to explain, quite
frankly.

Chairman RANGEL. Are we restricted to the so-called construc-
tion industry as it presently exists when we are talking about low-
income housing?

Mr. BIDERMAN. We are trying not to be, but the grasp of some of
ithe unions is so strong that it is impossible to evade their grasp,

particularly when you are dealing with recognized developers,
which we want, to deal with because of their experience, but we
also have to be concerned about their ability to function on other
jobs if they try to evade the unions.

We are, I believe, trying to be more efficient, and are being more
efficient-in terms of many of the rehabilitation jobs that are going
on in the city right now. We don't have some of the featherbedding
that we have on high-cost jobs in the city. But the costs are still
higher than they are in surrounding juris&ctions.

As you kntiw concrete was one example of that. We are trying
so far unsuccessfully to get our own concrete batching plant. Just
the threat of our doing so has resulted in a dramatic drop in con-
crete prices in New York City.

Chairman RANGEL. Well, how do you address the question that
there are so many people in the industry, the construction indus-
try, that are unemployed? There are so many minorities that can't
even get an opportunity to join the union. The low-income housing
is basically located in minority communities, and there is absolute,-
ly no strain, no fear, no problem with the community with any
labor leaders at all, locally or nationallynow, given that, do you
know of any attempt to bring whoever you are concerned with to
the table and say we have to provide housing for these people?

Mr. BIDERMAN. We do that, in fact. We meet regularly with the
construction unions for a major construction management program
that is now taking place in Harlem that is being managed vy Tish-
man Construction, and we, as part of the resolution of the board of
estimates approving that project, insisted on two things: one that
20 percent of the subcontracting work be given to locally based en-
terprises, who are essentially local small businessmen, very often
minorities; and that there be a targeting of 35 percent of the people
working on the site be minority or women. And we will be exceed-
ing those targets in those areas without difficulty. And that's not a
problem in most unions. There are some unions, some skilled
trades, where there has been traditionally underrepresentation of
minorities. That has not changed, but it is no longer a factor in
most of the trades in New York City.

Chairman RANGEL. I'm just trying to deal with the high cost, and
I'm not saying that you have so much land and property that that
is not a factorbut where you don't have the cost and where yol
don't really have the labor unions sticking to their union rates, and
where you do have mandatory community involvement require-
ments, why the costs would not be a lot less.
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Mr. BIDERMAN. They are. The other factor, of course, is that wecannot afford to build in New York City, except on a limited basis,
small homeswe just don't have enough land to do that.

Chairman RANGEL Small homes?
Mr. BIZERMAN. Most of our construction is multifamily construc-

tion, high-rise construction, which is inevitably more expensivethan small home construction, given the additional requirements
obviously in terms of the soundness of the housing. That is anotherfactor.

But we have a very efficient bidding system now. As you know,we have on our own, without exclusively the Federal assistancethat we have for a tax creditand there is almost no other Federal
assistanceembarked on a $4- billion program to rehabilitate,
build, and preserve about a quarter of a million unite over the next
decadeand I can tell you now that over the next month the
mayor is going to be announcing additional resources to make that
program even larger. We have a very rigorous bidding process in
that program, and that has served to reduce costs all across the
board. But New York is still a high-cost area.

Chairman RANGEL. I know. Well, the city has really been imagi-
native in getting developers to assume more of a responsibility
where they had larger projects to deal with low-income housing,and also to take advantage of some of our successful partnerships
with the commercial sector in getting them involved in low-income
housing.

Let me thank this panel. Thank you for getting us to where we
are, and also in letting you know that we look forward to workingwith you to see whether or not we can improve, if not perfect, the
provisions.

The Chair would like to announce an adjournment until 1o'clock. At that time we intend to hear from the two final panels.
And I wish I could have made that announcement earlier so that
you wouldn't have to wait, but I didn't have the information avail-able.

And so the committee stands adjourned until 1.
[Recess.]

AFTERNOON SESSION

Chairman RANGEL. The committee will come to order. I apologize
for the delay, but the White House Conference on Drugs is going
on at the same time we have this conferenceand I have an inter-est in the conference.

We will now have the panel consisting of Denis A. Blackett,
president, HII Corp., Boston; Patrick Clancy, executive director,
Greater Boston Community Development, Inc.; and John Johnson,
executive vice president, Beacon Construction Co. from Newport
News, Va.

Mr. Blackettall of you, all of your testimony will appear in the
record without objection, and you can highlight the parts that youthink are most important.

Suppose we start it with Mr. Blackett.
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STATEMENT OF DENIS A. BLACKETT, PRESIDENT, HII CORP.,
BOSTON, MASS.

Mr. BLALtzTr. Thank you, Mr. Chairman. Distinguished Mem-
bers of Congress, I appreciate this opportunity to testify before the
committee concerning the 1986 Tax Credit Act and its effect on
low- and moderate-income pausing.

Before I get into the body of my testimony, let me say that it's
going to be somewhat specific and unique in terms of the testimony
that you have heard today. There are two unique aspects to it. One
is that we last year did a lot of work on existing housing in using
the tax credit law with existing housing rather than,with new con-
struction, and the other is that we work in the State of Massachu-
setts which turns out to have probably a very unique situation as
compared with other States in the Nation.

Let me go back into the body of the testimony. You have before
you a detailed chronological analysis of a hundred days of intensive
effort to resyndicate, with 1987 tax credits, six existing 10-year-Old
projects in the State of Massachusetts. The effort was minimally
successful. On December 31 we completed the resyndication of
project, and the 1987 tax credit that had been allocated to the
other five projects expired.

At present the State of Massachusetts has applications for 1988
tax credit that would require three times the credit it has avail-
able. Massachusetts has $8 million in tax credits for 1988, and at
present its applications would require in excess of $24 million.

Massachusetts assumes that this situation will apply to 1989 as
well. It is.quite conceivable, therefire,,,that those, projects for which
time ran out in 1987 will never recei7e fax credit.

Based on this experience, we have some recommendations to
share with the committee. But before that I would like to give you
some background on HII Corp. and the six projects involved.

Briefly, Jill Corp. is a real estate developer with 22 years of expe-
rience in the development of low- and moderate-income housing.
Most of our projects are concentrated in Massachusetts where we
own over 1,600 units of housing. Overall we own and manage over
3,000 units in California, Maryland, New York, and Massachusetts.

The six projects in question totalled 950 units of low- and moder-
ate-income housing. The greater majority of these units, over 80
percent, are large-family units with two to five bedrooms, and are
located in the Roxbury-Dorchester area of Boston, a predominantly
low-income black community. The majority of the properties are 50
to 80 years old; they were purchased and rehabilitated between
1971 and 1975 by our corporation.

We received notice of our award of approximately $2 million in
tax credit in mid-September of 1987. Beginning immediately we
contacted tenants in all six projects, and notified them of the im-
pending equity restructuring. We conducted extensive physical sur-
veys and financial analyses in all six projects, and determined that
the projects needed in excess of $2 million to ensure their long-
term viability. We met with tenants in all six projects to discuss
the proposed restructuring and the proposed physical improve-
ments. Their response was enthusiastic.
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In addition, we contacted over one hundred limited partners in
the different projects, and after protiacted negotiations received
approval in the majority of cases.

The five projects which did not receive tax credit represent some
750 families who will now not receive the benefit of this infusion of
capital and whose projects' long-term viability may now be in jeop-ea*.

Let me go now to some sped& recommendations.
One, -we_recommend that Congress carry over tax credit from

1987 te,1988: Anc146 recommend that this legislation be passed im-
mediately, since there are projects that are in limbo, having been
processec. in 1987, that are waiting for 1988 credit.

There would be no aggregate budget impact when one considers
1987 and 1988 together, and webelieve there would be a minimum
impact in 1988, since its probable that the total tax credit involved
nationwide is less than $10 million

In the State of Maisachnsetts in 1987, $8 million of tax credit
was available; approximately $6 million was allocated; and approxi-
mately $4'/2 million' wan used.

We believe this is a fair and equitable suggestion for the follow-
ing reasons:

One, it was impossible to adequately use 1987 tax credit because
insufficient time was alloted for the development of the new pro-

. Treasury regulations outlining the manner in which the
tates were to allocate tak credit-were not available until June of

1987, and therefore most States were not prepared to advertise for
and allocate credit until August or September. The State of Massa-
chusetts advertised for credit in late June, and allocated in early
September. To this date, the States are still awaiting complete in-
structions from Treasury.

Two, the tax syndication industry was severely hampered in its
efforts to raise money because of the stock market crash and be-
cause of the various limitations which a tax credit law put upon
the traditional methods of raising equity.

Three, throughout the country utilization of this tax credit was
extremely low. I believe you've heard those comments from earlier
speakers. In general, the 10 largest States in the Nation utilized be-
tween 20 to 30 percent of their available tax credit, a reflection of
the difficulties of working under the time constraints that the in-
troduction of a new law provided.

A carryover 1987 tax credit would remove the unfair penaliza-
tion of those projects that missed the December 31 deadline under
the unusual time constraints of the initial calendar year.

We prepared a draft of what we believe is an appropriate amend-
ment, and we will share that with the committee after this presen-
tation.

Our second recommendation is to red .ce the tax liability for ex-
isting limited partners. We recommend that legislation similar to
that being proposed in H.R. 3663 be enacted. In H.R. 3663 the -tax
liability of the selling limited partners on existing 10-year-old
projects is substantially reduced by reinstituting tho depreciated
project basis. From our experience it is clear that one of the major
constraints to preserving existing low-income housing through tax
credits is raising sufficient funds ft' 'y some part of the tax Habil-
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ity of the selling partners. Most limited partners who have been in
a low-income project in excess_of 10 years are willing to sell if 50 to
75 percent oftheir tax liability is paid. However, the funds generat-
ed by public offerings or blind pools are rarely adequate to pay a
significant Portion of that tax liability. Therefore, -the- passage of
what's contemplated in H.R. 3663 will be very effective in making
the resyndication.of existing projects feasible.

Finally, We recommend that the Congress act to broaden to syn-
dication market for individuals. We propose that the Congress
remove the $200,000 to $250,000 income restriction for individuals
in the use -of tax, credit.; as well as the $7,000 tax credit cap per
individual. This recommendation is without budget impact, since it
does not affect the total tax credit available

One of the major restrictions that we found in our 3-month effort
to resyndicate was the inability of the traditional syndication in-
dustry to raise funds. They were restricted in the raising of funds
to dealing with individuals in the $100,000 to $250,000 category
who at a maximum were purchasing $7,000 worth of tax credit per
year. This lead to the use of public offerings or blind pools and
eliminated the possibility of the more .traditional 10: to 20-person
syndication. The blind pools then faced the difficulty of raising
funds in the environment that existed- after the October 19 crash,
so that where the industry, had expected to raise over $200-million
in the Summer of 1987, they actually raised by the end of the year

$50 to $60 million
In summary, we believe that if Congress allocates credits to those

areas which need-them and have made an effort to use them, by
allowing a carryover of 1987 credit, and if Congress reduces the tax
liability- for selling limited. partners, as H.R. 3663 envisions, and if,
in addition, Congress takes steps to broaden the market for individ-
uals, using tax credits, then both existing housing- and new produc-
tion will greatly benefit, and the underutilization evidenced in 1987
will not be repeated in 1988 and 1989.

Thank you.
[The statement of Mr. Blacked follows:]
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WRITTEN STATEMENT OF DENIS A. BLACKETT, PRESIDENT, HIT CORPORATION
TESTIFYING BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS, U.S. HOUSE OF REPRESENTATIVES

MARCH 2, 1988
introdurtion.

The following is a chronology of one hundred days of
intensive effort. to resyndicate with 1987 tax credits six, ten-
year-old, existing projects in the state of Massachusetts. The
effort was minimally successful. On December 31st we completed
the resyndication. of one project and the 1987 tax credit that had
been allocated to the other projects expired. At present the
state-of Massachusetts has applications for thr:e-times-the
amount of available 1988 credit and assumes that this-situation
will also apply to 1989. It is quite conceivable, therefore, that
the five-projects for which time ran out in 1987 will never
receive tax credit: The lessons resulting from this effort lay
the-foundation for legislative recommendations which seek to
maintain existing-stock of low income housing and achieve desired
benefits for families, the elderly and the disabled.

ChrtNLICLU %

1. HII Corporation is a real estate developer with 22
years of experience in the development of low and moderate income
subsidized housing. Most of our units are concentrated in
Massachusetts, where we own over 1,600 units. Overall we own and
manage more than 3,000 units in California, Maryland, New York and
Massachusetts.

2. In June of 1987 the Treasury announced its rules for
allocating tax credit. In the same month the State.of
Massachusetts, through the Executive Office of Community
Development, announced a competition for $8 million of 1987 tax
credits and indicated its goals for the years '87, '88 and '89.
Th'se goals were to support existing housing in '87 and to promote
new construction in '88 and '89. It also indicated that it
expected to be oversubicribed for '88 and '89 credits.

3. In August of 1987 HIT Corporporation sub..itted proposalson six projects which it had developed in,the state of
Massachusetts over the-previous 15 years. All were financed by
the Massachusetts Housing Finance Agency (MRFA).
HIT requested approximately $2 million to restructure the equityin these projects.

4. The six projects totalled 950 units of existing low and
moderate income housing. The majority of the properties, over 700units, are scattered site, large-family units (2-5 bedrooms) in
the Roxbury-Dorchester area of Boston, a predominately low incomeblack community. The properties are 50 to 80 years old and were
purchased and rehabilitated by HIT Corporation between 1971 and1975.

5. On September 20th, or thereabouts, HIT received a tax
credit award for $2 million.

6. In mid-October MRFA indicated that their approval of the
restructuring would be conditioned upon our commitment to keep the
property low income for the remaining life of the mortgage (an
additional 20 to 24 years). We agreed to the condition, although
it substantially exceeded the federal, tax credit requirement of 15years.

7. Beginning in October, HIT contacted tenants in all six
projects and notified them of the impending equity restructuring.We conducted extensive physical surveys and financial analyses on
all six projects and determined the need for a minimum infusion of
$2 million to insure their long term viability. We met with the
tenants in all six projects and discussed the proposed
restructuring, the proposed physical improvements and the extended
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commitment to low income housing. Their response was
enthusiastic.

8. Beginning in October, HI/ contacted all existing limited
partners in the six projects (over 100 individuals and their
representatives, syndicators' lawyers and accountants) to
determine their interest in selling the property. Negotiations
were protracted and difficult, but by December 15th approval to
proceed (a majority vote of the partners in each project) had been
obtained for four of the projects. (One group of limited partners
had declined for personal reasons, and we had achieved a 47%
affirmative vote in the other case.) In all cases the amount of
the tax liability for the existing limiteds upon sale and our
ability to give them sufficent dollars to pay that liability was

the overriding issue. Generally, the existing limiteds settled
for a payment of 50 to 75 cents for each dollar of tax liability.

9. Beginning in October, HII contacted various syndicators,
blind pools, corporations and other potential users of the tax
credits. T October, various syndicators who had organized blind
pools (at least seven blind pools in Boston, New York and Los
Angeles) had high hopes of raising over $200 million industry wide
for the purchase of tax credit properties. After October 19th it
became apparent that the pools would actually raise under $60
million.

10. It also became apparent that the majority of the blind
pools had structured their offerings for 15 year deals (not
existing, life of the mortgage, 20-25 year deals) and that the
equity they were raising was insufficent in most cases to satisfy
both the physical and financial needs of the properties and the
tax liabilties of the selling partners.

11. Throughout October and November potential corporate
buyers did not materialize. This was particularly frustrating as
corporate buyers can utilize both depreciation and tax credit and
would have provided sufficient equity to satisfy the project
needs. Because of the narrowness of the market for individuals
(incomes above $200,000 are ineligible for tax credits and the
total credit per individual is limited to $7,000) the traditional
syndications consisting of 10 to 20 individuals were not
available.

12. In late November a blind pool indicated that it would
soon raise sufficient funds to buy all of our projects. They
expected to be taken to market by a New York wire house in early
December and to raise in excess of $40 million. Preliminary
purchase agreements were signed with this blind pool.

13. By the second week in December it became clear that
although sales had gone moderately well they were only going to
raise between $15 and $18 million. Their senior review board now
raised objections to the 20 to 25 year lockin, saying that the
pool had been sold based on a 15 year lockin as the federal law
requires, and that having a significant number of properties--more
than 25% of their total dollar volume--committed to longer lockins
would be untenable. There was also a hint of reluctance to deal
with inner-city, ghetto property.

14. We then turned to a second blind pool that had expressed
interest in the properties earlier. They had been crying to
raise money since mid-1987 and by December had raised only $8
million, but were prepared to do at least one property. We also
continued to search for corporate buyers, who could utilize both
depreciation and tax credit.

15. On December 31 we closed on one property with the second
pool. In the interim (the last two weeks of December) we located
potential corporate buyers, but there was insufficient time to put
together additional purchases and the 1987 credits on the
remaining properties expired at year end.

2
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16. In early January EOCD confirmed what it had indicated
-earlier: that they will likely be oversubscribed for '88 credit
(at present there is 300% oversubscription) and probably for '89
credit, and that its highest priority is the production of new low
income housing units. It is now quite possible that-these five
properties, representing over 750 families, will never receive tax
credit.

17. In early January we also surveyed the 10 largest states
in the nation and discovered that the utilization of '87 credit
was extremely low--between 20% and 30%.

18. At present, the corporate contacts that were finally
established in late December continue to firm up, and it is clear
that if credit were available we would be able to sell to
corporate buyers and to raise sufficient dollars to satisfy both
the project needs and the requirements of the selling limited
partners.

jollong to b learned-

1. There was insufficient time in 1987 to adequately utilize
the 1987 tax credits. Developers and agencies were hard pressed
to complete all the necessary studies, tenant approvals, limited
partner negotiations, etc., in the time allotted after Treasury's
issuance of its regulations in June. Undoubtedly, the arbitrary
December 31st cutoff prevented a number of resyndications around
the country that were similar to ours. More significantly, the
traditional syndication industry was severely hampered in its
effort to respond in the shortened 1987 time frame:

(a) The corporate market had to be educated to the
benefits of tax credits,

(b) The individual market was severely limited by the
$200,000 cap on income and the $7,000 cap on credit.

(c) The October 19th crash and other Wall Street events
made it difficult for the wire houses to raise funds.

2. The equity resyndication of existing projects requires
more money than the equity syndication of new projects because
the existing limited partners face substantial tax liabilities and
these tax liabilities must be, in part or in whole, compensated
for with the new money.

3. The corporate market may provide a partial answer to the
issues raised above in that they can provide additional funds
because they utilize both losses as well as the tax credit and
that it would appear that, given time, this corporate market may
mature and become active in the purchase of tax credits.

'Recommendations:

1. Provide for a carryover of '87 tax credits to '88. It
would be fair and without aggregate budget consequence to provide
for a carryover of '87 tax credit to '88, particularly in those
situations where states foresee full utilization of their '88 and
'89 credits for new projects.

2. Reduce the tax liability of the selling partners through
proposals such as the one contemplated in HR 3663.

3. Widen the potential market of individuals interested in
buying low income housing by removing both the income limits and
tax credit cap for individuals.

3
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FXHIRTT A

The following is a proposed amendment to Section 42 of the
Internal Revenue Code of 1986:

Subsection (h) (6) (B) is amended by adding at the end
thereof the following:

(iii) Exception Permitting Carryover of Credit
Reserved Tn 1987 Any portion of the aggregate
housing credit dollar amount of a housing credit agency
for 1987 which was reserved in 1987 by the agency for
an identified building but was not allocated in 1987
may be carried over to 1988 and allocated to 1987
provided that the dollar amount of such credit is
within the housing credit ceiling of the agency for
1987 and provided that, prior to January 1, /989, the
taxpayer meets all of the conditions that would have
been required to be satisfied to obtain the allocation
in 1987 and the amount of the housing credit so
allocated shall be treated for purposes of this section
as a housing credit for 1987.
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Chairman RANGEL. Thank you. We will now hear from Mr.
Clancy of Greater Boston Community,Development.

STATEMENT OF PATRICK E. CLANCY, EXECUTIVE DIRECTOR,
GREATER BOSTON COMMUNITY DEVELOPMENT, INC., AND
COMMUNITY DEVELOPMENT, INC.

Mr. CLANCY. Thank you, Mr. Chairman I am director of Greater
Boston CoMmunity Developmeitt and its affiliate, Community De-
velopment, Inc. We have developed about 5,000 units of affordable
housing over the last 20 years. I'd like to briefly summarize my tes-
timony regarding our development efforts to utilize the low- income
housing tax credit and our marketing efforts utilizing the credit,
and I will leave for -the record comments on use of the credit in
acquisition situations.

We are currently working on over two dozen projects involving
over 2,000 units of housing where we are spending money on
design, on development, on construction in reliance on utilizing the
low-income housing tax credit. The projects vary all over the
mapfrom rehabilitation to new construction, inner city, subur-
ban, small town, mixed income, and all low-incomebut I think
we've got some observations, some descriptions, not prescriptions,
from that that you might find useful.

First of all, the credit is extremely valuable. Every one of those
couple of dozen projects will rely heavily on substantial utilization
of the credit, and without that kind of Federal investment in the
affordable housing we are working to create, we would be hard put
to be doing any of those projects.

Second, the credit is necessary but not sufficient. In each one of
those projects we are utilizing additional State, local, and, in many
instances, Federal resources that generally exceed themselves the
subsidizing value of the credit. So if the credit is worth x dollars a
unit, we have got another 2x a unit in additional subsidies to make
the housing that we are working to create affordable.

So the credit is important, it's valuable, it's necessary, but not
sufficient.

Third, the credits make many of our housing efforts more com-
plex. In many inner city neighborhoods, small towns, and even
with many low-income community-based organizations, the desire
to have some mixture of incomes among the people that are served
in new or rehabilitated housing created in a community, is real
and substantial and often one that's politically necessary.

What we end up doing in that situation is very complex. We uti-
lize the credit on low-income units that are in a rental form. We
utilize the value of the homeowner deductions for upper income
people in units that are done in condominium form. Two things
happen from that. No. 1, the moderate income fall out because they
are not in a tax position to take advantage of the homeowner de-
ductions, and they don't get the credits. So we need to raise more
other subsidy funds to be able to serve them. And. No. 2, we've got
one development venture that now has two whole ownership and
financing structures, which is immensely complicated. We are
doing it, but it's an immensely complicated way to do business.
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Fourand this is I hope not because the light is about to go to
orangetime's up. As we sit here today, as we think about going
out and finding a site, developing a development conce, t, putting
together plans, putting together the other sources of subsidy, get.
ting financing, getting local approvals, and getting into the ground,
the fact the credit runs out if you are not in the ground and in
construction in 1989 means, quite frankly, that if you start today
you are not very likely to make it in the-kind of complex financing
and development effort that is currently necessary.

So extension is critically important now if we are going to main-
tain the limited momentum that has been built up in utilization of
the credit.

Clearly, as you, Mr. Chairman, pointed out at the beginning of
this hearing, what's going on with the credit is a very modest over-
all level of activity nationwide and the absence of a much larger
array of direct Federal involvement in direct subsidies dealing with
the housing problem is a major contribution to the gross inadequa-
cy of current affordable housing efforts.

I thinkand I've done a lengthier paper that was presented to
the Senate Hewing and Urban Affairs ;Subcommittee, laying out in
some detail whythat the credit specificallyand investment in-
centives through the Tax Code more generallyare an important
part of an overall Federal housing effort and should be maintained.
I think some of the issues that you have heard today that are
pointed out in ,greater length in my statement' and in that paper
that need to be addressed in the redesign of the credit should be
looked at in- conjunction with looking at a larger Federal role in
direct assistance and financing. And one of the critical things that
I think is happening at this juncture for the first Aime in my 20
years in this business is that the discussions that are going on be-
tween tax and housing committees and staff provide the potential
for the critically important tying together of those resources, as we
create a new Federal effort for the future.

In terms of marketing of developm nts using the credit to inves-
tors we are doing that entirely to- corporations. We've had a $16
million offering with corporate leadership in the city of Boston,
vinich has been completed. We've got a $12 million offering which
is being completed this month through an investment banking
house going to corporations. We've got a $9 million offering involv-
ing several development projects which we are negotiating directly
with a small number of corporations and expect to complete in the
next couple of months. We have substantially more than that on
our plate for this year, but from the early efforts I would like to
share a few comments on the marketing issues.

It's a very tough market to find corporate investors. For corpora-
tions who don't know real estate, its very hard to get them to
know it. For corporations who are sensitive to their image, who
want to do something that's kind of a good-guy activity, but are
afraid of ending up with some poor folk appearing on the doorstep
in ten years if something goes wrong, you just can't get them over
the threshold. And for corporations who understand and want a
real estate investment, offering them a real estate investment that
is not really a real estate investment, because you don't want to
sell them residual value and appreciated real estate and create an
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expiring use problem in fifteen years, those corporations aren't in-
terested either.

In addition, the individual market, for reasons you've heard, is
far too restrictive and inefficient to be useful in the way in which
it's now designed. So I think the kind of legislation that Senator
Mitchell referred to this morning that exempts low-income credit
developments from the passive loss rules and reopens the upper
income individual market is critical if the credit is to really workfor any kind of significantly expanded use.

I'd like to mention one Specific coordination issue, and ask the
committee's assistance in coordinating with the banking commit-
tees and with the Federal Reserve Board. The Federal Reserve
Board has rules for bank holding companies that are in the processof being formed and is increasingly requiring,that they not make
or be severely limited in Making real estate equity investments.The largest corporate market thatwe have found interested in par-ticipating in these tax credit investments has been financial insti-tutions, many of whom are affected by those Federal Reserve
Board regulatiutis. For those institutions not to be able to purchase
because of Federal Reserve concerns with equity investments in
real estate, along the lines of some of the things that have occurred
in the southwest over the last several years, is an inappropriate re-
striction. Some exception for low-income housing credit investment
could really help us to continue to get as much out of the corporate
market as possible.

Thank you.
[The statement of Mr. Clancy follows:)
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STATEMENT OF PATRICK E. CLANCY, EXECUTIVE DIRECTOR, GREATER
BOSTON COMMUNITY DEVELOPMENT, INC.

Mr. Chairman, Members of the committee. My name is Patrick
E. Clancy. I am submitting this statement to you as the
Executive Director of Greater Boston Community Development, inc.
(GBCD) and its affiliate, Community Development, inc. (CDI).
These organizations are non-profit corporations providing a full
range of real estate services - development, financing and
management - to local communities throughout Massachusetts and,
more recently, Rhode Island and Connecticut for the production
and operation of housing for households of limited means. Over
the past 20 years, these organizations have assisted in the
creation of approximately 5,000 units of affordable housing
utilizing a wide array of debt, subsidy and equity financing
totaling in excess of $220,000,000.

As you well know, the low income housing tax credit was
created as a part of the massive tax reform effort in 1986 when
very limited time and attention were available to complete a
fundamental revamping of the tax code. I'd like to express my
appreciation to the Subcommittee for the chance to appear here
today and to participate in your important effort to reflect on
how that vehicle has worked and on what if any changes may be
necessary to ensure its greatest possible efficiency and utility.

I will share our experience in developing housing utilizing
the credit, in marketing investments in tax credit developments
and in utilizing the credit to finance scauisitions of existing
developments. I have also had the opportunity to analyze in
greater detail the role of investment incentives provided through
tax provisions, including the credit, and their relationship to
federal housing programs in a paper 1 prepared for presentation
to the Senate Housing and Urban Affairs Subcommittee last fall.
I've also provided copies of that paper with my testimony for
Committee members and staff.

A. peveloPment Efforts. My organization is currently
working on over two dozen development projects - totaling in
excess of 2,000 dwelling units - where we are expending
significant funds based in part on planned utilization of the low
income housing tax credit. These developments are quite varied -
new construction and rehabilitation; utilizing tax-exempt bond
financing and taxable mortgage financing; all low income and
mixed income. I'd like to make a series of observations from
this varied experience.

1. The low inso2e housing tax credit is an extremely
valuable resource for producing new housing units serving
low income households. With the substantial percentages of
project costs that can be claimed as credits, with the
additional benefit of losses to corporate .ivestors, and
with the !and of net proceeds available 'Awl marketing these
benefits, as described below, the low income housing tax
credit has very quickly become an absolutely critical tool
in our work. It represents a significant and crucial
federal involvement in virtually all the new affordable
housing we are producing.

2. The credit is itself totally inadequate as a sole
source of assistance for producing affordable housing in ovr
experience in the Northeast. Every single one of the more
than two dozen projects on which we are at work involves
several other sources of subsidy. In every instance a
substantial array involving some combination of state
aweibLance, local assistance, and additional fodsral
assistance is essential to meeting the cost demands of
rehabilitation or new construction ana operation while
achieving the affordability levels required by the credit.
It is generally the case that, beyond the credit, several
elements of additional assistance are necessary in amounts
whose overall value is In excess gl the value of the
investment incentive provided by the credit.
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3. One of the major shifts in our development efforts
created by the targeting requirements of the credit - which
generally I support as focusing incentives on the housing
that serves those with the greatest need - is a very complex
dynamic in the development of housing to serve those of low
income in the cases where we are seeking in addition to
serve households of moderate income and, in some instances,
to provide market rate housing units as well. In this work,
we find low income credit eligible units well supported
through the credit as an investment incentive; market rate
units needing to be designed as ownership housing to get the
value available from real estate interest and tax
deductions; and units for moderate income households in many
ways the most difficult to finance given the lack of value
of homeowner deductions and the lack of any other incentives
supporting their development. The complexity of combining
different ownership structures is enormous but necessitated
by the current tax treatment.

4. Developing housing utilizing the low income housing tax
credit involves very large timing risks currently for two
reason. First, without an extension of the credit's sunset
provisions, preliminary activity on new projects for which
other subsidy funding must be sought and secured,
construction documents, local approvals and financing
commitments realized, credit allocations achieved and
construction begun before the end of 1989, is already at
substantial risk of not meeting those timing limitations.
Secondly, even beyond this timing constraint, the general
risk of securing a credit allocation is now added to the
risk of achieving various other subsidy resources necessary,
further reducing the odds of success to the point where few
for-profit actors are likely to undertake substantial
activity in the face of these compound risks.

These observations, together win the dramatically reduced
direct federal support for affordable housing development today,
make it obvious why the total affordable housing production
effort nationwide today is scandalously small. If there is to be
any serious increase in these housing efforts, a number of the
limitations and complications of currently available resources,
including the low income housing tax credit, will have to be
signife.cantly improved upon.

Toe suggestions that I would make based upon this
development experience are as follows:

1. Passage of the refinements to the credit contained in
the Technical Corrections Act of 1987 is important to
respond to several of the most problematic restrictions
and complications affecting utilization of the credit.

2. It is critical, in maintaining the modest momentum
which has been achieved in tax credit production, that
the credit be extended for At leut an additional year
in the very pear future.

3. Over the next year, it is important to consider
substantial changes to the credit to simplify it and
make possible more substantial utilization. It is
particularly important that this effort be done in
conjunction with the work of congressional housing
committees to plan potential expansion of direct
:aderal housing support for affordsblo housing
production. These changes should include broader
allowance for use of the credit with the full rarje of
federal, state and local assistance; further
modifications to the "cap" on use of the credit; design
of modifications that can make production of mixed
income housing - particularly housing that serves
moderate income as well as low income households - more
viable; and consideration of measures to ensure the
longer term affordability of credit units beyond the
current 15 year framework. Many of these elements are
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discussed in further detail in my paper provided with
this testimony.

B. Harketing lax Credit Developments. Since the passage
of the Tax Reform Act of 1986, we have actively participated in
the strul:turing, packaging and marketing of equity investments in
developments utilizing the credit. In 1987, a $16 million
offering we prepared was completed for the substantial
rehabilitation of 950 units in a series of properties in Boston.
These properties are being acquired through HUD's Property
Di position program, are financed through the Massachusetts
Housing Finance Agency (MHFA) and will receive Section 8
subsidies. The investment was placed with corporations, through
an active corporate leadership process. A second, 512 million
offering, for five Massachusetts new,construction and substantial
rehabilitation projects is being completed this month. These
projects will receive MHFA financing and an array of state
assistance. The placement effort has been undertaken by a major
investment banking house as an institutional placement with
certain corporations. Additional 1988 offerings on tax credit
developments include a $9 million dollar investment in several
Rhode Island developments we are currently arranging directly
with corporate investors.

Although our corporate marketing efforts are achieving some
success, the effort and energy required to reach a corporate
market with tax credit investments in our experience is a serious
cause of concern. Marketing efforts with an array of
manufacturing, publishing and high technology corporations have
seen only limited success. We've found it difficult to overcome
the hesitation regarding involvement in a new socially sensitive
investment area - with potential public repercussions should
problems be encountered - as well as resistance to an investment
in real estate offering essentially fixed returns and no
significant likely equity appreciation. We've experienced more
marketing success in marketing to financial institutions, most of
whom have some significant familiarity with real estate and
housing through mortgage lending or other financing or investment
activities, and many of whom have a desire to re-invest in their
local communities and requirements to do so under Community
Reinvestment Act.

To provide some sense of the pricing and efficiency of tax
credit marketing, I'd like to compare the impact on housing
feasibility of one dollar of rent subsidy funds available for 10
years and the value of one dollar of tax credits available for
each of 10 years. First, one dollar of rent subsidy, if used to
amortize a 10-year mortgage at 11% interest rate, can support
55.50 of additional capital. For every dollar of tax credit each
year for 10 years, we have been able to raise in the neighborhood
of 55 which provides, net of transactions costs, a present value
to the development of approximately $4.30. Thus, although the
tax credit dollars are a somewhat less economic incentive than
direct subsidies, their value is commensurate with the general
parameters that hold equity investments to be greater risks and
to require greater returns than debt. Our tax credit marketing
has generally been structured to provide rates of returns to
investors in the 15% to 20% range.

We have not undertaken any efforts to market investments in
developments utilizing the low income housing credit to
individuals for two reasons. First, there are still a
significant portion of the benefits available from tax credit
investments tnat result from tax deductions provided due to
depreciation and interest and other expenses. These deductions
are not useable by individuals unless they have passive income
which can be offset by them. In general, there is not at thic
time a market of significant numbers of individuals who have
passive income and losses to whom theses investments could be
marketed. Secondly, the need to market credits only in smell
investments and only to individual investors whose income is
virtually assured of not exceeding $200,000 over a 10 year period
represents to our opinion an expensive and highly inefficient
approach.
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!t believe guite clearly IIRA our experience that Any
expanded utilized= 21 Ihs 122 in housing t& credit Mill ba
thwarted - i Ina limitation& described, DoVe She corporate
market And Ihm Individual market - unless 1hm credit It made
available in luau =aunts 14 higher Imo la individuals. I
would urge the Subcommittee to seriously consider ways of opening
up that market for the sake of the low income households who
stand to benefit from housing which utilizes the credit.

We have also encountered a significant marketing issues as a
result of existing and proposed Federal Reserve Board
regulations. In the first syndication offerings marketed to
corporations, we and others have found that one of the strongest
market segments have been savings banks, which have acquired
significant proportions of the corporate equity offerings to
date. This kind of investment is particularly beneficial from
the federal policy perspective, in that it simultaneously meets
two federal policy objectives - the primary use of the Low Income
Housing Tax Credit by corporate investors as dictated by the Tax
Reform Act of 1986, and investment by.,banks in valuable community
projects as called for in the Community Reinvestment Act.
However, the Federal Reserve_Board restricts real estate
investments by banks in the process of approvin the formation of
bank holding companies. Furthermore, proposed FRB restrictions
(as described in Docket 114-0537) would impose aeditional limits
and, if applied retroactively, could force divestment of credit-
based investments. This could impose severe credit recapture
penalties, and it has already foreclosed investments by certain
banks which would have otherwise invested in credit-based
programs. I would like to urge the assistance of this
Subcommittee in bringing this matter to the attention of the
appropriate banking subcommittee so that fair consideration of
tax and housing policies can be introduced to ensure that the
strongest corporate market to-date can continue to be utilized.

C. Acquisition. We have also acquired a 430 unit HUD
insured development utilizing 1987 tax credits that we are
currently structuring for corporate placement. From our work in
structuring this acquisition and financing, we'd like to offer
some observations on potential use of the low income housing tax
credit as an incentive for the maintaining of housing that serves
low income people.

1. one of the most significant elements in determining the
viability of the continued use of older federally assisted
properties as housing for low income households will be the
extent to which the 'aderal government is prepared to
continue to provide ,tal assistance to these developments.
Without extension of she direct rental assistance provided
to low income households in so many of these developments,
their affordability by low income people will not be assured
and the potential for utilization of the low income
housing tax credit will not exist. Thus, consideration of
tax credit utilization on these properties must be combined
with the design of continued federal rental assistance of
the type which has now been mandated in the Housing and
Community Development Act of 1987, but which has not at this
point been funded.

2. There is substantial potential for effective use of the
low income housing credit to deal with the problem of eas
so-called "excaring use restriction" properties. The slue
of the credit is a function of two things: the percentage of
units occupied by low income households and the cost of the
property. In acquisition of expiring use properties, the
cost is directly based upon the value of the property.
Thus, it is precisely where one would hope from the policy
perspective that the credit would be of most use - where
there is a high percentage of low income households and a
high market value and thus a large potential for substantial
displacement - where the credit will be of the most value
and can be a most valuable tool.
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It is important to note, however, that the dimensions of the
expiring use problem are so overwhelming that we must all be
careful to ensure that investment incentives are not
disproportionately utilized only on existing properties at the
expense of the crucial continuing and expanded production of new
and rehabilitated housing-to serve'low income households.

A number of areas of clarification to the credit provisions
have been left to the promulgation of detailed regulations by the
IRS. Here it is essential for Congress to provide continued
oversight and direction, so that such regulations will conform to
the intent of the original legislation. One example of a
potential problem area of which the author is aware relates to
current discussion of requirements that apartments eligible for
credits be made available to the "general public". Conversations
with IRS staff members have suggested that this is to be defined
so as to preclude credit eligibility for projects developed for
special needs populations such as the elderly, the handicapped,
and others requiring special services. Because such populations
are often the most disadvantaged with respect to housing needs,
projects oriented to their specific needs should remain eligible
for credits. Similar language has appeared in the tax code for a
number of years with respect to tax exempt bond financed activity
and the interpretations there have allowed for specialized
projects for particularly needy populations. A similar approach
should be taken with respect to the credit.

I've tried to summarize for the subcommittee some of our
experiences in working to utilize the low income housing tax
credit and to preliminarily suggest some of the lessons from this
experience. I'd be happy to continue to work with the
Subcommittee and staff as your efforts to ensure maximum public
benefit from utilization of the low income tax credit continue.
Thank you very much.
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Chairman RANGEL. Thank you, Mr. Clancy, and I will ask staff to
look into that suggestion.

Mr. Johnson.

STATEMENT OF A.J. JOHNSON, EXECUTIVE VICE PRESIDENT,
BEACON CONSTRUCTION CO., NEWPORT NEWS, VA

Mr. A.J. JOHNSON. Thank you, Mr. Chairman. Although I'm tes-
tifying as an individual, I am also the treasurer of the Council for
RUral Housing and Development, which has 200 developer and fin-
ancier members, mostly, in the development of section 515 Farmers
Home rental housing. I've also been authorized to speak on their
behalf.

My,primary purpose for being heie is to urge continuation of the
tax credit program and to eliminate the sunset provision. This has
been addressed -by Mr. Clancy; it's been addressed by some others.
But this is an absolutely crucial. element of the future success of
the program. And, as has already been alluded to, anything that
we begin developing in my company after, this June is really specu-
lative in terms of being able to complete the development phases
and get under construction in time to utilize the tax credit before
the end of 1989. So really we are beginning to push the sides of
that envelope in terms of taking risks which may be unacceptable
to developers.

The program has been very successfulI can. speak on a person-
al standpoint for that. We have used it primarily in conjunction
with Farmers Home section 515 housing. Even with the Farmers
Home interest credit, which Vance Clark spoke to earlier today, it
is the tax credit itself which provides the incentive for developers
to proceed with the rural rental housing. It is the interest credit
which makes it work, but the tax credit which makes it go.

This program is a perfect example of a partnership between our
Tax Code and our housing policies, I think which can serve as an
example for any future codes and future policies which we may de-
velop in terms of how to develop that sort of partnership to create
the incentives necessary in order to develop the housing for our
lowest incomes.

The best part about the program is that it's targetedand for
that reason may be the best overall tax incentive program for low-
income housing ever created. And by "targeted,' I mean unlike
previous tax benefits, as a result of low-income housing, this bene-
fit results only when a low-income family is directly assisted. In
the old accelerated cost recovery system and previous tax benefit
systems, a certain percentage of low income had to be assisted in
order to gain the benefits. With the tax credit, the benefits are on a
direct unit-to-unit basis, so without assistance to low income there
is no tax benefit to the developer or the owner.

The credit itself does spur the production of low-income housing.
We realized- that a philosophical concern of legislators may be
whether or not a tax credit is necessary in fact to help produce low-
income housing. And I don't have to tell you or anybody on this
committee that there are three basic reasons for investing in rental
housing: cash flow, appreciation or the possibilities of .future
growth, and tax benefit.
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Well, with Government- regulated low-income housing, cash flow
is liniited. We are going all through the prepayment issue, so we
know,the issue of prepaying-on loans and looking at future growth.
So essentially that brings us down to tax benefits, which are the
only -major factor as- an incentive in the development of low-income
housing for developers.

And we have to addresa whether or not the actual needs as they
exist today justify the coat of this tax credit program. We have cur-
rently in the country 1 million families on subsidized waiting lista,.
This, as- an individual developer, is a number ',have trouble con-
ceiving of, but in my own case we have 779 Subsithied housing,
units currently. I have 1,063 people on the waiting list for that
housing. Based on our rate of turnover, these people will wait-41/2
years before I can hoUse. them. Nationwide we have an .additiOnal
12 million poverty-level families needing housing assistance. SOlie
of you being from Washington may be familiar with Virginia.
Beach, which is a fairly well-known nearby tourist area. There -are
200 outhoiises in Virginia Beach. You don't see them when you go
to the beach, but they are there. In northern Virginia you need an
income of $35,000 a year to be able to afford your average two-bed-
room apartment that's $17 an hour. We have to wonder what the
$8-an-hour worker does. We know a lot of them ait on waiting lists,
hoping that one day they will get a chance to have a decent-place
to live.

And -then we have our hidden shame in Virginia, which is- our
rural housing problems. No bathrooms, lack of insulation, lack of
heat. These conditions are real, they exist now. A Sunday drive on
any of our State's back roads will clearly show you the extent of
this condition.

I think, Chairman Rangel, that you could probably identify it
with the conditions that exist within your own district. Within the
rural areas of Virginia you willeee the same conditionsthey are
just more spread out.

So we believe that the need does justify the cost, and that is as-
suming that we believe that families have the right to expect the
opportunity for some decent housing. And I think that a compas-
sionate nation has to find a way to decently house its poor, and-
this is certainly a step in the right direction.

The credit itself is very effective. As I said, we have seen it work.
We have developed to date four low-income housing credit projects
with a total of 151 units; we have another 16 in development. It
may not be a large number, but each one of those is rented to a
low-income resident. All are Farmers Home section 515. The
income averages range from $10,830 a year to $15,690 a year. This,
by the way, is less than the average tenant incomes for Farm
Home projects we developed previously under the old ACRS
system. The credit works because it's valuable to investors. They
will pay a fee to developers in return for that credit.

I've included in my written testimony a complete example of the
economics of-how the credit works for a developer.

Although we are basically please_d with the program, there are
some suggested ways it could be improved. Many of those have
been discussed earlier, so I will be very brief on those.
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First we encourage you to speedily adopt the technical correc-
tions bill, which will make the program more feasible in low-
income areas by going to State median incomes as opposed to the
lower rural incomes.

We also request that that technical corrections bill be approved
quickly to help reconcile the requirements of the tax- credit provi-
sion with the problems that occur when section 8 subsidy-is avail-
able on a- complex.

We would also suggest adding a third income test for qualifica-
tion, and that would be to add, in addition to our' 20/50 and 40/60
standard, a 60/80 standard, where 60 percent of the units had to be
of cupied by people at ,80 percent of median income. This again
would be a method of assisting those very-low-income rural coun-
ties and the states With low median incomes.

We would also suggest using a sliding scale of credit percentages
to encourage the lowest income occupancy possible. And here, for
example, the 20/50 standard could use a 5- or 10-percent credit, the
40/60 standard a 4-percent or 9-percent credit, and if the 60/80
standard were used, then a 3- or 8-percent-ciedit could be used.

And we would also urge you to eliminate the cap on investor
income while retaining the $7,000 limit on use. This would broaden
the market of investors, especially -for upwardly mobile individuals
who now fear possible future tax liabilities if they use the credit.

In closing, I'd like to commend you, Chairman Rangel, for hold-
ing these hearings, and also for your well-known concern about our
rural housing situation, even though that's not your specific con-
stituency. And to let you know that the Council for Rural Housing
Development is prepared to wJrk with you and your staff in any
way in making this low-income housing credit program much more
workable.

I'd like to thank you, and I'd be happy to answer any questions.
[The statement of Mr. A.J. Johnson follows:]
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TESTIMONY OF A.J. JOHNSON

Before Subccmmittee on Select Revenue Measures
Committee- of Ways and Means
House of Representatives

March 2, 1988

My name is A.J. Johnson. I am the Executive Vice President
of Beacon Construction Company, Newport News, Virginia. I am
testifying in my individual capacity, although I serve as
Treasurer of the Council for Rural Housing and Development, an
organization of over 230 developers and financiers of projects
under the Farmers Home Section 515 program and am authorised to
say that the recommendations in my testimony reflect those of the
Council.

Continue the Tax Credit Program

For reasons spelled out in depth in my testimony, I believe
the tax credit program has been a successful one, especially in
rural areas where it can be combined with the Farmers Home
Section 515 interest subsidy program. As stressed later in my
testimony, the Section 515 subsidy alone would not induce
development of rural housing as the benefit of the 1% interest
rate is passed entirely through to the teant. It is the tax
incentives through the credit that impell the developer to
participate in the program and that is why it is essential that
the program continue. So first, we urge that Congress eliminate
the 1989 sunset provision on the credit and make it a permanent
program. For the reasons so well set forth in the testimony of
Stephen Ross, in 1988 at the least Congress should extend the
sunset date by one year pending ,:lermanent action to be taken in
1989.

The Program is Highly Targeted

Now let us examine in depth why Congress has the opportunity
to preserve what may be the best overall tax incentive yet
developed for low-income housing. By best, I refer to the fact
that the low income housing credit (LIHC) is the first low-income
housing tax program linked directly to occupancy by low-income
families on a unit by unit basis.

Prior to implementation of the LIHC (January, 1987) primary
tax benefits for low-income housing were achieved through the use
of the Accelerated Cost Recovery System (ACRS). This rapid form
of depreciation allowed developers of low-income housing to
"write-off" the cost of improvements for a lcw-income project in
15 years, on a "double declining balance" basis. This method
allowed very high deductions in a project's early years.
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From an investor's point of view, the ACRS method had
another major advantage. To qualify as low-income, a resident
only had to have an income at or below 80% of the area median
income; only 20% of a project's units had to be occupied by low-
income residents in order to qualify for ACRS treatment. As long
as a developer accepted some limit on return and a cap on rents,
it was possible to develop an apartment complex where 80% of the
residents were not low-income and still enjoy full benefits of a
low-income development.

Unlike ACRS, the LIHC may only be claimed on a rental unit
which is actually occupied by a low-income resident. It is a
"people" based tax benefit, as opposed to a "project" based
benefit. An example will clarify how this difference works.

Example: Assume a 100 unit rental complex with a dep.lciable
basis of $3.7 million. The developer intends to
designate 20 units for low-income occupancy. Under
ACRS, the owner would be entitled to full, 15-year
depreciation benefits on the entire 100 units. Using
the declining balance method of depreciation, the first
year deduction would be $493,333. Assuring today's 28%
tax bracket, tax savings would amount to $138,133.

Under LIHC, the 20 low-income units (20% of the
project) would have to be occupied by families with
incomes at or below 50% of median (the 20/50 test). The
20 units under ACRS would have to rent to families at
80% or less of median. Also under LIHC, tax credits
could only be taken for the 20 units actually occupied
by low-income residents. The remaining 80 apartments
receive no special tax consideration. With the $3.7
million basis, each unit has a basis of $37,000. If
the project were conventionally financed and the 9%
credit were used, each unit would be entitled to $3,330
annually in credits for 10 years. The annual credit
for the 20 units would be $66,000. If the project had
tax-exempt or other federally assisted financing, the
4% credit would be $29,600 per year. Both are
obviously much less than the first year ACRS benefits.
Carrying the two methods forward to their end result
shows that under ACRS, total 15 year tax benefit would
be $1,036,000. Using a 5% LIHC provides 10 year tax
relief of $666,000, while the 4% LIHC allows credits of
$296,000 over 10 years.

In short, the LIHC program would cost the federal
government from $370,000 to $740,000 less in lost tax
r 'enue than ACRS, while providing housing for lower-
income families than required under ACRS. Tax benefits
to the LIHC project only increase if the actual number
of low-income tenants increases.

- 2 -
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It is also worth noting that the LIHC program is the only
tax-benefit program which gives developers an incentive to
provide private subsidies to low-income families. This happens
due to the fact that under Liqc, the maximum gross rent a.tenant
can pay is 30% of the maximum eligible income, by family size.
If a project's economic gross rent (the rent required to operate
the project and pay off the mortgage) is higher than the 30%
level, as is often the case in Farmers Home Section 515 projects,
the developer must pay the difference between the two rent
levels, if he wants the tax credit. This is, in effect, a tenant
subsidy paid by theowner. If the difference between the two
rent levels is not excessive, the value of the tax credit is suon
that it is worthwhile to the developer to provide the subsidy.
Nyown company has structured a project in exactly this manner on
the Eastern Shore of Virginia, in which we return approximately
WO per month to residents in order to qualify for the tax
credits.

Credit as Necessary Spur to Low Income Production

A major philosophidal concern of legislators may well be
whether or not a low-income housing tax credit is necessary to
spur production of affordable rental housing. The best way to
address this question is a brief look at the reasons, or
incentives, for developing rental housing.

Historically, there have been three basic reasons for
investing in rental housing. Those are (1) cash flow or return
on investment; (2) appreciation in property value; and (3) tax
benefits.

Due to the limited return of cash in low-income housing
(because of government regulation), cash flow is not generally an
incentive for developing affordable rental housing. Likewise,
government requirements to maintain low-income housing status for
a long period of years are a major inhibition against investing
in such housing for its growth potential. This essentially
leaves tax benefits as the only effective incentive for
investment in low-income housing. Simply put, without tax

'benefits of a significant nature, the development of affordable
rental housing will come to a virtual halt.

Understanding that tax benefits are necessary to the
development of low-income housing does not address the
essentiall political question of whether or not the cost
involved iv providing tax benefits for such housing is justified
by the actual need. A few very stark facts may help answer that
question.

In the past seven years, housing assistance for the poor has
dropped from $30 billion a year to $7 billion (a 77% reduction).
At the same time, the poverty level now encompasses 13.6% of our
population. One million families are now on waiting lists for
subsidized housing. As an individual developer, it is hard to

- 3 -
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even fathom a need of that magnitude. I am overwhelmed by our
own situation, which is insignificant when viewed as part of the
"big picture." My company currently maintains 779 low-income
apartments. For those units, we have a waiting list of 1,063
families. With the rate of turnover we experience, people on
this list will wait an average of 4.5 years to occupy one of our
apartments. These are rea- families with real needs, facing more
years of inadequate housing.

Across the country, another 12 million poverty-level
families need housing assistance. Too many of these are totally
homeless, and"these homeless are not just individuals. The U.S.
Conference of-Mayors estimates 30-40% of the nation's homeless to
be families.

Again, numbers of this magnitude are difficult to
comprehend. Of a more personal, immediate nature, the affluent
city of Virginia Beach, Virginia still has over 200 outhouses.
The tourists don't see them, but they are there. In Northern
Virginia, an average two bedroom apartment rents for $800/month.
An income of $35,000 or more per year is required to afford such
housing with any degree of comfort. This equates to an hourly
wage of $16.83. What does the $8.00 an hour worker do for
housing? Many of t'om sit on waiting lists.

In Tidewater, Virginia we watch as hundreds of low-income
housing units are demolished for new development, with no
affordable housing built to replace those lost. Finally, we see
perhaps our greatest "hidden" shame - our rural h.Jusing
conditions: where too many people live without bathrooms,
insulation, or heat. These conditions are real; they exist now,
and on a Sunday drive on our state's back roads clearly shows
their extent.

0
So, the answer to whether or not need justifies cost depends

on whether or not we believe families have the right to expect
the opportunity to have a decent place to live. My own opinion
and deeply held belief is that a compassionate nation must find a
way to decently house its poor, and that the need more than
justifies the cost to do so.

Credit an Effective Tool

Although only in existence for a relatively short period of
time, it is clear that the tax credit is an effective tool in the
development of low-income housing. From our own experience, we
can state emphatically that the program works in our nation's
rural areas.

To date, we have completed and rented four complexes
utilizing the LIHC. These four projects contain a total of 151
housing units, all of which are occupied by low-income, tax-
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credit eligible families. All four developments are located
within different Virginia localities (Accomack County, Isle of
Wight County, James City County, and the City of Franklin).

The average incomes for families in these projects ranges
from $10,830 for single individuals to $15,690 for four person
families.

Each job is further assisted by a FmRA Section 515 loan and
Interest Credit Agreement. None of the residents receives a deep
subsidy, such as Section 8 or Rental Assistance. A demonstration
of the effectiveness of the LIRC program is the fact that in
other FmHA Section 515 complexes which we developed under the
ACRE system, average incomes range from $12,500 to $16,500. This
represents an income level up to 15% higher than that achieved
under the tax credit program.

The basic reason for the early success of this program is
that the tax credit is valuable to investors. Since developers
build the projects which use the credits, this value to investors
is passed through to the developer in the form of development
fees. The following example of the economics of a tax credit
-project illustrates this value.

EXAMPLE

Assumptions:

1. FmHA Section 515 Rural Rental Housing Development of 40
units in County with median income of $22,500.

2. Total Development Cost: $1,440,000.

3. Land Acquisition Cost: $100,000.

4. Tax Credit Basis (#2 minus #3): $1,340,000
($33,500/unit).

The annual tax credit amount for all 40 units (assuming
eligible occupancy) is approximately $53,600 (4% of $1,340,000).
This would provide $536,000 in tax credits over a 10-year period.

Since the developer cannot use more than $7,J00 per year in
tax credits (zero if his income is over $250,000/year), the
credits will be marketed to investors through a syndicator. The
syndicator assembles an Investor Limited Partnership, which pays
a development fee (plus syndicator commission) in order to buy
into the project. In return for this development fee, the
investors receive 99% of the tax credits and a portion of cash
flow and residual earnings.

The amount of fee paid to the developer is negotiable, but
will range from 17% to 18% of the tax credit basis ($1,340,000 in
this case). Based on this, the developer can expect to receive a
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fee of $228,000 - $239,500, payable to the developer either in
four payments over one year or in four to five annual payments.
The faster the developer receives his money, the less money he is
likely to receive, due to the time value of money.

In this example we assume a payment schedule of four annual
payments and a fee of $239,500. In return for this fee, the
developer must deliver a complete project, rent all 40 units to
eligible families, and guarantee that the project is well managed
and remains tax-credit eligible for up to 1S years.

Accordingly, in our example, the developer will receive an
annual $60,000 fee for four years. Of course, this fee does not
go entirely to the developer if he has to make the internal
subsidy described in the footnote to my prepared testimony1 In
addition, the fee must- compensate the developer for the out of
pocket costs and year to two years of effort that it takes to put
one of these projects together. In addition to the usual
development hurdles of obtaining properly zoned land, assuring
construction costs that make the project feasible and the other
myriad details of developing a project, the developer, under the
Section J15 program, must deal with an ever-increasing list of
governmental requirements and increasingly arduous FmlIA
processing requirements. Of crucial importance, our developers
fees must not only cover the cost of the projects that succeed,
but also must cover our overhe d cost on the many projects in
which we invest a great deal of time and effort and for one
reason or another do not go forward. Bottom line, the fee a
developer receives on a tax credit project is most reasonable and
well-earned.

On a FrnBA Section 515 project, and with most other decent
low-income housing, the low rents and limited investor return
make the syndication of tax credits the only viable incentive for

1Turning to the project income side, the median income of
$22,500 results in a maximum gross rent for a family of four of
$338.00 per month, if the 40/60 test is used (60% of 22,500
divided by 12 months multiplied by the maximum rent contribution
of 30%); Gross rent represents rent plus utilities. If the
economic gross rent (rent required to pay operating expenses, and
mortgage debt) for the unit to be occupied by this four person
family is $350.00 per month, the developer must reimburse the
tenant $12.00 per month. Assuming that 30 of the 40 units fall
into this category, the developer would be subsidizing tenants
$360.00 per month or $4,320.00 in the first year.

Inasmuch as the applicable median income is likely to rise faster
than economic gross rents, the developer should be able to reduce
the required subsidy on an annual basis. If the gap between
allowable tenant rent and required project rent is reduced by
$3.00 each year for four years, the total required subsidy will
be $10,800. This is acceptable in return for a development fee
of nearly $240,000.
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development. For example, return on a Section 515 development is
limited to 8% of owners equity. in the sample project cited
above, the project would require an equity investment of $43,200
(3% of total development cost). The developer can earn a maximum
of $3,456 (8%) per year on this equity. For difficulties and
risk involved in developing such a project, a bank Certificate of
Deposit would be a more desirable place for the $43,200, and
would earn the same 8%.

Let me again emphasize that the 1% mortgage for fifty years
available on a Section 515 project provides no direct financial
benefit to the owner, other than to make the project affordable
to low-income residents. All savings from mortgage reduction are
passed through to tenants in the form of lower rents. If a
tenant has a high enough income to pay more than the basic rent,
such excess payments are called "overages" and are returned to
FmHA as interest on the loan.

5uggested Improvements to the Credit 1-rooram

Although we are generally pleased with the tax credit
Program, some changes are necessary.

First, in many rural areas, developers are caving serious
trouble with the income limits of 50 or 60% of median, because
many county medians are extremely low. Accordingly, we are
pleased that in both the House and the Senate Finance Committee
versions of the Technical Corrections Bill, owners would be
allowed to base income either on county income or statewide
income, whatever is higher. We urge speedy adoption of the
Technical Corrections Bill containing this crucial change to
housing rural America.

Second, there needs to be reconciliation between
requirements of the tax credit provisions in the Internal Revenue
Code and Farmers Home rules under Section 515. Often in Section
515 projects there is a deeper subsidy to the tenant, called
"rental assistance." Under the authorizing statute for that
program, a tenant must pay 30% of actual family income, and the
subsidy covers the rest of the rent.. However, under Section 42
of the Internal Revenue Code, the tenant rant is capped at 30% of
either 50% or 60% of median, regardless of the family's income.
Accordingly, if there is an increase in the family's income, the
Farmers Home rule requires the tenant to pay a nigher rent than
authorized by Section 42 of the Internal Revenue Code. Again,
the Technical Corrections Bill as passed by the House and
reported by the Sene'0 Finance Committee would cure this program
Inconsistency by permitting rents to increase to 30% of actual
tenant income in situations such as these.

Third, Congress should consider a third income test for
project qualification. In addition to the 20/50 and 40/60
standards, a 60/80 test should be allowed. Using this standard,
at least 60% of the units would have to be orpied by families
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at 80% or less of median income, adjusted for family size. There
is a good deal of statutory and regulatory precedent for using
80% of median as a low-income level, and its use would enhance
the feasibility of the tax credit in states with low median
incomes.

Fourth, to encourage provision of units to the lowest
possible incomes, Congress should create a "sliding scale" of
credit percentages based on the income limit used. For example,
the 20/50 standard could be entitled to a 51 or 10% credit; the
40/60 could use the current 41 and 9%; and, the 60/80 test could
utilize 3% and 8%.

Fifth, we believe that the $200,000 per year income cap on
those who can receivefull ust of the credit should be
eliminated. This would greatly broaden the market for the
credit, especially among those individuals who, while not at the
$200,000 level now, fear that they soon will be. As we recommend
retention of the $7,000 limitation on use of the credit by a
taxpayer, we do not think that elimination of the $200,000 income
level will lead to the alleged tax shelter abuses that impelled
the major reforms in the Tax Reform Act of 1986.

Mr. Chairman, we commend you for having this hearing, and
especially the interest that you have shown in the housing
problems of rural areas which we realize is not your particular
constituency. Speaking now on behalf of the Council for Rural
Housing and Development, we stand ready to work with you and your
able staff in the efforts necessary to both extend and enhance
the tax credit program.

- 6 -
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Chairman RANGEL. Let me thank the three of you. Whatever
limited success we are having, it's because of the cooperation and
the comm:tment of developers to assist us in refining the law, at
least improving upon it. We have a lot more to do, and the worst
possible atmosphere to do it in. What we are talking about today
flies in the face of tax reform. The things that we are doing is what
the administration and many Members of Congress, including
myselfwe would like to believe that everybody pays their fair
share of taxes and not be able to find shelters. By the same token,
when we don't have any other housing policy and there is no other
Way to provide it, then the problem is how much do you give in tax
incentives and what do you get back for it, and whether the target-
ed constituency is going to receive shelter.

There's always an apprehension with Treasury that developers
are asking for too much and are providing too little.

But I do think the understanding that we have limited resources
to work with has brought a sincerity and a dedication and a part-
nership among the private sector to work with the Congress and to
work with HUD and to work with cities and states that are able to
provide other types, of subsidies, to get a package that would pro-
vide for more housing. Its just unbelievable how the administra-
tion can say we have no housing shortage when so many people are
just left out in the cold.

In any event, the bad news is that it's a rough atmosphere to leg-
islate in. The good news is that there has to be an improvement
next year:So I hope that while we are trying to perfect what we've
got, that you might try to think of ways that are less costly, be-
cause the deficit is going to still be with us next yearand whether
we are talking about tax incentives or whether we are talking
about direct subsidies and grants, I hope that you allow the Con-
gress, through this committee, to get the benefit of your thinking
as to how we can do a better job if there is a change in the political
atmosphere we have to work with

I want to thank you. We will it-ave the record open in case there
are some things you want to mention that you did not mention,
and staff is aware of your recommendations and we are going to do
the best that we can under the climate that we have to work in.

And I want to thank you for your contribution today, but, more
importantly, over the last few months that we've had to work to-
gether.

Our last panel includes the Federal National Mortgage Associa-
tion; Larry Dale is the senior vice president (multifamily activities).
Andrew Ditton is the vice president of Local Initiatives Support
Corp., Chicago, Ill. F. Barton Harvey III is deputy chairman of
Enterprise Foundatkin of Columbia, Md., and Steve Ross from New
York is the president of Related Companies.

And I would just like to say at the outset that we would not be
where we are today if it was not for your input and your work, and
we appreciate your support. I'm anxious to hear your testimony.
Your entire statement will be placed into the record.

And, Mr. Ross, you may proceed.
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STATEMENT OF STEPHEN M. ROSS, PRESIDENT, THE RELATED
COMPANIES, INC., NEW YORK. NY

Mr. Roes. I'm the founder and chief executive of the Related
Companies located in New York City, with offices in Miami and
'Boston.

For over 15 years Related has been active in raising equity for
and developing low- and moderate-income housing. We have raised
over $400 million in equity to finance in excess of 45,000 units of
low- and moderate-income housing.

Through public partnerships we have purchased in excess of $350
million in tax-exempt housing bonds. As a developer, we have built
over 100 low- and moderate-income projects, representing in excess
of 12,000 units.

Finally, we are proud of our recent role as the first developer of
affordable housing in New York City, built under the inclusionary
zoning in section 421(a) tax certificate program. Some of these
properties are located in your district, Mr. Chairman.

Of relevance today is the fact that we have sponsored liberty tax
credit plus, an offering of equity interest in projects rec,eiving the
low-income housing credit. We initially sought to raise $40 million
with the right to increase the offering to $80 million. At this time I
am pleased to report that we have sold 13,000 shares to 7,000 inves-
tors, and have raised over $65 million While that amount may
seem large, it represents

Chairman RANGEL. Would you tell us how you did that?
Mr. R088. We did that through a joint offering with Shearson

Lehman Hutton, and we have raised that money in approximately
7 weeks.

While that does seem large, it only represents 4 percent of the
$1.4 billion of potential 1988 tax credit investments.

Because we are so deeply involved in this tax credit program, we
first want to commend you, Mr. Chairman, for holding these hear-
ings

Tax reform has often been justified as a weapon in the fight for
social reform. Important business efforts can be stimulated by tax
incentives. Tax policy as a factor in housing development is a con-
sistent thread implementing social goals since World War H. There
is now an opportunity to harness the business community to
pursue similar social goals with dynamic and flexible tax policies.
We believe that the tax credit prograni is basically a sound way to
meet some of the low-income housing needs in -this country, which
in your very apt words have gone from bleak to frightening.

I don't believe that the tax credit program alone, though, is suffi-
cient to meet our low-income housing needs. However, the tax
credit program is a necessary adjunct to any new housing program.
It is essential that it continue and be modified to make it work
even better.

Although the tax credit program was slow to get started in 1987,
it seems to be off the ground, as evidenced by the following.

First, there has been the beginning of an acceptance of the pro-
gram by a new group of generally middle-income investors. Even
with the current income cap on investors, we have managed to find
market buyers for our tax credit offering.
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Second, the development community has started to become in-
volved with tax credit projects. However, we are finding very
uneven results as we attempt to locate feasible projects around the
country. In many areas, low-income housing projects simply do not
work due to high construction,costs and/or low median incomes.

I will address proposed solutions to these problems later in my
testimony.

It seems a shame that this program is not working in some of the
very areas which have the greatest need for low-income housing be-
cause ofthti cost-income relationships.

Considering the fact that the tax credit prograni represents an
entirely new concept of utilizing the Internal Revenue Code to
assist low-income housing, Congress took a remarkably good first
step in structuring the credit. However, because of time constraints
during the 1986 legislative consideration of the tax credit, it was
impossible to foresee every problem so as to structure a perfect pro-
gram. For that reason, let me suggest some very needed changes.

First, to broaden the market for the tax credit, I suggest that the
income cap of $200,000 to $250,000 be modified. At the very least, a
person who purchased a tax credit obligation when he or she was
eligible, that is, earned under $200,000, should be grandfathered to
be able to use the credit during its 10-year life, regardless whether
the income increases over the $200,000 limit at any time during
this 10-year period. This would not be as satisfactory a solution as
removing the income cap altogether. If we are to encourage nearly
1.4 billion a year of private investment in low- and moderate-
income housing through the tax credit program, it is necessary to
broaden the eligible investor base. Removing this limit would not
do violence to the principle guiding the 1986 act of eliminating
shelters that allow wealthy individuals to escape all or most of
their taxes, because the $7,000 use limitation by the taxpayer rep-
resents only a small fraction of a wealthy person's tax liability.

Second, we have a great problem in making the credit work in
areas with high construction costs and low or average median in-
comes, such as New York City. It is ironic that the income limit of
50 or 60 percent of median income make it unworkable in areas of
the greatest need, such as New York.

It is here relevant to note that the same income limits are appli-
cable in the case of tax-exempt multifamily bonds. In that regard, I
served as chairman on an advisory panel on affordable housing to
Senator Alfonse D'Amato, and we recommended that in areas such
as New York a new income formula be utilized relative to the mul-
tifamily bond program which would compare area construction
costs and median incomes within a given area to the national
standards so as to increase the median income levels to reflect in-
creased local construction costs. That formula is set forth in my
written testimony.

Third, under the present law the state agencies have the discre-
tion to lower the credit percentage from the approximate 9 or 4
percent annual levels prescribed, but they do not allow the State
agencies to have the discretion to raise these percentages if it is
necessary to make a project feasible, particularly in areas with low
income, which are therefore not able to generate the necessary
rental to cover the debt service and operating expenses. The agen-
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cies should have this discretion, and it would cost the Government
nothing.

Fourth, California and other States- have adopted State low-
income housing tax credit programs that parallels the Federal
credit. Such State credit programs or similar State subsidy pro-
grams should be encouraged by the Federal Government. One way
to do so would be to give extra credit allocations to those States
whiCh either adopt a State tax credit program or a State subsidy to
achieve the same result.

Finally, as you are aware, the tax credit pr:&ram sunsets on De-
cember 31, 1989. In other words, we are nearly one-half way into
the 3-year life of the credit program. The sunset date, though, has
some very disturbing implications to both developers and debt or
equitrfinanciers; Anyone planning a new construction or sUbstan-
tial rehab project now must seek 1989 credit allocation. It is virtu-
ally impossible to start now on a project that would be placed in
service by December-31, 1988, and thus qualify for the 1988 credit.
lIowevar, in about 6 to 8 months, or say ir the fall of 1988, in
many cases it will be too late to begin the planning of units to be
placed in service by the end of 1989. Certainly by this time next
year, no rational builder or developer would be expending any
effort on a 1989 project; in other words, all credit activity will come
to a halt under present law, as no one has any assurance there will
be tax credits available for projects placed in service in 1990. Ac-
cordingly, what Congress thought was a 3-year program will really
be a 2-year program at the very most.

Another important reason to act affirmatively now is to show
that Congress really believes in the credit. In response to our sell-
ing efforts, we have met repeatedly with be question from individ-
uals who have seen the 1986 Tax Reform Act impair their ability
to take losses, whether Congress might take away the benefits of
the credit before the 10-year period is over.

Although one Congress cannot bind a future Congress in this
regard, a very good way to reassure these individuals of congres-
sional support of the credit is to extend its sunset date.

For these reasons, I strongly suggest the Congress extend the
program for at least one more year.

Mr. Chairman, my written testimony sets forth those suggestions
with regard to technical corrections which I feel are important to
be corrected as soon as possible.

Although my testimony is on technical tax, business, and legal
issues, we cannot afford to forget that vital social needs motivate
these tax programs A free and productive society cannot maintain
itself with millions of its citizens and their children either without
adequate, decent housing, or actually homeless. The stability of
America's future is at stake. Tax policies are fundamental tools to
inspire the partnership of business and government.

Responsible developers, together with creative legislative leader-
ship, can help break the cycle of poverty which contributes signifi-
cantly to the deteriorating housing stock.

10u
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The moral fiber of thii generation of business and government
leaders will be tested by this challenge. It can be our legacy for a
better world. Decent housing affords decent people an opportunity
to have a stake in America's stability.

Thank you.
[The statement of Mr. Ross follows:]
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TESTIMONY OF STEPHEN M. ROSS, PRESIDENT
THE RELATED COMPANIES

BEFORE THE SUBCOMMITTEE ON SELECT REVENUE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES'HOUSE OF REPRESENTATIVES

March 2, 1988

My name is Stephen M. Ross. I am president and Chief
Executive Officer of The Related Companies, Inc. of New York
City.

By way of background, for over fifteen years Related has
been_extremely active in.raising both equity for and-developing
low and moderate income projects. We have raised $400,000,000 in
equity in both the private and public market for investment in
low and moderate income housing, financing in excess of 45,000
units of housing. In-addition, through a series of public
partnerships, we have purchased in excess of $350,000,000 in tax
exempt bonds to finance the development of some 40 projects. In
another role, we have developed over 100-low and moderata income
projects representing in excess of 12,000 units .1 subsidized
housing. Additionally, we have developed six bond financed
projects, including three in New,York City. We are proud of our
role as the first developer of affordable housing in New York
City under the inclusionary zoning and Section 421(a) tax
certificate programs.

Of relevance to the hearing today, one of our subsidiaries,
Related Capital Corporation, is serving as a co-sponsor with
Shearson Lehman Hutton of a publicly syndicated offering of
equity interests in projects receiving the tax credit under
Section 42 of the Internal Revenue Code. In the offering, we
initially sought to raise $40,000,000 with a right to increase
the offering to $80,000,000. At this time, I am pleased to
report that we have sold 13,000 shares of the partnership
(formally called Beneficial Assigned Certificates) to 7,000
investors for a total raise to date of $65,000,000, which,
however, represents only 4% of the $1.4 billion of potential 1988
tax credit investment.

Because we are so deeply involved in the tax credit program,
we first want to commend you, Mr. Chairman, for holding these
hearings. Bottom line, we uelieie that the tax credit program is
basically a sound way to meet some of the low income housing
needs in this country which in your very apt words in the notice
for this hearing have "gone from bleak to frightening." This is
not to say that the tax credit prograr sufficient to meet our
low income housing needs, especially 1 :he area of new housing
production, but a new large scale production program is more
properly addressed in housing legislation which I understand will
be considered next year. However, as the tax credit program is a
necessary adjunct to any new housing program, it is essential
that it continue and be modified to make it work even better.

The Prooram is Now off the Ground

I am sure you are familiar with the fact that in 1987 only
about one-fifth of the nation's credit allocation of $300 million
was utilized. This can be explained in part by the time that it
has taken the development community and concerned professionals
to become familiar with this intricate and complex tax program.
However, the program now seems to be off the ground as evidenced
by the followings

First, there has been the beginning of an acceptance of the
program by a new group of generally middle income investors. As
you are aware, a taxpayer can only utilize the credit against
about $7000 of hi: tax liability and only taxpayers with an
adjusted gross income of less than $200,000 can fully utilize the



161

credit with the benefit phasing out completely at the $250,000
income level. Even with these strictures, we have managed to
find market buyers for our tax credit public offering which I
have indicated represents only 4% of the potential 1988
investments; however the modifications discussed below are needed
to obtain the necessary broad scale market required to place $1.4
billion _of potential tax credit investment. In addition to our
offering,,I am aware of at least seven other public offerings and
several private placements of tax credit investments, and
generally there is a growing market acceptance of this
investment.

Second, the development community is also starting to become
involved with tax credit projects. However, we are finding very
uneven results as we attempt to locate feasible projects around
the country; in many areas, low-income housing projects simply do
not work due to high construction costs and/or low median
incomes. I will address proposed solutions to these problems
later in my testimony. It seems a shame that this program is not
working in some of the very areas which have the greatest need
for low-income housing because of cost-income relationship.

52;.e Changes Are Needed To Make The Program Fully Effective

Considering the fact that the tax credit program represents
an entirely new concept of utilizing the Internal Revenue Ccde to
assist low income housing, Congress took a remarkably good first
step in structuring the credit. However, because of time
constraints during the 1986 legislative consideration of the tax
credit legislation, it was impossible to foresee every problem so
as to structure a perfect program. For that reason, let me
suggest some very needed changes.

First, to broaden the market for the tax credit, I suggest
that the income cap of $200,000 to $250,000 be modified. At the
very least, a person who purchased a tax credit obligation when
he or she was income-eligible, i.e. under $200,000, should be
"grandfathered" to be able to use the credit during its ten-year
life, regardless of whether their income raises over the $200,000
limit any time during the ten-year period.

This would not be as satisfactory a solution as removing the
income cap altogether. If we are to encourage nearly $1.4
billion a year of private investment in low and moderate income
housing through the tax credit program, it is necessary to
broaden the eligible investor base.

Removing this limit would not do violsnce to the principal
guiding the 1986 Act of eliminating shelters that allow wealthy
individuals to escape all or most of their taxes. Because of the
$7,000 use limitation by a taxpayer, only a small fraction of a
wealthy person's tax liability would be eliminated through the
low income housing tax credit.

Second, we have a great problem in making the credit work in
areas with high construction costs and low or average median
incomes, such as New York City. It is ironic that the income
limit of 50% or 60% of medlar make it unworkable in areas of the
greatest need, Such as New York. Ir is here relevant to note
that the same income limits are applicable in the case of tax-
exempt multifamily bonds. In that reg'rd, I served on an
Advisory Panel on affordable housing to Senator Alfonse D'Amato,
and we recommended that in areas such as New York, a new income
formula be utilized relative to the multifamily bond program
which wc.ld compare area construction costs aid median incomes
within a given area to the national standards. We developed a
formula thrt is set forth in the appendix to my testimony. Our
panel engaged Dodge Data Resources, Inc. to help establish a
nationwide construction index, and we found that the cost of
constructing multifamily housing in New York City is 1.54 times
the average nationwide cost, while our median is just about the
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same as the national median. Accordingly, under the formula, ear!
50% of median income limitation would be increased by 54t, so
that in Nev York City the equivalent qualifying income would be
77%. The same mechanism should be used for the tax credit as
well as for multifamily bonds to make both of these necessary
programs more workable.

Let me point out here that although we favor utilizing the
higher of state or local medians, this change is not enough to
help a high construction cost area such as Nev York City, thus
justifying the above suggestion.

'Third, under present law, the state credit agency has
the discretion to lower the credit percentage from the
approximate 9% or 4% annual levels prescribed in the Code if the
agency believes that such percentages are not - necessary to induce
a developer to construct chc rehabilitate the project. However,
the state credit agencies have no discretion to raise-these
percentages if it is necessary,to do so to make a project
feasible, particularly in areas with low incomes which are
therefore not able to generate necessary rental income to cover
debt service-and operating expenses. The agencies should have
this discretion. Bear ,in mind that as the credit is t.ipped, the
state would have to trade off higher percentages for the projects
that it funds with the downside that it will have fewer projects
within the state. The overall revenue loss to the federal
government would be the same drt to the fact that the credit is
capped. However, states will at least be able to assure feasible
projects, especially in the case of existing projects where the
4% credit does not produce the funds needed to induce owners to
sell. (Often the amount that the buyer can pay now is less than
the current owner's tax liability on sale)

Fourth, California now has a state low income housing tax
credit that parallels the federal credit. I understand that
Governor Cuomo has proposed a similar credit for New York State,
and that your former colleague, Lt. Gov. Stanley Lundine, has
been charged with developing the program as well as other
responsibilities in the area of housing. Such state credit
programs, or similar state subsidy programs, should be encouraged
by the federal government. One way to do so would be to give
extra credit allocations to those states which either adopt a
state tax credit program or a state subsidy to achieve the same
result.

Fifth, a big problem with existing properties is that the
HUD Section 8 commitment to a project expires during the
compliance period. Possible solutions to this problem are a)
make the Section 8 subsidy available during the entire compliance
period, and b) increase the limited dividend distribution (allow
an increase in equity or in the percentage of allowable return).

Although these remedies are beyond the jurisdiction of this
Committee, we request that you make this concern known to HUD and
the appropriate authorizing committees.

Sixth, under New York City's inclusionary zoning program, to
obtain the necessary variances, the developer must agree to
utilize the project for low income housing in perpetuity. In
such case, there is concern that the projects may be deemed not
entered into for profit and thus may be denied the necessary tax
benefits by the IRS. Although we believe there is no merit to
such a position under current law, it would be helpful if
Congress pass legislation declarative of this interpretation of
current law.

Seventh, the Congress has now before it technical
corrections legislation with several changes affecting the tax
credit program. As the House has adopted these changes as
proposed in the original technical corrections bill last June,
with some additional changes added by this Committee, 1 will not

- 3 -
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address them in detail. However, I do want to strongly encourage
you to press for final enactment of a technical corrections bill
to obtain such necessary changes as:

o liberalization of waiver of the ten-year rule on transfer
of existing projects so as not to include transfers by
a governmental agency or non-profit or when necessary
to preserve low income use;

o carry -over of the credit if circumstances beyond the
developer's control prevent it from being placed in
service in the year of credit allocation:

o use of the higher of state or local median incomes:

o reconciling inconsistencies between requirements under
the credit program and under subsidy programs as
Section 8;

o making plain that both state as tell as federal
subsidies do not count against the 30% rent limit
imposed on the tenant:

o allowing the developer to lock-in the credit percentage
at time of reservation; and

o modifying the exception from the at risk rules from
seller financing from a non-profit organization so it
will apply where the financing is secured by interests
in the partnership that owns the properly. (Under
current law it must be secured by the property).

Let me emphasize the need to enact these changes as soon as
possible. We need them in 1988 - a crucial year for the credit
program. If it appears that a technical corrections bill will
not be enacted until late in the year, then we urge early
separate enactment of the low income housing tax credit technical
amendments.

Extend the Sunset Date

As you are aware, the tax credit program sunsets on December
31, L989. In other words, we are nearly half-way into the three
year life of the credit program. The sunset date has some very
disturbing implications to those who are just starting to become
involved with the tax credit program, either as developers or
debt or equi:y financiers. Anyone planning a new construction or
substantial rehabilitation project now must seek 1989 credit
allocation, as it is virtually impossible to start now on a
project that would be placed in service by December 31, 1588 and
thus qualify for the 1988 credit. However, in about six to eight
months, or say in the fall of 1988, in many cases it will be too
late to begin the planning of units to be placed in service by ,

the end of 1989. Certainly by this time next year, no rational
builder or developer would be expending any effort on a 1989
project. In other words, all credit activity will come to a halt
under present law as nc one has any assurance that there will oe
tax credits available for projects placed in service in 1990.
Accordingly, what Congress thought was a three-year program will
really be a two-year program at the very most.

For that reason, I strongly suggest that Congress extend the
program this year for at least one more year - until December 31,
1990. That wil' allow credit activity to continue in /989.
During 1989, Congress can take a closer look at the issue and
hopefully will consider a longer extension of the program or
making it permanent. What would be disastrous would be the
extension of the credit in the waning days of the next Congress
in December, 1989. An extension at that time would mean that

- 4 -
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there would be no planning and development of new projects in
1989, and no pipeline of projects that would be placed in service
in 1990 to use the belatedly extended credit.

Another important reason to act affirmatively now is to show
that Congress i <313y believes in the credit. In response to our
selling efforts, we have been met repeatedly with the gu-stion
from individuals, who have seen the 1986 Tax Reform Act Apair
their ability to take losses, whether Congress might take away
the benefits of the credit before the ten year period is ovlr.
Although one Congress cannot bind a future Congress in this
regard, a very grad way to reassure these individuals of
congressional support for the credit is to extend its sunset
date.

This Committee should rightfully be concerned with the
revenue loss of this proposal. We as outsiders are not privy to
the way the Joint Committee does determine such loss. However, we
do know that in the Blue Book on the 1986 Act it was estimated
that the cost of the low income housing tax credit would be
$3.246 billion dollars over a five-year period. We also know
that that figure will not be reached because of the very little
utilization of the credit in 1987. Assuming a 20% utilization of
the credit in 1987, or $60 million, and further assuming that 2/3
of the credit, or $200 million dollars, will be utilized tn 1988
and 5/6 of the credit, or $250 million dollars, will be utilized
in 1989, the total revenue loss on utillzing the c:edtt over the
five years beginning tn 1987 would be $1.850 billion or far less
than the estimated $3.2 billion. Accordingly, assuming that the
program is extended to December 31, 1990, and assuming 100%
utilization in 1990, or $300 million, the ftve-year loss tn
revenue would only be $2.450 billion, again less than originally
estimated. Congress could extend the sunset this year until
December 31, 1990 with no danger of exceeding the original five-
year projection of estimated revenue loss.

Hr. Chairman, let me thank you again for holding these
important hear'ngs to focus on these crucial tax credit issues.

- 5 -
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APPENDIX A

TAKEN FROM REPORT ON THE STATE OF NEW YORK'S

TAX-EXEMPT BOND-FINANCED HOUSING, PROGRAMS

Prepared by Senator Alfonse D'Amato's Advisory Panel on Affordable Housing
February, 1988

1. 61111511(emin sitars Clasen

a. Lupine Limits,

The Panel recommend: that targeting for 101-eXCIODI financed multi.
family housiag programs be adjusted by a formula which compares teal costs
of multifsmaly homes construction. land and area median incomes. with
similar national costs sad incomes. The cu rrrrr income hosts 6c.. SO% or
60% of median) would be used as a base. Is eras where the cost of col-
structios exceeded the national average and/or where the mediae iaCJIMC fell
below the nationwide mediae. the income limits could be adjusted upward.
Areas where constructioa costs were lower thee the national average or
media income was higher would be held harmless from a rediction in the
new income limits imposed by the Tex Act

The formula which the Panel recommenda be adopted would compere area
construction costs and median Incomes *.ta such reticule! ssadards. The
numerator of the formula would compare arms Costa of asultifaMil, hoaxing
cooStruCtsae with oatmewide coats. The denominator wolld compare area
median incases with the national median income. The formula is amigod
below:

am eon of mult"familv constratiom arse median income
national cost of multafamily consiruction national mediae anCOMII

The Panel recognises that construction costs ad assdian incomes are
not necessarily the only factors which should be utilised in adjusting the
income limits imposed as state and local governments by the Tas Act. Such
factors as load costs sad operating menses should. ideally. also be con-
sidered. However. the adoption of an index baud on all these factors might
be too problematical to produce. Therefore. the Panel believes that a con-
struction cost/median incase index would be the most practical to devise
and adopt and that it would help to alleviate many of the problems created
by the inflexible income limits imposed by the Tax Act In high cost/low
median income areilL it as simply not feasible for teams at SO% of median
Income or below to pay sufficient rent to enable project owners to meet
their menses. laCludin debt service. This is particularly true in high cost

with low median Incases. Contast New York City. where 30% of
mediae iacome is 514.750 and it may aft in emu of 5103.000 to construct
s emit. with suburbia washiagton. otere 30% of mediae income exceeds
S20.003 sad the cat of constructing a garden apartment may be only half as
ouch as is New York City.

The concept of a construction cost odes that recognizes v ns
local construction costs has already bees proposed for hospital capital costs
The Department of Health and Human Service* (HHS) cogged Dodge Data
Resources. Inc. to develop the cooStruchoo cost irides.

The database am developed by Dodge alder which a utional cosseroe-
dog con aim yea set u 1000 Local vlrilltiou wen mkt' into *0101/11t

Onsaulatiag a Men year average con eanparine of 16S different
heedelipkic arm. sad dividing that 'umber by 1111d011/11 costs for the 61016
h arked. That cOntraniall lades nags from a low of .726 to a bill Of
1.717.

This Panel also espied Dodge to Prepare a cost lades for isultifaally
housing. comparing New York City to the satiosoide avenge. Tie Dodge
irides indicates dud de cost of construed.* multi -fatly hoeing is New
York City is 144 titan Ike avenge aatiosoide cots nu. 1.54 weeld be
the anstralar a die proposed formula As tie Nor York City audits is elle
ISM as the annul mediae income. the dentin:saw, of the propcnd tarsal*
would be 100 Usiag this formula. the 50% of mall..1 (*ratio stasdard would
be eligible to be inereated to 77% of meatus (50% s I.S4 t I). The Pail
would imagine-fast New Yore City's ratio would be among the hiSheas is the
nation. Therefore. it is likely that most other huh Cat low mediae immune
Localities .01 fall between 50% end 77% of median income

1 t-.18 ka
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Chairman RANGEL. Thank you, Mr. Ross. Mr. Harvey.

STATEMENT OF F. BARTON HARVEY III, DEFAY CPAIRMAN,
IINTERPRISE FOUNDATION, COLUMBIA, MD

Mr. HARVEY. Thank you, Mr. Chairman. My name is Bart
Harvey, and I am deputy chairman of the Enterprise Foundation.
James W. Rouse, 01.1X chairman, appeared before you and members
of the Ways and Means Committee on July 9, 1985, to discuss pro-
visions that eventually became the low-income housing tax credit,
and we are delighted to be appearing before you again.

My written statement is submitted into the record, and I would
just like to make some comments.

A subsidiary of the Enterprise Foundation worked extensively
with these tax credits in 1987. It raised $7.6 million in 8. transac-
tions in 6 cities for 585 unit. of low-income units, and it has com-
mitments of over $50 million from 22 corporations for in excess of
20 different transactions for 1988 and 1989. We work with nonprof-
its primarily, and we sell the tax credits to corporate investors. We
are working in New York and in fact in your district, and we are
working on a major program with Fannie Mae, and Mr. Dale.

First of all, I'd like to commend Mr. Davie and others for the tar-
geting of the low- income housing tax credit as well as for the provi-
sions that allow the benefits to truly go to the poor. Those parts of
the tax credit we feel are very important to be preserved in any
changes that may need to be made.

A brief look at the history shows that this tax credit .originally
was going to be part of the code and directly accessible as other
parts of the code are. However, in the Mil hour, it was allocated
on a per-capita basis to the States and then capped. Therefore,
many of the provisions and complexities are duplicative and unnec-
essary in light that it is capped and allocated.

I'd like to comment on some structural, marketing, and preserva-
tion issues.

As far as the structure of the tax credit goes, it's very apparent I
think from the prior testimony and from our own experience that
this tax credit cannot stand alone, and that in all cases that we are
using it, we are using it with other additional subsidies from States
and localities.

Chairman RANGEL. Mr. Harvey, that point is made by everybody,
but I would have expected that you, more than anyone else, would
have known the atmosphere in which we had to get that credit
outand there is no question that it cannot stand alone.

Mr. HARVEY. Right, I understand that. And I think that nonprof-
its and others have therefore had to go ot.,, and fmd ways of using
it.

We therefore don't think there is any abuse from it being com-
bined with other Federal, State, or local programs, and therefore
that is one of our suggestions. For new construction or substantial
rehabilitation, particularly in high-cost areas, that it be allowed to
be combined without penalty with tax-exempt financing or other
Federal assistance. That is one of the major changes that we would
recommend and that would allow the credit to finally produce
housing that could help eliminate the problems of homelessness
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and housing for the very poor in the cities. That's the so-called
double dip that was again put in at the 11th hour.

As far as marketing goesand this is for the corporate market
to make it most effective and efficient, there are some changes that
could be made. For instance, the tax credit could be transferrable
to the investor. We have found in going to corporations, it's a very
hard sellI think Mr. Clancy and others have said that. And the
corporations are not interested iri owning low-income housing per
se. If you make the tax credit transferrable, you will be able to de-
velop a very efficient market, corporations will be able to buy and
sell the tax credit on a very efficient means. If you think of the
project as the corpus of a bond and the tax credits as the coupons,
as long as the project is successful, the corporations will get their
tax creditsor coupons. Therefore the project still has to be suc-
cessful. And it's one of the means that you could look at making
the corporate market large enough and efficient enough, with little
transaction cost, to make this a more effective provision.

That also leads to the issue of preservation. We are very con-
cerned that we not face in 15 years the issues that we are facing
now and that you are facing in your proposed bill, H.R. 3663.
Therefore we would recommend that developers be able, particular-
ly nonprofit developers, be able to -enter into upfront donations.
The Tax Code does not permit that right now. Developers could
make sure that the property could remain low-income in perpetui-
ty, if they wished to, on a voluntary basis. And we have made some
suggestions in the written testimony for that. Also if it was a trans-
ferrable tax credit, prevention would be allowed to happen from
the outset as well.

Finally, we recommend, under a fairness doctrine, lookiiig at
what homeowners are receiving in the way of tax benefits, that
this tax credit become a permanent part of tax law. There's over
$40 billion that are going to homeowners, and particularly wealthy
homeowners; the poor are renters, by and large, and there's very
little for them in the Tax Code. So we heartily recommend that the
sunset be removed and that this be made permanent.

To summarize, the technical corrections need to be passed as
soon as possible. We recommend removing the sunset, removing
penalties from using the tax_ credit with tax-exempt or other feder-
ally assisted funds, particularly for new construction or substantial
rehabilitation. We would like to see other preservation issues, par-
ticularly donation up front.

Thank you very much.
[The statement of Mr. Harvey follows:]
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STATEMENT
ON BEHALF OF

THE ENTERPRISE FOUNDATION

REGARDING
LOW INCOME HOUSING TAX CREDITS

BEFORE

THE SUBCOMMITTEE ON
SELECT REVENUE MEASURES

OF THE HOUSE
COMMITTEE ON WAYS AND MEANS

BY

F. BARTON HARVEY
MARCH 2, 1988

Mr. Chairman, Members of the Subcommittee. My name is
Bart Harvey and I am Deputy Chairman of The Enterprise
Foundation. Thank you for the opportunity to testify before
this subcommittee on the use, effectiveness, recommended
thanges for and future use of the Low-Income Housing Tax
:edits.

James W. Rouse, Chairman of The Enterprise Foundation,
testified on July 9, 1985 before The Ways and Means Committee
regarding the impact of the Administration's tax reform
proposals on non-profit private sector initiatives for housing
the very poor. His testimony concerned itself with tax
incentives for rental housing for very poor people. The
Enterprise Foundation was extensively consulted by
Congressional staff regarding provisions involving what became
the Low-Income Housing Tax Credit.

I. The Enterprise Foundation

The Enterprise Foundation is a national, publicly
supported, 501(c)(3) charitable organization launched by James
Rouse in 1982 and devoted to helping poor people help
themselves to decent, affordable housing and out of poverty
into self-sufficiency. The Enterprise Foundation has a
distinguished and active Board of Trustees drawn from business,
government and housing experts (Appendix I). The Foundation
has raised over $40 million from individuals,

corporations, and
foundations to support its work with 70 non-profit groups in 27
cities and The State of Maine.

Enterprise provides technical assistance and "seed"
grant money to help non- profit groups achieve their
objectives. It has helped produce over 3,000 units of housing
for very poor people costing over $100 million and to employ
over 5,000 "hard-to-employ" people through its 17 job placement
centers.

As importantly, it is working at the systems of
housing for poor people in this country. Its Rehab Work Group
finds ways to cut the cost of new construction and housing
rehabilitation and its wholly-owned subsidiary, The Enterprise
Social Investment Corporation, finds ways to finance low-income
housing including the use of low-income housing tax credits.

In all its effort, The Enterprise Foundation is
forging partnerships between business and the public sector,
examining new ways to harness the creativity and disciplines of
the free enterprise systems to encourage the initiative and
efforts of non-profit neicaborhood groups. Enterprise is
adapting self-help programs that work for use with its network
of neighborhood groups and finding ways for corporations and
other private sector groups to participate in housing poor
people in a responsible, meaningful way.
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II. Use of the-Low- Income Housing Tax Credit

The Enterprise Social Investment Corporation ("ESIC")
has been an active participant in the use of The Low-Income
Housing Tax Credit ("tax credit") with non-profits across the
country. Since non-profit groups can not use the tax credits,
they must form a partnership with a for-profit limited partner
who can use the tax credit through this partnership
arrangement. ESIC makes sure all the money raised through the
use of tax credits are put back' into the project or other
low-income housing. It has raised over $7.6 million through
limited partnerships in eight non-profit projects involving 585
units of low-income housing, most of which were substantial
rehabilitations and all of which involved corporat. "mited
partnerships. All these projects had a substantial amount of
other subsidy monies.

ESIC has commitments from two large corporate
investors for up to $48 million of investment in tax credit
projects under certain prescribed conditions, and it has
twenty-two other corporations which have made modest
commitments for such investments. ESIC is currently
structuring limited partnerships in 14 projects in the cities
of Baltimore, Cincinnati, Cleveland, Los Angeles, Miami,
Philadelphia, Raleigh, N.C., and Washington, D.C. costing over
$50 millioc, involving over 800 units of low-income housing.

In New York City, ESIC has a committed investor for

$28 million of equity investment in over 1,000 units costing

about $90 million. ESIC believes it is one of the major
participants in creating partnerships that are using tax
credits for non-profit urban area projects.

Observations Regarding the Use of the Tax Credit

From our own experience and checking with other
organizations involved in the selling of tax credits , a number

of Points are important. In 1987, very littl' use of the tax

credits (perhaps 25% nationally) resulted to structural,

marketing, and regulatory problems involved in the use of the

credit.

(1) Structural Issues: In almost every locality in
the country, the tax credit, on a stand alone basis, will not

result in the production or substantial rehabilitation of
low-income housing. It usually requires substantial additional

subsidies.

Furthermore, the requirement that rents, inclusive of
utility costs, be fixed at 30% of median income implies in a
historical context that project costs will rise faster than

rents, leading to potential operating losses in later years.
Additionally, financial institution underwriters look at the

possibility of median incomes actually decreasing in certain
areas, which would mnean lower rents 'en if operating costs

increased.

From a financing point of view, developers and lenders
must be certain that tax credits are available as equity raised
is based upon receipt of certain amounts of credit. The equity

raised is usually an integral part of the financing package.

However, the amount of the credits receivable varies month to
month based upon a formula and more importantly, if a project
is held up for whatever reasol, the credits may not be

receivable at all.

It is also clear that the credit coupled with
tax-exempt financing cannot produce low-income housing on a

stand alone basis. Furthermore, the sheer complexity of mixed

use projects and the complicated regulations deter .ion - profit
and for-profit developers from attempting this type of

financing.

A 11
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The determination of federal and non-federal money on
the credit percentage receivable and a host of rslatPd
financing issues add complexity to an already c p'ex
arrangement.

Finally, in an era where Congress is dealing with the
preservation of existing, government assisted, housing stock
left` unprotected by the owner's contractual right to prepay and
convert to higher income tenants, the tax credit regulations
set up this very same issue after 15 years. The value of
potential appreciation of low-income housing stock is not
included in the pricing of most tax credit deals. Most
limited partners cnly want the likelihood to dispose of the
housing at the end of 15 years without loss. Why should
Congress face similar conversion issues in 15 years where the
investors might receive an unexpected windfall and the
government lose-important low-income housing stock? It should
provide incentives to maintain the low-income character of the
housing after 15 years without loss to the investor.

(2) Marketing Issues: The extension of the pa,ive
loss rules to tax credits eliminated the natural market for
these investments, limited the size of the eligible investment,
and greatly complicated the marketability of tax credits. Two
markets are open to sale of the credits, publicly traded
partnerships consisting of small investors, and corporations.
As marketing tax credits to small investors through publicly
traded partnerships is expensive, time consuming, and
inefficient and raises issues as to the applicability of the
investment for those individuals, ESIC concentrated on
corporations.

Most corporate Investors have never owned low-income
housing, are unused to receiving tax credits over 10 years, are
uncomfortable holding real estate unrelated to their principal
business, are adverse to the legal complexities surrounding
this investment and are uneasy about the recapture provisions

this tax credit.

ESIC approached major corporations on the basis of a
maeat rate of return, security of the structuring of the
Investment, removing real estate from the decision, and
establishing good corporate community responsibility. Our two
major corporate investors understand real estate extremely well
and their C.E.O.'s are genuinely interested in providing
low-income housing. Other corporations have invested partially
out of good citizenship and in smaller amounts.

In sccessful cases, corporate C.E.O.'s were directly
contacted by Board Members and extensive follow up visits were
required with legal, accounting, tax, finance, public relations
and corporate contribution personnel. The process has been
extensively time consuming.

Security of investment remains the prime concern, and

certain structural obstacles needed to be surmounted. A 15-20%
rate of return on invested capital was offered and tight
restrictions were put on any resale value at the end of 15
years. Both projected credits and tax-effected partnership
deductions were available with total projected after tax
benefits over 15 years being slightly less than one and
three-quarters times the investment. Corporations, as limited
partners, accepted the risks that their tax benefits were
subject to recapture or reduction. They also had to take into
account the retroactive treatment accorded low-income housing
losses by the Tax Reform Act of 1986. Most attached some
benefit to the corporate responsibility of the action,
particularly, an investment in their headquarters community.
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It is clear with the -9sk factors involved, the
unusual nature of the investments, the small project sizes, and
the difficult legal and real estate issues, thtt corporations
will not be major buyers of tax credit projects. Certainly

not in the size of the $3 billion dollars worth of investment
needed to use the available tax credits for 1988 and 1989.

(3) Regulatory,Issues: Due to the extreme complexity
of the regulations for the tax credits, the lack of promulgated
Treasury regulations and the need for significant technical
corrections, and clarification of issues, a number of

developers and investors are unwilling to participate in

tax-credit projects. Furthermore, the thicket of complex
provisions has lead to considerable inefficiences due to legal,
accounting and marketing costs.

IV. Improvements

Background: In noting needed improvements, it is
informative to track the evolution of the tax credits. The

complexity of their structure and some particularly important
provisions were added to limit revenue loss to the U.S.
Government since the credits were originally proposed to be
directly acessible by qualifying projects. Therefore,

restrictions as to type of permitted structures, type of
financing funds used, and limitations on qualifying basis all

had revenue implications.

However, at the eleventh hour, these tax credits were

allocated to states on a per capita basis, and capped. A host

of provisions were rendered duplicative, and futhermore limited
the effectiveness of states and localities to use these credits

to respond to their own situations. Future tax credit

policy should recognize this fact, and look toward
simplification and discretion at the local level.

Additionally, future tax credit policy should fit
local housing policy rather than dictate it. In the growing

national movement toward local housing solutions, tax credit
allocation and policy, particularly as it is administered
through State Housing Credit agencies, should be as flexible as

possible. The concept of the credit, to serve very low income
people, and benefit directly those being assisted, is highly

commendable. The elimination of past excesses in low-income
housing tax policy - non-targeted use of federal benefits, the

use of tax-exempt financing to earn arbitrage profits or
develop market rate housing, excessive front-loading of tax
'benefits - all should continue to be prohibited. Yet the tax

credits must be made more permanent, efficient, flexible and

usable.

The Enterprise Foundation would recommend the

following improvements:

(1) Quick Passage of Tax Credit Technical Corrections

already Approved by The Joint Tax Committee.

Certain technical correction provisions are essential
to keep projects moving forward in 1988 and to clarify

ambiguous issues.

(2) Eliminate the Sunset Date for Tax Credits,

Extending the Program Indefinitely.

Providing adequate housing supply for the poor is a
long term Job, requiring production mechanisms to be available

for the foreseeable future. State agencies that administer the

tax credit program must devote considerable time and resources

to build their capacity. Similarly, private developers and
non-profit groups must learn how the program works and box to

use it effectively. None of these participants should be

expected to make a substantial investment in building capacity
for A program that will terminate in less than two years. (See

Se;cion V).
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(3) wemove Penalties on the Use of Tax Credit With
Tax-Exempt Financing and Otter Federal Assistance Programs
New Constructron or Substantial Rehabilitation Projects.

Federal housing programs have consistently depended on
a combination of direct subsidies and tax incentives. The tax
credit statute ignores this history by attempting to prevent
the use of tax credit with direct housing assistance. Both
analysis and experience demonstrate that the low-income credit
alone is not sufficient to provide an incentive for the
production of housing. State and local governments should be
permitted to and should exerct to use the tax credit together
with whatever other forms o. assistance is necessary. In
certain cases, such as The Farmer Home Loan Program, State
Credit Agencies have the a5ility to reduce the amount of credit
allocatible.if it is not all necessary for financing such
projects. Alternatively, State Credit Agencies might limit the
amount of equity proceeds raised from tax credits that might be
withdrawn from a project.

(4) Remove the Tax Credit from the Passive Loss
Rule. Apply Strengthened Business Credit Limitations to
TridTviduals. Alternatively, Make the Tax Credit Refundablr. or
Transferable.

The application of the passive loss rule to low-income
tax credits substantially undermines their value. This rule
denies low-income housing its traditional investment market,

the-sn-called "accredited investors" y der the securities
laws. Instead, owners of tax credit projects are forced to
find investors through costly public syndications or in a
corporate market that is unfamiliar with and highly suspicious
of low- income housing. As a result, much of the benc'it of the
low-income tax credit is lost in transactional and other
costs. If Congress wishes to-limit the amount of credit
available to any individual, it can do so directly through a
more restrictive business credit limitation, or a minimum
annual Credit amount that can be taken by individuals. By far
the most efficient use of the tax credit would be to make it
refundable to the Treasury, permitting long term ownership by

,. fit dcicicpers or to make it trans=erable to the
investor.

(5) Allow Flexibility in Rent Levels to Reflect
Substantial Operating Cost Increases.

Rents pegged to median income will not necessarily
relent substantial increases in utility and operating costs.
Furtnermore, median income may decline while operating cost
increases, decreasing rents. In order to finance tax credit
projects, initial rent levels should not decline if median
income declines, and some capped level of rent increases should
be permitted based upon an area index of increased operating
costs which are not reflected in median income increases.

(6) Remove Penalty in Qualified Basis for Non-Profit
Below Market RiITTROIng.

Below market rate loans provided by non-profit lenders
to tix credit projects must be discounted to a market rate and
adjusted for tax credit basis while below market rate loans by
state or local government, or financial institution lenders are
not so discounted. This inequality as to source of funds
should be removed.

(7) Permit the Carryover of Tax Credit Authority and
its Reallocation Among States

Current law requires pro.;ecis to be placed in service
in the year the tax credit was allocated. The development of
multifamily housing is highly vulnerable to construction

delays; lOw-income houSing, in particular, is difficult to
develop and finance. The rule against carryover creates
unacceptable risks for investorvand lenders, since a
construction delay can result

, i6the loss of all tax credits.

1 7 9



Tax credits allocated to a specific project should be
able 0 be carried over so long as the project commences
construction in the following year. Credits not allocated to
projects in the year of initial allotment and credit authority
allocated to projects not beginning construction by the
following year would be reallocated'to other states as an
addition to those states' per capita limits.

(8) Allow Greater Flexibility in Allocating Tax

Credits and Donating Interests.

Owners should be allowed to allocate tax credits to

investors in accordance with their capital contributions to a
project.

Further, the internal Revenue Code should permit

investors in tax-credit projects to enter contractual
agreements at the time of.financing to donate their-interests
to non-profit organizations or governmental agencies at the end
of the holding period, without receiving tax benefits or
incurring any tax liability at the time of such donation. Such
a policy would maintain low-income housing for longer periods
than 15 years.

(9) Clarify That Eligible Units Available to General

Public include Units Designed for Special Needs Groups.

For a unit to be available to the general public, it

can not be restricted to members of a particular organization.
However, this should not forbid the eligibility of units, which
are not used as transient housing, designed for special need
groups, such as the homeless, handicapped or elderly.

(10) Consider Special Regulations for Use of Tax

Credits to Pteserve Existing Government Assisted Housing.

A major national problem is the retention of the

existing inventory of privately owned, assisted rental housing

for low-income people. Due to expiring Federal and private
commitments, a large portion of this housing could be converted
to higher income or ether use. Certain provisions of the,tax
credit, specifically the 10 year last placed in service rule,
need to be modified for their effective use in preserving this
stock.

V. Need for Tax Credits as Part of National Housing Policy

Federal tax policy is a critical element in national

'using policy. It affects the choices of families to rent or

to buy. It has a substantial impact on the proportion of real,
after-tax income which people spend for housing. Sound tax
policy complements other government policies affecting housing.

Reflecting the great priority Americans give

homeownership, the tax code allows the deduction of mortgage

interest and property taxes, tax-free rollover of appreciated
property and tax exemption on gains for homeowners ove 55.
This favorable treatment, amounting to over $40 billic per

year at present, has played a major role in enabling the United
States to become a nation of homeowners, and it contributes
significantly to the accrued savings which Americans have in

their homes.

Tax policy towards rental hoy5'.4 has been

substantially less supportive and less consistent. With tax
incentives virtually eliminated by the 1986 Tax Reform Act,
rental production has dropped sharply.

' 0
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Rental housing is overwhelmingly the housing of the
poor. Renter median incomes are half those of owners; more
than 60% of the nation's poverty households are renters.

Current tax policies which disfavor rental housing hit the poor
particularly hard. They force lower income families to compete
with more affluent renters for a declining supply of affordable
units. They discourage the production of new units at rents
which are affordable to the working poor without additional
subsidy, or to the very poor who receive government support.
They increase rent burdens for a population already paying a
disproportionate share of its income for housing costs.

Tax-exempt financing and the low-income tax credit
have been critical elements in the recent growth of state and
local low-income housing efforts. The need for investors
brings private sector integrity to housing production and
rehabilitation, and the severe penalties to an investor
inherent in a failed tax credit project, encourages only
projects that are likely to be run successfully to go forward.

The challenge for the Congress is to chart tax policy
which respects reform, resists abuse, prevents waste, and
meshes with sensible housing policy. The tax credits are a
very targeted resource, which if they can be flexibly
incorporated with other sources of housing financing can
produce the essential need of decent, .ffordable housing for
America's poor. Thank you.

1415M
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Chairman RANGEL Thank you, Mr. Harvey. Mr. Ditton.

STATEMENT OF ANDREW DITTON, VICE PRESIDENT, LOCAL
INITIATIVES SUPPORT CORP., CHICAGO, ILL.

Mr. DrrroN. Thank you, Mr. Chairman. The organization I work
for, Local Initiatives Support Corp., or LISC, is a national nonprofit
organization that assists nonprofit community-based corporations
to develop-low-income housing and otherwise revitalize economical-
ly distressed neighborhoods. Since it started in 1980, LISC has
made over 1,000 grants, loans, and investments in projects spon-
sored by nearly 500 CDC's. We now operate 30 local, regional, or
statewide programs from coast to coast.

In this effort we have raised about $150 million from corpora-
tions and foundations. The projects we have assisted have produced
or are producing over 14,000 units of affordable lower income hous-ing, and 4 million square feet of commercial space, all in low-
income neighborhoods. Virtually all of this activity has taken place
since the Federal Government began its sharp curtailment of fund-
ing for low-income housing and community development.

LISC enthusiastically supported the enactment of the low-income
housing tax credit, and we have worked hard to make it a useful
tool for rehabilitating and building low-income housing.

To attract investment based on the credit, LISC has created a
series of investment pools designed to appeal to large corporations.
In 1987 we raised $14Y4 million in investments from 13 corpora-
tions; these funds have attracted an additional $45 million in pri-
vate and public financing for 24 projects containing over 1,000units of affordable housing.

In 1988 we expect to raise an additional $50 million from corpo-
rations which will attract an estimated $90 million from other
sources to produce 2,000 units of affordable housing.

In our experience corporations participate in our investment
pools for several masons. First and foremost, they expect to receive
a competitive rate of return. We have generally not found corpora-
tions willing to accept a below-market return. The primary source
of this return is the low-income housing tax credit. Cash flows from
low-income housing projects are negligible and prospects for capital
appreciation in most low-income neighborhoods a7e speculative atbest. The credit is absolutely essential to making these invest-
ments, and therefore these projects, possible.

Second, LISC's successful and extensive track record with similar
CDC projects has been important in assuring corporations that
their investments will be prudently managed. Most of these corpo-
rations have had little experience with CDC's or low-income hous-
ing in distressed neighborhoods, and they have no. interest in day-
to-day hivolvement in these activities.

Third, these companies recognize that inadequate low-income
housing and neighborhood deterioration are important problems
nationwide and in the communities where they operate. While
social concerns alone are not sufficient reason for them to invec`.. in
low-income housing, corporate leaders with a heightened sense of
civic responsibility have been the most receptive to considering
lov,..income housing as an investment.
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LISC is channeling the investment funds raised from corpora-
tions t' projects sponsored by nonprofit housing development orga-
nizations. The typical, project involves the acquisition and rehabili-
tation of one or more apartment buildings in low-income neighbor-
hoods. On average, 80 percent of the units in our projects are low-
income-occupied. These projects are selected to fit into an ongoing
neighborhood revitalization program rather than as isolated one-
shot developments. Thus each successive project not only provides
a much-needed source of low-incoine housing, but also bol3ters
other low-income hou§ing in the neighborhood and sets the stage
for subsequent development.

For example, in New York City, Lisp is working with 10 CDC's
and the city government on an unprecedented demonstration pro-
gram to rehabilitate about1,000 units of housing the city has taken
over for failure of their owners to pay taxes. All of these buildings
are vacant, abandoned, and have been serious blighting influences
on tha- already distressed neighborhoods where_ they are located.
The city is turning these buildings over to the CDC's and is provid-
ing substantial construction and permanent mortgage, financing at
interest rates low enough to permit affordability by low-income
tenants.

LISC is providing $25,000 to $30,000 per unit, or about one-third
of the total development cost, in equity investment raised from cor-
porations through its New York equity fund. LISC has also provid-
ed planning grants, technical assistance, and working capital to the
CDC's. And these projecth are scheduled for occupancy in late 1989.

Our experience suggests that the credit, while far from perfect, is
a fundamentally useful tool under certain circumstances. However,
we would offer several recommendations for improving both i13 ef-
fectiveness and its cod efficiency.

Our first recommendation and you've heard this beforeis that
Congress should act this year to extend the credits to project;
placed in service through 1992. Low-income housing projects take E.
long time to complete; At is common for 2 or 3 years to elapse from
the time planning starts to the time housing is ready for occupan-
cy. As ich, that projects must be completed by the end of next
year to qualify for a credit is fast becoming a serious problem. De-
velopers and investors are only now beginning to understand how
the credit works. Because the credit is new and complicated, many
prospective participant3 are not wiling to spend the time learning
about the credit, if it will be available for so short a period.

If the credit is to become a fully effective tool, there mr t be
time to develop a steady pipelir -.3 of projects, and developers ,roust
be confident that the credit will be available when projects are
completed. States and localities, nonprofit and for-profit developers,
business corporations, private lenders, and foundations are all
ready to join with the Federal Government to provide low-income
housing. But the Federal Government must be a faithful and reli-
able partner. Turning the credits on and off is no way to run a
housing policy.

Second, we recommend that Congress remove the penalties cur-
rently imposed on projects that combine the credit with tax-exempt
financing, or Federal its and below-market-rate loans. Virtually
every credit project rewires some other form of public subsidy to
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make it work, as you've already pointed out. The credit is simply
not large enough to make projects economically feasible by itself,
given what we believe are appropriately rigorous low-income tar-
geting standards. The reason is simple mathematics: rents must below enough both to be affordable and to meet the- rules of the
credit. Once operating-costs are paid,- only a small mortgage can be
carried at prevailing market interest rates. Some additional subsi-
dy is needed to fill-the financing gap, and the limited availability
of other public subsidies is perhaps the most important obstacle
T.TSC has faced in making projects workable with the credit.

Third, we recommend that Congress relax the passive activity
loss and credit restrictions on individuals investing in projects that
receive the credit. I believe other witnesses have already explained
why this is necessary.

Finally, we urge Congress to pass a technical corrections bill that
incorporates, provisions affecting the -low- income housing tax credit
that *ere already approved by the House Ways and Means Com-
mittee and the Senate Finance Committee lastyear. While we have
succeeded in using the credit, the law as enacted in 1986 is far
from perfect. Numerous changes of a primarily technical nature
are needed to make the credit more effective and easy to use.

Thank you, Mr. Chairman.
The statement of Mr. Ditton follows:]
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TESTIMONY OF ANDREW DITTON

Thank you, Mr. Chairman. I am Andrew Ditton, Vice-
President of the Local Initiatives Support Corporation, or
"LISC". LISC is a national nonprofit organization that
assists nonprofit community-based development corporations,
or "cDCs", to develop low-income housing and otherwise
-revitalize economically distressed neighborhoods. Since it
started in 1980, LISC, has made -over 1,000 grants, loans, and
investments-in projects sponsored-by 482-CDCs. -We.now
operate 30 local, regional or statewide:programs from coast
to coast. In thin effort, we have raised about $150 million
from corporations and' foundations. The projects we have
assisted have produded or are producing 14,000 units of
affordable, lower-ihcome housing wit four million square feet
of commercial space, all in low-income neighborhonls.
-Virtually all of this activity has taken place since the
federal government started its sharp - curtailment -of funding
for low- income- housing and community development.

-Our-perspective on the Low-Income Housing Tax Credit,
therefore, is as a dedicated, experienced, and -- we believe
-- effective catalyst for low-income housing and neighborhood
revitalization in communities nationwide. We
enthusiastically supported the enactment of the Credit and
have worked hard to make it a useful tool for rehabilitating
and building low- income housing.

112H LISC Uses Mu Credit 12 Attract Corporate Investments

To attract investment based on the Credit, LISC has
created a series of equity investment pools designed to
appeal to large corporations. In 1987, we raised $14.25
million in investments from 13 corporations. A list of these
corporations is attached. These funds have attracted an
additional $45 million in private and public financing for 24
projects containing over 1,000 units of affordable housing.
In 1988, we expect to raise-an additional $50 million from
corporations, which will attract an estimated $90 million
more from other sources to produce 2,000 units of affordable
housing.

In our exp. ante, corporations participate in our
equity investment pools for several reasons.

First-and foremost, they expect to receive a
competitive market rate of return. We have
generally not found corporations willing to accept
a below-market return. The primary source of this
return is the Low-Income Housing Tax Credit. Cash
flows from low-income housing projects are
negligible. Prospects for capital appreciation in
most low-income neighborhoods are speculative at
best. The Credit is absolutely essential to making
these investments -- and therefore these projects
-- possible.

Second, LISC's extensive and successful track
record with similar CDC projects has been important
in assuring corporations that-their investments
will be prudently managed with minimal risk. Mpst
of these corporations have had little experience
with CDCs or low-income housing in distressed
neighborhoods, and they have no interest in a day-
to-day involvement in these activities.
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Third, these corporations recognize that inadequate
low-income housing and neighborhood deterioration
are important problems nationwide and in the
communities where they operate. Few of the
corporations we have attracted so far have been
involved in real estate development -- let alone
low-income housing -- as part of their normal
business activities. While social concerns alone
are not sufficient reason for them to invest in
low-income housing, corporate leaders with a
heightened sense of civic responsibility have been
the most receptive to considering low-income
housing an investment.

proiects in Which Investments Ara Made,

LISC is channeling the investment funds raised from
corporations to projects sponsored by nonprofit housing
development corporations, which generally are neighborhood-
based. The typical project involves the acquisition and
rehabilitation of one or more apartment buildings in low-
income neighborhoods. On average, 80 percent of the units
are low-income occupied. These projects are selected to fit
into an ongoing neighborhood revitalization program, rather
than as isolated, one-shot projects. Thus, each successive
project not only provides a much needed source of low-income
housing, but also bolsters other existing low-income housing
in the neighborhood and sets the stage for subsequent
projects.

For example, in New York City, LISC is working with ten
CDCs and the City government on an unprecedented
deronstration program to rehabilitate about 1,000 units of
housing that the City has taken o"er for failure of their
owners to pay property taxes. By allowing the City to take
possession of these buildings, their owners have conceded
that the private market cannot operate them profitably.
All of these buildings are vacant, abandoned, and have been
serious blighting influences on the already distressed
neighborhoods where they are located. The City is turning
these buildings over to the CDCs and is providing substantial
construction and permanent mortgage-financing at interest
rates low enough to permit affordability by low-income
tenants. The CDCs will substantially rehabilitate and manage
the buildings. LISC is providing $25,000-$30,000 per unit --
or about one-third of total development costs -- in equity
investment raised from corporations through its New York
Equity Fund, as well as planning grants, technical
assistance, and working capital to the CDCs. LISC will also
coordinate development processing and packaging of individual
projects. These projects are scheduled for occupancy in late
1989.

Recommended Changes

Our expnrSince suggests that the Credit -- while far
from perfect -- is a fundamentally useful tool under certain
circumstances. We would offer several recommendations for
improving both its effectiveness and its cost-efficiency.

o 2ur first rummeDdation is that =cress should
A2t this veer to extend th2 Credits t2 proiects
placed in service through ;99', Low-income housing
projects take a long time to ,mmplete. It is
common for two or three years to elapse from the
time planning. starts to the tine the housing is
ready for occupancy. As such, that projects must
be completed by the end of next year to qualify for

91
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a Credit is fast becoming a serious problem. It is
already too late to start planning a project now
that will not be completed until 1990 or 1991
because there can be no assurance that Credits will
still be available when the project is finished.
Yet, developers and investors are only now
beginning to understand tow the Credit works.
Because the Credit is new and complicated, many
prospective participants are not willing to spend
time learning about the Credit if it will be
available for so short a period. If the Credit is
to become a fully effective tool, there must be
time to develop a steady pipeline of projects, and
developers must be confident'that the Credit will
be available when projects are completed. States
and localities, nonprufit and for-profit
developers, business corporations, private lenders,
and foundations all are ready to join with the
federal government to provide low-income housing,
but the federal government must be a faithful and
reliable partner. Turning the Credits on and off
is no way to run a housing policy.

Second. HA recommend that Congress remove =.1
penalties currently imposed An proiects that
combine the Credit with tax-exempt financing gr
federal grants And below - market loans. Virtually
every Credit project requires some other form of
public subsidy to make it work. The Credit is
simply not large enough to make projects
economically feasible by itself, given what we
believe are appropriately rigorous low-income
targeting standards. The reason is simple
mathematics. Rents must be low both to be
affordable anc to meet the rules of the Credit.
Once operating costs are paid, only a small
mortgage can be carried at prevailing market
interest rates. Some additional subsidy is needed
to fill the financing gap. The limited
availability of other of public subsidies is
perhaps the most important obstacle,LISC faces in
making projects workable with the Credit.

Third, it is extremely difficult for individual
investors to utilize the Credit effectively because
of passive activity loss/credit restrictions.
The restriction on individual investors was one of
the factors that led us to pursue corporate
investors. So far, at least, we have succeeded in
attracting corporate investors. a..:.over, the
newness of corporations to these investments 'sakes
us cautious about the eventual prospects for this
approach. Corporations require a gree- deal of
education before they are willing to invest.
Moreover, it is not at all clea, how many
corporations will be willing to invest in these
projects, or whether the corporations that invest
once will do so again and again. While we continue
to pursue them, corporations may prove to be a very
limits.1 source of equity investment.

Based on these concerns, it will be important for
Congress to expand the range of potential investors
in Credit projects.

VA recommend that Congress 'Alm n2 passive
activity loss/credit restrictions 201 Individuals
investing in proiects that receiVA thA,Credits. I
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will let other witnesses explain in depth why this
is necessary and how it might best be accomplished.

Kg further commend that AAA Credit kg made
refundable IA tax-exempt nonprofit owners A/ Credit
projects. As noted earlier, CDCs.and other
nonprofits cannot now own projects if the Credit is
to be used, but are compelled to seek pro:it-
motivated investors, usually through syndication.
Making the credit.refundable to tax-exempt sponsors
would enable them to by-pass the syndication
process entirely. There would be three important
benefits. First, the effectiveness of the Credit
would be greatly increased at no additional cost to
the federal government. Almost the entire Credit
amount could be used to pay for housing, since it
would no longer be necessary to pay substantial
rates of return to attract investors or to nay
syndication fees. Second, assembling the financing
for projects would be much simpler, faster, and
more efficient if syndication were not necessary,
especially on small scale projects. Third, and
perhaps foremost, tax-exempt nonprofit sponsors
could retain permanent control of the property and
preserve the housing for low-income use beyond the
15-year compliance period. Investment partnerships
formod to own the projects are legally free to
convert the property to high-income use at the end
of 15 years. As housing markets become
increasingly tight, the pressures to convert low-
income housing to high-income use will continue to
rise. I know that you will address this important
problem as dt relates to HUD-assisted housing in
your hearings tomorrow. Making the Credit
refundable to tax-exempt owners would reduce the
prospective loss of scarce low-income housing 15
years from now.

HI urge Congress IA pass A technical corrections
kill that incorporates Provisions affecting the
Low-income liousinq Tax Credit that were approved by
tvin House Ways Ang Means Committee Ang Ikg Senate
.nance committee last vearL While we have
succeeded in using the Credit, the law as enacted
in 1986 is far from perfect. Numerous changes of a
primarily technical nature are needed to make the
credit more effective and easy to use.

While LISC generally supports the entire package of
technical corrections, one change in particular is
ne. '-' to make the state allocation set-aside for
no6, :fit sponsored projects workable. For
pL .uses of this set-z.zide,.the amendment would
define qualified nonprofit organizations to include
any organization that is wholly owned by a
qualified nonproPZ organization. The current
definition requires that qualified nonprofit
organizations must themselves be tax-exempt.
However, other parts of the tax code applicable to
tax-exempt entities make it extremely difficult --
if not impossible -- for them to act as general
partners in limited partnerships. For this reason,
tax-exempt nonprofits generally participate in tax
credit projects through subsidiaries that act as
general partners in the owning partnerships. It is
essential that the state allocation set-aside for
nonprofits accommodate this practice. Otherwise,
the set-aside will have little usefulness.

189
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At-risk provisions that reduce InA Credit on
proiects receiving kelow- market loans from
aualified nonprofit lenders should ht removed. No
such penalty applies t- below-market loans made by
states and localities. There is no reason to
penalize a project merely because it receives a
below-market loan from a nonprofit lender. On the
contrary, Congress should affirmatively encourage
such assistance.

Owners ghould kg able to commit themselves An Any
time to transfer Credit proiects t2 qualified
nonprofit orpanizeZions At A price lower than fair
market value. Such commitments would enable
nonprofit. sponsors to use Credit projects to serve
low-income people beyond the 15-year compliance
period.

IAA requirement that Credit proiects kg available
.12r general 20112 use should 'int preclude housing
reserved for the homeless. kkg elderly. tJi
physically 2r mentally disabled. 2r other special
needs populations. Housing for these kinds of
people is acutely needed in many communities. The
Credit should be flexible enough to accommodate the
full range of local housing needs. Prohibitions
against using the Credit for nursing homes,
sanitariums and other such facilities could be
retained.

This concludes my testimony. I would be happy to answer
any questions.
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CORPORATE INVESTORS IN LISC'S

NATIONAL EQUITY FUND 1987 PARTNERSHIP

ARCO

Citicorp

The Continental Corporation

Eastman Kodak Company

The Equitable Financial Companies

First Interstate Bank of California

Great Western Financial Corporation

Hallmark Cards, Inc. (VHI Ltd., Subsidiary)

Payless Cashways, Inc.

J.C. Penney Company, Inc.

The Stanley Works

Transamerica Occidental Life Insurance Company

USG Corporation
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Chairman RANGEL. Thank you, Mr. Ditton. Mr. Dale.

STATEMENT OF LARRY H. DALE, SENIOR VICE PRESIDENT FGR
MULTIFAMILY ACTIVITIES, FEDERAL NATIONAL MORIT AGE
ASSOCIATION

Mr. DALE. Thank you, Mr. Chairman. I appreciate the opportuni-
ty to appear here today to review Fannie Mae's early experience
with the low-income housing tax credit and to review future pros-
pects for the credit.

Fannie Mae is a privately owned corporation with a congression-
al charter that dedicates us exclusively to supporting residential fi-
nance, both single-family and multifamily. Through; our purchases
of loans in the secondary mortgage market and our-issuance of
moitgage-backed securities, we finance about one out of every eight
mortgages in the United States. We help make housing more af-
fordable for more Americans, particularly moderate and middle-
income families.

Fannie Mae is also developing a range of programs which help t4
finance decent affordable shelter for low and moderate-income
families. In 1987 we created an Office of Low- and Moderate-
Income Housing to focus and expand our efforts on behalf of the
Nation's needier citizens.

Our new office has made active use of the low-income housing
tax credit, among other financing tools. Last year alone we invest-
ed more than $1Y2 billion in a variety of low- and moderate-income
housing prograhis. These investments will help house nearly 85,000
low- and moderate-income families.

Our special efforts take severtd foams. For example, we are ex-
panding aggressively our community lending programs. We are cc-
sponsoring a number of studies to develop models for employer-
sponsored affordable housing. In addition, we work with Stag and
local housing finance agencies to reduce the cost of mortgages fi-
nanced with tax-exempt bonds by purchasing these tax-exempt
mortgage revenue bonds. Fannie Mae's involvement reduces the
agency's issuing cost, thus allowing them to pass along savings to
first-time home buyers. The autnority for such bond issuances,
which is due to sunset at the end .1f 1988, serves an extremely valu-
able purpose. We encourage the subcommittee and the full. Con-
gress to extend mortgage revenue bonds.

We also believe that the ability of Fannie Mae and other corpo-
rations to purchase these bonds magnifies their benefits for lower
income home buyers.

Our special programs mirror expanded efforts by states, local-
ities, nonprofit organizations, and other corporations to address the
housing needs of low- and moderate-income households. The low-
income housing tax credit has been a central part of Fannie Mae's
housing affordability efforts. We are committed to demonstrating
the value of the credit and to encouraging other corporations to
make use of it.

In 1987 we committed to invest more than $40 million in housing
that will qualify for tax credits, and we expect that figure to grow
substantially during this year. The investments we made last year
reflect the range of housing circumstances to which the credit can

4.
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be applied. Our largest commitment to date is for an investment of
$28 million in New York City to help finance the rehabilitation of
up to 1,000 units of abandoned housing in targeted neighborhoods.
In this project, the Enterprise Foundation is giving technical assist-
ance to New York's community groups, the city of New York is
making available city -owned _property at nominal cost, and both
the cityand the state are providing mortgage financing on conces-
sionary terms.

We already have identified two projects for financing, and we are
eager to- finance others.

Another tax credit investment involves renovating an inner-city
YMCA in Pittsburgh to provide 270 units of single-roor.-.-oacupancy
dwellings .as transitionth housing for the homeless., This project
enjoys local government support and financial assivance from a
number of nonprofit foundations.

We are also participating in a limited partnership with Mont-
gomery County's Housing Opportunities Commission, and the in-
vestment arm of the Potomac Electric Power Co. The county is ac-
quiring 32 single-fainily homes through an inclusionary zoning pro-
gram and is making them available as iow-income rental units by
using the tax credit.

In addition, we have invested in major low-income housing devel-
opments in Cleveland and Baltimore with profit-motivated develop-
ers. These investments are supporting the renovation of 820 units
in Cleveland and 78 units in Baltimore.

This year Fannie Mae is continuing to pursue aggressively tax
credit investment opportunities. By the end of the year we a -e con-
fident that our total commitment to tax credit investments- will
have more than doubled, and we will have investments in all areas
of the country.

Although improvements can be made, the tax credit is already
an important tool for helping low-income families afford decent
rental housing. Our strong support for the credit reflects this basic
belief.

In reviewing the passible changes to the credit,, we believe the
first priority should be making the credit permanent. The credit
can help solve the growing shortage of affordable rental units for
low-income families only if it is structured to provide a steady
stream of investment opportunities. Because of startup delays and
uncertainties associated with any new effort as well as the substan-
tial learning curve associated with corporate investment in low-
income housing, ending the program in 1989 will preclude any sig-
nificant addition to the lower income housing stock.

We also fully support the concept of legislation such as H.R.
3663, sponsored by yourself and Representative Frank. That bill
would provide additional tax incentives to encourage the preserva-
tion of existing federally or State-assisted rental housing for low-
income use. Prepayment of these loans with the potential loss of
such housing for low-income families is a very serious and immedi-
ate housing problem. If supplementing the tax credit can help pre-
serve this housing for lower income faniilies, we all should jump at
that, opportunity.

At the same time, we believe the basic concept of H.R. 3663 must
be accompanied by an increase in credit authority to the States.
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Without additional funding H.R. 3663 could have the unintended
effect of substituting preservation of existing subsidized housing for
new housing initiatives, when both are sorely needed.

In summary, Fannie Mae's experience with the low-income houg-
ing tax credit has proven that this vehicle offers a potentially pow-
erful tool to help lower income families afford decent rental hous-
ing. We believe that our ability to use the tax credit effectively will
encourage othet,'Iompanies to join in the effort to improve housing
resources for lower income families and to leverage private re-
sources. Providing permanent status for the credit and supplement-
ing it with incentives such as those included in H.R.. 3663, and
added credit allocations to the state can help make substantial in-
roads towards solving the problem of a shrinking supply of this
housing. We should not settle for anything less.

Thank you, Mr. Chairman, I would be happy to answer any, ques-
tions.

[The statement of Mr. Dale follows:]

87-025 0 - 88 7
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STATEMENT OF LARRY H. DALE, SENIOR VICE PRESIDENT, FEDERAL
NATIONAL MORTGAGE ASSOCIATION

Mr. Chairman and member's of the Subcommittee:

My name is Larry Dale. I am Senior Vice President for Multifamily
Activities at Fannie Mae. Fannie Mae is a privately owned
Corporation with a federal charter. -We are-dedicated exclusively
to supporting residential finance--both single-family and
multifamily. We do this by purchasing loans from lenders in what
is known as the secondary mortgage market, and by issuing
securities that_are backed by residential mortgages.

Fannie Mae is the nation's largest portfolio investor in
mortgages, with $93.5 billion of mortgages outstanding,at the end
of 1987. Fannie Mae also issues and, guarantees mortgage-backed
securities (MBS), with $139.9 billion outstanding at year end
1987. Together, Fannie Mae's portfolio,purchases and MBS finance
about one out of every eight mortgages in the United States.

We help make housing more affordable for all Americans,
particularly moderate-and middle- income families. In addition,
during the p6st year we have expanded our tr,.7.1tifamily financing
activities and increased our programs designed- to improve the
access of low-income families to affordable, decent
housing--through the low-income housing tax credit and in other
ways. We are proud of our record, but we recognize the need to do
more.

I appreciate the opportunity to discuss Fannie Mae's early
experience with the low-income housing tax credit and some of our
thoughts on the future prospects for the credit. Fannie Mae
strongly supports the credit, and I commend Chairman Rangel for
his leadership in creating the credit in 1986, and for undertaking
this timely review of the issue.

The credit--created in the 1986 tax reform legislationrepresents
an important innovation in housing assistance for lower-income
families. It provides a significant new financial incentive for
the construction, rehabilitation, and preservation of lower-income
rental housing. At the sane time, it shifts the focus of
decision-making about housing subsidies from the federal
government to state governments, acting in partnership with
localities, nonprofit organizations, and private corporations like
Fannie Mae. The tax credit is, and will continue to be, an
important tool in meeting the nation's low-income housing needs.

In areas with severe affordability problems, states, localities,
and corporations have increasingly recOgniied the housing problems
of low-and moderate-income families as an area of concern.
Additionally, corporations increasingly have been concerned about
housing the work force upon which they rely. As a result,
corporations have begun participating with state and local
governments in trying to develop solutions.

Ai a corporation dedicated exclusively to housing, Fannie Mae is
developing a range of programs which help to finance decent,
affordable shelter for low- and moderate-income families. Our use
of the low-income tax credit is one example of that effort. These
investments are especially fruitful because our participation and
experience can magnify the efforts of our partners and encourage
other corporations to participate in a similar manner.

My remarks today focus on three areas affecting the Subcoimittee's
review of the tax credit:

o First, how have the housing needs of low-income families in
the United States changed? And how hai housing policy
changed to accommodate these needs?

o Second, what has been the role of public-private partnerships
in meeting lower-income housing needs, and how has Fannie Mae
participated in this process, including use of the low-income
housing tax credit?

15
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o Third, what changes should be made in the tax credit? In
particular, how can the tax creait help to preserve existing
multifamily housing dedicated to low-income families?

W- 0 N N DS ANi H C ANGI G A 0 F D
HOUSING POLICY

The nation's lower-income households face severe problems in
finding affordable, decent housing. This has been widely
documented.

While progress has been made over the past several decades in
improving housing conditions, many Americans remain ill-housed, or
must pay significant proportions of their incomes for housing.
Between 1940 and 1570, the percentage of all households living in
units that were eitaer physically dilapidated or lacked complete
indoor plumbing facilities declined from almost 49 percent to just
over 7 percent. Nonetheless, according to the- Congressional
Budget Office (CBO), in 1983, nearly 10 million households were
living in dwelling units requiring rehabilitation, or were paying
more than 50 percent of their income for shelter.

The housing problems that remain are heavily concentrated among
lower- income households. As of 1983, 29 percent of all households
with incomes equal to or less than 80 percent of the area median
income were either living in physically inadequate housing, were
paying more than one-half their incomes for housing, or
experienced both conditions. Among households with incomes equal
to a: less than 50 percent of the local median, over 40 percent
suffered from these conditions. These circumstances are
unacceptable.

For these lower-income households, the supply of available and
affordable rental housing is shrinking, even the need for such
housing expands. This dilemma has accompai. 4 a significant
increase in the number of Americans living - the official
"poverty level" (as defined by the Census _ :eau for 1987,
$11,612 for a family of four), and a loss of real buying power.
Since 1980, the poverty population has climbed from 12 to almost
14 percent of the total, numbering about 35 million people in
1987. Between 1974-1983, the poorest 20 percent of American
households experienced a decline in real income of 4 percent. A
study by the National Association of Home Builders (NAHB) found
real structure rents (excluding utilities) increased by roughly 10
percent during this period.

These forces have combined to reduce dramatically the supply of
affordable housing for lower-income renters, and the gap is likely
to widen further. A 1987 study by the Neighborhood Reinvestment
Corporation projected a shortfall of 7.8 million affordable units
over the next 15 years, affecting 18.7 million Americans.
Although more households are receiving housing assistance today
than 10 years ago, the need remains acute and is likely to grow in
the future.

The Changing Nature of Federal Housing Policy

Federal policies to address the ration's housing needs have
evolved over a long period; they feature a combination of direct
spending programs, targeted tax provisions, and credit support.

Since the 1930s, federal policy has assisted homeowners by
combining the tax deduction for mortgage-interest payments, along
with federal mortgage insurance to allow households of modest
means to acquire low down-payment financing for home purchases.
Relatively few federal resources are directed toward spending
programs to reduce the cost of purchasing homes for low- and
moderate-income households.
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Rental assistance has taken a different form. Since the 1930s,
the federal government has provided various types of subsidies
either to reduce the cost of constructing or financing rental
housing projects that are set aside for occupancy by lower-income
tenants, or to pay a share of the rent for households living in
these apartments. For the past several decades, tax policy
supplemented direct spending programs with special provisions
designed to encourage the construction of new rental housing.

In recent years, the focus of rental assistance has changed
significantly. Beginning in the late 1970s, we saw a sharp and
accelerating reduction in the amount of direct federal assistance
provided each year to assist additional lower-income renters.
Also, the emphasis in federal assistance has shifted from
project-based subsidies to housing vouchers and similar forms of
aid which subsidize households living in dwellings of their own
choosing. While vouchers work when apartments are available, they
are much less effective in tight markets.

The Low-Income Housing Tv Credit as an Instrument of _Federal Tax
Policy

The 1986 Tax Reform Act ushered in an important new chapter in
federal housing assistance. The Act sharply curtailed benefits
designed to encourage development -of low-income rental housing,
such as,accelerated depreciation. This resulted in a substantial
reduction in investment in multifamily housing. We see the
numbers monthly when the Commerce Department reports housing
starts statistics. The one bright light for affordable rental
housing in the Act was the creation of tax credits for
corporations and some individuals who invest in low-income rental
housing. The tax credit gives states decision-making authority to
allocate credits. Also, it encourages government to join with
private corporations and nonprofit organizations in structuring
financing for individual projects.

PUBLIC- PRIVATE PARTNERSHIPS_IN HQUSING_AND FANNIE MAE'S EXPERIENCE
WITH THE LOW-INCOME HOUSING TAX CREDIT

The shift in federal policies from project-based subsidies to
individual assistance--in the face of persistent housing
needs--has resulted in an increasing reliance on housing
initiatives at the state and local level, and on partnerships
between the public and private sectors.

Some states and cities - Massachusetts and Philadelphia, for
example -- have set up "land banks" of abandoned properties for
future housing. Others are revising building codes and zoning
regulations that drive up housing costs. City-based,
public-private partnerships have sprung up across the country,
including Pittsburgh, New York, Chicago, San Francisco, Oakland,
and Boston. The Boston Housing Partnership--an alliance of city,
corporate and non-profit entities--has rehabilitated 700 units
since 1983 and is working on aL)ther 1,000 units. The Enterprise
Foundation and the Local Initiatives Support Corporation (LISC)
were established to provide seed money and technical assistance to
community nonprofit developers.

Fannie Mae is proud of the role it is playing in this emerging
process. In 1987, we created an Office of Low- and
Moderate - Income Housing to help focus and expand Fannie Mae's
efforts to increase housing opportunities for our nation's
neediest citizens. Last year alone, we invested more than $1.5
billion, and committed to invest additional amounts, that will
Help house nearly 35,000 low-and moderate-income families. We
have provided each member of the Subcommittee with a copy of a
report describing our low- moderate-income housing initiatives in
more detail.

19 7
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Our special efforts take several forms. For example, we are
expanding aggressively our community lending programs, in which we
provide primary mortgage financing, associated with subsidized
secondary financing provided by a state, city or nonprofit
organization. Another initiative is our co-sponsorship of a
number of feasibility studies of employer-sponsored affordable
housing efforts. Typically, these programs involve joint efforts
with local governments, major universities, or major employers in
an area to provide solutions to severe housing supply and
affordability problems.

We also have worked with state and local housing finance agencies
to reduce the cost of mortgages financed with tax-exempt bonds.
This has included purchasing tax-exempt mortgage revenue bonds,
which reduces the agencies' issuing costs, thus allowing them to
pass along savings to first-time home buyers. The authority for
such bond issuances, which is due to sunset,at the end of 1988,
serves an extremely valuable purpose for first time home buyers.
We strongly encourage the Subcommittee and the full Congress to
extend mortgage revenue bonds.

Fannie Mae's direct bond purchases have maximized the benefits of
these bond to low- and moderate. income home buyers. Enactment of
a more limited "de minimis" rule would effectively preclude Fannie
Mae froni using its remaining authority to provide this type of
support for first-time home buyers. I realize we may be
discussing this more in the next several months, but I want to
tell you today how valuable for America's :tome buyers it is for
corporations like Fannie Mae to be able to purchase directly
tax-exempt state and local housing agency financing bonds.

Fannie Mae's Experience With the Low-Income Housing Tax Credit

The low-income housing tax credit has been central in our housing
affordability efforts. Fannie Mae is committed to demonstrating
the value of the low-income housing tax credit program and to
encouraging other corporations to make use of it. In 1987 alone,
we committed to invest more than $40 million in housing that will
qualify for tax credits, and we expect that figure to grow
substantially during this year.

The investments we made last year reflect the range of housing
circumstances to which the credit can be applied. Our first
tax-credit investment involves the renovation c.,x an inner-city
YMCA in .Pittsburgh which is supporting 270 units of
single-room-occupancy dwellings as transitional housing for the
homeless. This project enjoys local government support and
financial assistance from a number of nonprofit foundations.

We also committed to invest $28 million in New York City to help
finance the rehabilitation of up to 1,000 units of abandoned
housing in target neighborhoods. Fannie Mae works with the
Enterprise Foundation, which is assisting New York's community
groups to identify appropriate structures and helping them
structure the transactions. The city of New York is making
available city-owned properties at nominal cost, and both the city
and the state are providing mcrtgage financing on concessionary
terms. We already have identified two projects for financing,
and we are anxious to finance others.

We announced recently anot! -- transaction in Montgomery County,
Maryland, participating in a limited partnership with that
county's Housing Opportunities Commission (HOC) and the investment
arm of the Potomac Electric Power Company (PEPCO). Montgomery
County is acquiring 32 single-family homes through an inclusionary
zoning program and is making them available as low- and
moderate-income rental units by using the tax credit.

190
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We also are working as limited partners in major low-income
housing developments that are sponsored by profit-motivateddevelopers in Baltimore and Cleveland. Our investments are
supporting 820 units of renovation in'Cleveland, and 78 units of
rehabilitation in Baltimore.

During this year, Fannie M.e is continuing to pursue aggressively
tax-credit investment opportunities. By the end of this year, we
are confident that our total commitment to tax-credit investments
will have more than doubled, and we will have investments in all
areas of the country.

CHANGES TO THE TAX CREDIT

The Chairman and CEO of Fannie Mae, David Maxwell, serves as theVice Chairman of the National Housing Task Force, under the
leadership of James Rouse, and with direction from Senators Alan
Cranston and Alfonso D'Amato. The Task Force soon will report its
recommendations which, I'm reasonably sure, will deal with the
low-income housing credit, among other issues. Although
improvements can be made, it is clear that the tax credit--barely
a year old--is already an important tool for helping low-income
families afford decent low-income rental housing: Our strong,
support for the credit reflects this basic belief and our positive
experience working with it.

In reviewing possible changes to the credit, we believe the firstpriority should be ensuring its availability on a permanentbasis. The credit can help solve the growing shortage of
affordable rental units for low- and moderate-income families onlyif structured to provide a steady stream of investment
opportunities. Because of start-up delays and uncertaintiesassociated with any new effort, as well as the substantial"learning curve" associated with corporate investment in
low-income housing, ending the program in 1989 Swill preclude any
significant addition to the lower-income housing stock.

We also fully support the concept of legislation such as
H. R. 3663 sponsored by Chairman Rangel and Representative Barney
Frank. That bill would provide additional tax incentives to
encourage, the preservation of existing federally- or
state-assisted rental housing for low-income use. Fannie Mae has
participated in task forces and other efforts to address thepossible loss of hdusing stock through prepayments of these
mortgages. Prepayment of these loans, with the potential loss of
such housing for its intended beneficiaries, is a very serious,
immediate housing problem. If supplementing the tax credit can
help preserve this housing for lower-income families, we should
jump at the opportunity.

We believe that using the credit to encourage preservation of
low-income housing must be accompanied by an increase in credit
authority to the states. Without additional funding for thecredit, H. R. 3663 would have the unintended effect of
substituting preservation of existing subsidized housing stock for
the many new housing initiatives which are currently using the
credit and adding new low-income units to the stock, when both are
sorely needed. Given the tremendous pressures on our supply of
low-income housing, it is critical to encourage both preservationand new construction.

1 '3
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CONCLUSIQH

Fannie Mae's experience with the low-income housing tax credit has

proven that this vehicle offers a potentially powerful tool to
help low-income families afford decent rental housing.

The tax credit is particularly important because it represents a

unique means to channel the profit motive into helping our

neediest families. In that way, it links the most fortunate in
our nation with the least fortunate.

Fannie Mae believes that our ability to use the tax credit
effectively will encourage oth-c companies to join in the effort
to improve housing resources for lower-income families and to
leverage private resources. Providing permanent status for the
credit and suppfementing it with incentives such as those included

in H. R. 3663 and added credit allocations to the states, can help
make substantial inroads toward solving the problem of a shrinking

supply of this housing. We should not settle for cnything less.

Thank you, Mr. Chairman. I am happy to answer any questions that
you or other members of the Subcommittee may have.
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Chairman RANGEL. Could any ofyou tell us what kind of a rate
of return you promise or the corporate structure is demanding in
these areas?

Mr. Dale.
Mr. DALE. I can't give you a precise number.
Chairman RANGEL. Roughly.
Mr. DALE. In round numbers it's probably 15 percent, but it

varies very substantially from transaction to transaction, based
upon the risks and the rewards and the potential---=-

Chairman RANGEL. Let me say this. I want to thank yotufor your
past contributions to the Joint Committee and the flOuse Ways and
Means Committee and Senate Finance Committee, as well as for
your testimony today. You know -that we rapidly put together this
as an emergency measure when the reform was wiping out the pas-
sive losses. We didn't know then, nor do we know now, exactly-
which is the best route to goand it is true that time has run out
on us, one-third of the package is goneand I am going to try my
darndest to get it extended.

But de you peopleI know some of you work with Senator
-D'Amatodo you know each other and do you meet at different
meetings? I mean, you didn't meet for the first time today, did you?

Mr. Ross.,Some of us did.
Chairman RANGEL. Because what I am suggesting is this, that I

hope that we can set up .a team, starting with you four, to meet at
some later date. Because we don't have legislation on the floor,
many of the Members returned to their home d5stricts and wedidn't get the turnout that I would have hoped we would have
gotten from the subcommittee. Dan Rostenkowski provided the
leadership in making certain that we got something. Now comes
the question, as we try to improve it, Members have to understand
that it is working, it can work better, and that we should be able to
have some continuity or something that investors can depend on.In addition to that, I think we in the CongressI saw the prestigi-
ous list -that someone had, I guess it's Mr. Ditton, of the corpora-
tions that had some sense of community responsibilitythere's no
question in my mind that we can establish some gad will, those of
us in the Congress, by encouraging them to get involved, especially
before the next tax bill.

But I hope that I can get some kind of commitment that you will
try to get together at a definite meeting to meet with Members of
the subcommittee, if not the full committeeand I will ask Jon
Sheiner to meet with you. I have to run now. But I want to thank
you for what you've done, and also look forward to working with
you individually, and the outfits. I have many, many more ques-
tions, but I have to meet with the Speaker on some of these issues
that we are trying to get in a package, and so thanks again. And
the committee stands adjourned.

[The hearing was adjourned at 2:28 p.m.)
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PRESERVING THE STOCK OF LOW-INCOME
HOUSING

THURSDAY, MARCH 3, 1988

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,

SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:20 a.m., in room
1100, Longworth House Office Building, Hon. William J. Coyne pre-
siding.

Mr. COYNE. I would like to begin the hearing by reading the
opening statement of Chairman Rangel.

Today, the Subcommittee on Select Revenue Measures of the
Committee on Ways and Means will continue with its second day of
public heaiings on the role of tax policy in the development and
preservation of low and - moderate income housing.

Yesterday, we took testimony on the low-income housing credit
created by the Tax Reform Act of 1986. Today, we will take testi-
mony on the role of tax policy in preserving the stock of low .and
'oderate income multifamily housing.

Earlier in this Congrees, Congressman, Barney Frank, who will
testify here later today, and Chairman Rangel, introduced H.R.
3663. This legislation is designed to encourage the preservation of
existing federally and State-aided multifamily housing for low and
moderate income families.

Our concern is that the owners of low and moderate income
housing developments will exercise provisions of their mortgages,
allowing them to prepay their debt and relieve themselves of the
restrictions requiring them to rent to low and moderate income
tenants.

As these mortgage provisions begin to become effective the
nation could begin to lose a significant volume of apartments for
low and moderate income tenants.

With the decline in Government support for low and moderate
income housing, the results could be very devastating.

The General Accounting Office has estimated a loss of between
240,000 and 890,000 units of low and moderate income federally
supported housing by 1995, if owners continue to prepay their
mortgages.

The problem extends to the States. In New York, the home State
of the chairman, and in other States, there are housing assistance
programs with similar mortgage provisions.

(195)
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The most notable ,program in New York is the Mitchell-Lama
program. While Gov. Mario Cuomo has acted to stem the tide of
Mitchell-Lima conversions and to preserve the affordable housing
for modeiite income families, the State needs help from Washing-
ton to provide reasonable incentives for landlords to encourage
them to maintain their projects for the groups they were originally
intended to assist.

We are also concerned about the preservation of cooperative
housing for low and moderate income families. Like their rental
counterparts, many Government-assisted housing co-ops can prepay
their mortgage and convert their project to a market-rate develop-
ment.

While conversion might result in windfall profits for the current
cooperators, it would mean that the units would no longer be avail=
able to low and moderate' income families.

The subcommittee recognizes that the recently enacted Housing
and Community Development Act of 1987 addresses the problem of
prepaynients for certain Federal housing programs.

Congress expressed in the legislation its concern over the poten-
tial loss of low income houzing units and the grave harm that the
loss would create.

The legislation recognizes that the adequate supply of low
income housing has depended upon and will continue to depend
upon a strong long-term partnership between the public and pri-
vate sectors that accommodates a fair rate of return on investment.

It further recognizes that the reductions in the Federal housing
budget and in tax benefits previiusly associated with low income
housing have increased the incentives for the private sector to
withdraw from the production of low income housing.

Therefore, Congress declared that efforts to preserve this housing
for low income tenants must be tailored to the unique financial
and market conditions of individual projects.

The purpose of this day's hearing is to see what Congress can do
with tax provisions affecting housing to help complement the Hous-
ing Act provisions and to tailor additional opportunities for encour-
aging the preservation of low and moderate income housing.

We will also consider the problems facing low and moderate
income cooperative housing. The subcommittee expects to learn
what incentives might be available to encourage cooperators to con-
tinue operating their co-op for the benefit of low and moderate
income families.

The subcommittee expects the witnesses before it today will
share with it the depth of the conversation problem facing us today
and the solutions they may have for meeting the crisis.

I am told that Mr. Frank will be here about 11 or 11:30, and so
we will begin withBarbara Kennelly has a statement.

Mrs. KENNELLY. Mr. Chairman, unfortunately, I was tied up in
the Intelligence Committee most of yesterday and could not be
here to listen to testimony. However, I do have copies of that testi-
mony and will be reading it over the weekend.

I do want to express my concerns about the functioning, or lack
thereof, of the low-income-tax credit.

We have a 4-percent vacancy rate in Hartford, Conn., my dis-
aket, which also happens to be the fourth-poorest city in America.

4ntvel00
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Everyone is being squeezed, and, naturally, the poor and the near-
poor are squeezed the hardest.

I understand and.:know so well that no one Ilea done more for
low-income housing in Congress than the chairman of this subcom-
mittee, and I commend Mr. Rangel for having these hearings and I
commend him for his leadership.

But we all know the low-income tax credit has a number of
strikeaagainst it especially that it is so new that considerable time
and effort has been spent by the housing community in trying to
understand and improve it. I think these hearings, therefore, are
very necessary right now, so we can determine if in fact this tax
credit can-work, and if in fact it cannot work, what we can do,
down the line.

But I am most interested because I have been a proponent of the
historic tax credit well before I went on the Hartford City Council,
let alone came to Congress.

We have situations within my own area where projects stopped
because of what happened in the tax reform bill of 1986.

So, Mr. Chairman, I am glad we are having these hearings be-
cause I feel that this is a question that we cannot let simmer too
long, or there will be few historic rehabilitation projects going on.
There will be few low-income housing going on, which is more im-
portant. I have to give you the caveat that no historic rehabilita-
tion hurts housing since it has been used so well in relation to
housing for the low-income people. So I think there is a dual pur-
pose here in these hearings, but most important, obviously, is low-
income housing. I salute the chairman, Mr. Rangel, for having
these hearings,, and thank you for chairing them today.

Mr. COYNE. Thank you, Mrs. Kennelly.
We will begin with the first witness, Thomas Demery, Assistant

Secretary for Housing.

STATEMENT OF HON. THOMAS T. DEMERY, ASSISTANT SECRE-
TARY FOR HOUSING, FEDERAL HOUSING COMMISSIONER, U.S.
DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

Mr. DEMEI1Y. Thank you very much.
I am pleased to be here today to share with you some thoughts

on techniques relating to the preservation of low-income stock.
I can .see by the panel around me, and those who will follow, that

you will hear from a wide range of experts in this field.
As FHA Commissions:, my job brings me to face, almost on

a daily basis, with the issues of mortgage prepayments and poten-
tial loss to the inventory due to expiring section 8 contracts.

When considering the vat!ous aspects connected with these sub-
jects, I believe it is important to seek a balanced and informed
point of view. No one sector, be it an agency, tenant group, State or
local body of Government, syndicator, developer, has all the an-
swers.

Each can contribute a valid viewpvint which needs to be consid-
ered when developing the composite solution. At HOD, the agency
most immediately immersed in the daily fallout from prepayments,
we have worked very hard to develop a sound public national
policy that is broad and flexible enough to be consistently applied,
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while, at the same time, sensitive to ,necial needs of a specific situ-
ation.

The cornerstone of this policy is a ftinctioning partnership be-
tiveen all of ,,he previously mentioned sectors working together to
solve a common problem.

Tools such as rent increases, vouchers, certificates, moderate
rehab, section 8, secondary financing, tax abatement, tax credits,
and nonprofit transfers are all possible responses to be considered.

A more detailed exphmation is contained in my written testimo-
ny. It is my view that public policy should continue to be flexible so
we can tailor solutions instead of finding the Closest thing on the
rack which appears torit, and theibeing:ituck with it.

Proper information for probleth definition is the second key ele-
ment. Prepayment and; preservation are emotional issues, and the,
actual number of units at real risk is nowhere near as high as to
conclude that we are on the verge of a huge crisis.

I have heard it mentioned in the past that the potential to dis-
place up to 1.8 million low-income Americans is looming right
around the corner, and while there is a composite number of 1.8
million -units receiving subsidy today, that does not necessarily
mean all the tenants affected by that subsidy will in fact be dis-
p.._ced.

My approach- to problem-solving is to reduce concerns that are
not founded in fact, to enlist all affected parties to contribute to
the solution, and to use creatively the tools and resources available
to achieve-the greatest benefit or result.

I think a good example of this is the 600,000 units of section
221(dX3) and 236 units considered at risk of loss because of expiring
use restrictions.

A chiSer examination of that 600,000 unit number reverie that
241,000 Of those units are legally ineligible to prepay prior to the
term of their mortgage without HUD approval.

An additional 200,000 units, because of local market conditions,
are unlikely to_prepay due to reasons of project feasibility.

In other words, nearly 75 percent of the 600,000 units potentially
at risk of loss are in fact reasonably secure as a low-income re-
source for the 40-year term of the mortgage.

For those mortgages which have prepaid, the issue of potential
tenant displacement has been successfully resolved, on .a case by
case basis through the use of vouchers, certificates and community
assistance.

I have submitted in my written testimony rather lengthy and de-
tailed explanations of the various programs that I just referenced,
as well as some statistics. I want to give the panel and the subcom-
mittee sufficient time to ask any questions or raise any issues they
may have, so I would like to terminate my summary remarks, and
turn to any questions.

[The statement of Mr. Demery follows:]

2"110
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STATEMENT OF THOMAS T. DE.MERY, ASSISTANT SECRETARY FOR
HOUSING, FEDERAL HOUSING COMMISSIONER, U.S. DEPARTMENT
OF HOUSING AND URDAN DEVELOPMENT

0000 MORNING. I AM PLEASED TO BE HERE TD SHARE WITH THIS COMMITTEE

THE DEPARTMENT'S THOUOITS ON THE HOUSING PRESERVATION PROBLEM FACING

THE COUNTRY NOW AND INTO THE NEXT DECADE.

I WOULD LIKE TO PRESENT MY TESTIMONY IN THREE PARTS. FIRST, I WILL

PROVIDE A BRIEF DESCRIPTION OF THE CURRENT LOW INCOME HOUSING PORTFOLIO

AND THE PROGRAMS UNDER %HIGH THAT HOUSING WAS CREATED. SECOND, I WILL

DISCUSS HOW SOME OF-THOSE UNITS COULD BE REMOVED FROM THE PORTFOLIO AND

CONVERTED TO USES OTHER THAN LOW INCOME HOUSING. FINALLY. I WILL IDENTIFY

SOME TOOLS THAT COULD POSSIBLY REDUCE'THE POTENTIAL LOSS OF'UNITS FROM

THE LOW INCOME HOUSING STOCK.

THE CURRENT STOCK

THE ATTACHMENTS TO MY STATEMENT DESCRIBE THE CURRENT STOCK OF ASSISTED

HOUSING. %4IILE THIS PORTFOLID TOTALS ABOUT 4.3 MILLION UNITS, THE PRESERVATION

ISSUES WE ARE ADDRESSING TODAY RELATE PRIMARILY TO THE APPROXIMATE 1.5 MILLION

UNITS IN ITEMS 1 THROUCII 4 OF THE FIRST ATTACHMENT. THESE UNITS WERE BUILT IN

THE SIXTIES AND SEVENTIES, FINANCED WITH PRIVATE CAPITAL AND ASSISTED THROUGH

TWO FORMS OF DIRECT FEDERAL SUBSIDIES: INTEREST REDUCTION PAYMENTS AND TENANT'

BASED SUBSIDIES. APPROXIMATELY TWO-THIRDS OF THESE UNITS WERE ALSO DEVELOPED

WITH FHA MORTGAGE INSURANCE.

PLEASE LET ME GIVE YOU A BRIEF DESCRIPTION OF HOW THESE PROGRAMS OPERATE.

I THINK SUCH A DESCRIPTION WILL HELP YOU TO UNDERSTAND THE PRESERVATION PROBLEMS

WE ARE FACING TODAY AND TO EVALUATE OPTIONS FOR ADDRESSING THOSE PROBLEMS.

O INTEREST REDUCTION PAYMENTS ARE PAID TD M3RTGAGEES ON BEHALF OF

SECTION 236 AND EMIR PROJECTS. IN THE EMIR PROGRAM, THE SUBSIDY

WAS PROVIDED AS A ONE-TIME BUYDOWN THAT GAVE THE PROJECT A 40-YEAR

MORTGAGE AT 3%. IN THE SECTION 236 PROGRAM. THE INTEREST SUBSIDY

IS PAID MONTHLY OVER THE LIFE OF THE MORTGAGE. HUD PAYS THE

MORTGAGEE THE DIFFERENCE BETWEEN DEBT SERVICE DUE AT THE MARKET

RATE IN EFFECT WHEN THE M3RTGAGE WAS MADE (GENERALLY BETWEEN 6 AND

9 PERCENT) AND THE DEBT SERVICE THAT WOULD BE REOUIRED AT IL

THESE INTEREST REDUCTION SUBSIDIES ENABLE PROJECT OWNERS

TO CHARGE LOWER RENTS AND STILL COVER REASONABLE COSTS OF

OPERATING THESE PROJECTS.

7C1 THLSE SUBSIE1C5, PROJECT uwNERC - --

RESTRICTED AS TO RATES OF RETURN AND USE OF THE UNITS. MORE

SPECIFICALLY, OWNERS AGREED TO HOUSE LOW AND MODERATE INCOmE

FAMILIES, TO CHARGE THOSE FAmILIES ONLY Ti'E SUBSIDIZED RENTS

HE FORMULAS DETERMINED AND TO PAY THEMSELVES ONLY A LIMITED

RETURN - I.E, ANNUALLY, NO MORE THAN 6t or THEIR ORIGINAL EQUITY.

(NONPROFIT OWNERS, OF COURSE, RECEIVE NO DISTRIBUTIONS.)
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THE CONTRACTUAL DOCUMENTS ON THESE PROJECTS PROVIDE THAT

THESE RENTS AND USE RESTRICTION GENERALLY WILL APPLY AS LONG

AS THE MORTGAGE REMAINS IN PLACE. HOWEVER. THESE DOCUMENTS

ALSO PROVIDE THAT SOME OWNERS MAY PREPAY THESE MORTGAGES WITHOUT

11.11D APPROVAL AFTER 20 YEARS. THIS PREPAYMENT RIGHT IS GENERALLY

AVAILABLE TO LIMITED DIVIDE'S OWNERS WHO DO NOT RECEIVE RENT

SUPPLEMENT ASSISTANCE AMMO HAVE NOT OTHERWISE &TREED TO GIVE

UP OR MODIFY THIS RIGHT (E.G., IN RETURN FOR A WORKOUT).

ISNPROFIT OWNERS AND LIMITED DISTRIBUTION OWNERS 1.10 RECEIVE

RENT SUPPLEMENT ASSISTANCE WM-PREPAY. THESE OWNERS ARE

.LOCICED111. TO THE RENT AND USE RESTRICTIONS FOR THE 40"1EAR

TERM OF THEIR MORTGAGES.

0 TENANT-BASED SUBSIDIES ARE MADE IN THE RENT SUPPLEMENT, RENTAL

ASSISTANCE (RAP) AND SECTION 8 PROGRAMS. THESE SUBSIDIES GENERALLY

EQUAL THE DIFFERENCE BETWEEN THE MUD -ESTABLISHED RENT FOR THE

UNIT AND APPROXIMATELY 30 PERCENT OF THE FAMILY INCOME. THESE
SUBSIDIES CAN BE USED ALONE OR 'PIGGYBACKED. ON TOP OF THE INTEREST

REDUCTION SUBSIDIES I JUST DESCRIBED. PROJECTS DEVELOPED UNDER THE

221(D)(3) RENT SUPPLEMENT PROGRAM AND THE 221(D)(4) SECTION 8
PROGRAM RECEIVE ONLY THE TENANT-BASED SUBSIDY. SECTION 236 AND BMIR,
PROJECTS MAY RECFIVE BOTH INTEREST REDUCTION AND TENANT-BASED
SUBSIDIES; APPROXIMATELY 50% OF THE WOO-INSURED AND HUOHELD BMIR

AND 236 UNITS BENEFIT FROM BOTH FORMS OF SUBSIDY. TENANT-BASED

SUBSIDIES WERE MADE AVAILABLE TO BMIR AND 236 PROJECTS AT WHICH

LOW INCOME FAMILIES COULD NOT AFFORD EVEN THE REDUCED RENTS THAT

RESULTED FROM THE INTEREST REDUCTION SUBSIDIES.

IN ACCEPTING TENANT-BASED SUBSIDIES, OWNERS AGREED TO LET

HUD LIMIT RENTS TO THOSE NECESSARY TO COVER REASONABLE

`OPERATING COSTS OR THOSE DICTATED BY HUD's MARKET RENT
STUDIES. OWNERS AGREED TO SO DO FOR THE TEN, OF THE

SUBSIDY CONTRACT. CONTRACT TERMS VARY BY THE TYPE OF

SUBSIDY. RENT SUPPLEMENT CONTRACTS HAVE 40-YEAR TERMS.

RAP CONTRACTS CONTINUE FOR THE LIFE OF THE 236 MORTGAGE.

SECTION 8 CONTRACTS WERE WRITTEN FOR 5, 15 OR 20 YEAR TERMS

BUT OWNERS OF THE I5-YEAR CONTRACTS GENERALLY HAVE THE RIGHT

TO OPT OUT AT THE END OF EACH FIVE-YEAR INCREMENT.

WHILE ALL FORMS OF TENANT 'BASED SUBSIDY STILL EXIST, RENT

SUPPLEMENT AND RAP ASSISTANCE IS CONCENTRATED PRIMAR!'"
lh ..m.aCED, R611-INSUREZ 7-AOJECI. AT HUD

INSURED AND WJDHELD PROJECTS, THE TENANT-BASED SUBSIDY
IS NCW PRIMARILY SECTION O. $NILE RENT SUPPLEMENT AND

RAD WERE PREVIOUSLY USED IN INSURED AND AHD 000HELD

PROJECTS, IN THE EARLY EIGHTIES WE REPLACED THOSE FORMS

OF TENANT-BASED SUBSIDY WITH SECTION 8.

,
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THIS ASSISTED INVENTOR: 1S -OWNED BY BOTH NOT - FOR-PROFIT AND PROFIT-

MOTIVATED OWNERS. THE PROFIT-MOTIVATED OWNERS ARE PRIMARILY LIMITED

PARTNERSHIPS. OBVIOUSLY, SOCIAL CONCERNS MOTIVATED THE NOT-FOR-PROFITS TO

PARTICIPATE. IN CONTRAST. PROFIMOTIYATED OWNERS WERE ATTRACTED PRIMARILY

BY THE SIZEABLE1TAX BENEFITS ASSOCIATED WITH OWNING LOWINCOME HOUSING.

THESE TAX BENEFITS MOWED MR24 SEVERAL PRWISIONS OF THE TAX LAW BUT THE

MOST IMPORTANT ENDUCEMENT WAS THE ABILITY TO DEPRECIATE A PROJECT MORE

RAPIDLY THAN OTHER RIX ESTATE COULD BE DEPRECIATED. AND TO USE THE INCREASED

DEPRECIATION TO REDUCE TAXES ON BOTH INCOME FROM THAT PROJECT AND INCOME FROM

OTHER SOURCES.

THE POTFRTIAL FOR LOSS

OUR ANALYSIS INDICATES THAT MOST OF CURRENTLY ASSISTED UNITS WILL CONTINUE

TO HOUSE LOW AND MODERATE-INCOME FAMILIES FOR THE TEEM OF THEIR MORTGAGES OR

SUBSIDY CONTRACTS, AND EVEN BEYOND. HOWEVER, OUR ANALYSIS ALSO INDICATES THAT

SOME OF THESE UNITS WILL BE REMOVED FROM THE LOW INCOME HOUSING STOCK IF

ADDITIONAL FINANCIAL INCENTIVES ARE NOT MADE AVAILABLE. WHILE WE BELIEVE

SOME ANALYSTS HAVE GREATLY EXAGGERATED THE SIZE OF THE POTENTIAL LOSS, WE DO

RECOGNIZE THAT LOSSES ARE POSSIBLE AND, 'N SOME CASES. EVEN INEVITABLE.

I HAVE ALREADY GIVEN THE REUSING SUBCOMMITTEE DATA ON OUR ESTIMATE OF THE

SIZE Of THE PROBLEM AND I HAVE ATTACHED SOME OF THAT DATA TO THIS STATEMENT.

TODAY, I WORLD LIKE TO DESCRIBE THE WAYS IN WHICH UNITS COULD BE REMOVED FROM

THE LOW INCOME HOUSING STOCK. THERE ARE THREE WAYS SUCH LOSES COULD OCCUR.

FIRST. UNITS WILL BE LOST IF OWNERS EXERCISE THEIR CONTRACTUAL RIGHT TO

PREPAY THEIR MORTGAGES AND CONVERT THEIR PROJECTS TO MORE PROFITABLE USES.

OWNERS WILL PREPAY WHEN THE PROJECTS' HOUSING MARKETS AND PHYSICAL CONDITIONS

WOULD FERMIT RENTS AND/OR SALES PRICES THAT WOULD PRODUCE A SUBSTANTIALLY

HIGHER NET RETURN THAN OWNERS COULD DERIVE FROM OPERATING THE UNITS AS RENTALS

FOR LOW AND MODERATE INCOME FAMILIES.

0 WHILE THE 1987 HOUSING ACT SIGNIFICANTLY RESTRICTS OWNERS' ABILITY TO

EXERCISE THEIR CONTRACTUAL RIGHT TO PREPAY AND WILL MAKE IT DIFFICULT

FOR OWNERS TO PREPAY DURING THE NEXT 2 YEARS, THE ACT DOES NOT ELIMINATE

THE POTENTIAL FOR PREPAYMENT. SOME OWNERS MAY BE ABLE TO MEET THE

ACT'S PREREQUISITES FOR PREPAYMENT AND OTHER OWNERS WILL MERELY DELAY

PREPAYMENT UNTIL THE '87 ACT'S RESTRICTIONS SUNSET IN FEBRUARY 1990.

0 OUR STUDIES SHOW THAT, BY 1995 AT MOST 1,361 PROJECTS WITH 154.000

UNITS MAY CHOOSE TO PREPAY. THESE PROJECTS ACCOUNT FOR 25Z OF "-

236/9IIIR PORTFOLIO AND 3.67. OF THE 11.2 MILLION UNITS OF HUD-ASSISTELY

RENTAL HOISIN3 NOW AVAILABLE.

-- NE ESTIMATE THAT ABOUT 739 OF THESE PROJECTS WOULD DECLINE ANY

INCENTIVES CURRENTLY AVAILABLE AND WOLLD DEFINITELY coavErT THE

PROJECT TO HIGHER INCCME USE.

OM THE BRIGHTER SIDE, WE BELIEVE AN APPROPRIATE MIX OF INCENTIVES

COULD PERSUADE OWNERS OF THE REMAINING 622 PROJECTS TO CONTINUE

TO HOUSE LOW AND MODERATE INCOME FAMILIES.



202

0 i BELIEVE IT IS IMPORTANT r0 NOTE THAT A PREPAYMENT WILL NOT ALWAYS

RESULT IN A LOWINCOME FAMILY LOSING SUBSIDY. SOME UNITS IN SOME

PREPAYING PROJECTS WILL BE COVERED BY SECTION 8 CONTRACTS THAT WILL

CONTINUE BEYOND THE PREPAYMENT. THE AFFORDABILITY OF OTHER UNITS

CAN BE PRESERVED THROUGH VOUCHERS, AND HAVE BUDGETED TO GIVE

VOUCHERS TO ALL ELIGIBLE FAMILIES ADVERSELY AFFECTED BY PREPAYMENTS.

THE SECOND WAY THE LOW AND MODERATE INCOME STOCK COW) BE REDUCED IS
THROUGH PHYSICAL DETERIORATION. WHILE TdE GREAT MAJORITY OF THIS STOCK IS

WELL-MAINTAINED, A SMALL PERCENTAGE OF THESE UNITS NOW NEED REPAIRS AND

REPLACEMENTS OF MAJOR COMPONENTS, AND THE PROJECTS' CASH FLOWS AND RESERVE

ACCOUNTS ARE NOT ADEQUATE-TO MEET THESE NEEDS. IN THE PAST, SOME OF THESE

NEEDS WERE MET THROUGH OUR FLEXIBLE SUBSIDY PROGRAM. OWNER CONTRIBUTIONS

AND RESYNDICATION PROCEEDS.

O WHILE THE TAX REFORM ACT ESTABLISHES A LOW INCOME TAX CREDIT.

IT ALSO REDUCED THE INCENTIVE FOROWNERS=TO CONTRIBUTE FUNDS AND
THE MARKET FOR RESALE AND SYNDICATION CF THESE PROJECTS. THE ACT'S

RESTRICTIONS ON USE OF PASSIVE LOSSES. ITS REQUIREMENT FOR 27.5 YEAR

STRAIGHT -LINE-CEPRECIATION. AID ITS ALTERNATIVE MINIMUM INCOME TAX

ELIMINATE THE-TAX ADVANTAGES PREVIOUSLY ASSOCIATED WITH OWNING LOW

'INCOME HOUSING.

O WHILE WE WILL CONTINUE TO MAKE FLEXIBLE SUBSIDY AVAILABLE FOR

REPAIRS AND FOR REPLACEMENT OF CAPITAL ITEMS, FLEXIBLE SUBSIDY

FUNDS ARE LIMITED BY BUDGET CONSIDERATIONS.

THE THIRD WAY UNITS MAY BE LOST IS THROUGH TERMINATION OF SECTION 8

CONTRACTS. CONTRACTS TERMINATE EITHER BECAUSE THEIR 5, 15 OR 20 YEAR TEAMS

EXPIRE OR BECAUSE AN OWNER EXERCISES HIS/HER CONTRACTUAL RIGHT TO 'OPT-OUT'

AT THE END OF AN INCREMENTAL FIVE-YEAR TERM. THE BULK OF THESE CONTRACTS WILL

TERMINATE IN THE MID -1993's.. SOME ANALYSTS BELIEVE THAT THESE CONTRACT

TERMINATIONS WILL CREATE MASSIVE AFFORDABILITY PROBLEMS. THAT SIMPLY IS

NOT THE CASE.

0 WHILE SOME STUDIES ASSUME THAT MANY OWNERS WILL OPT-OUT AT THE

EARLIEST' POSSIBLE DATE. RECENT EXPERIENCE INDICATES THAT WILL NOT
HAPPEN. OVER THE PAST THREE FISCAL YEARS, OWNERS OPTED OUT OF ONLY

ABOUT ONE PERCENT OF THE SECTION 8 UNITS THAT CAME UP FOR RENEWAL.

21) 9
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0 OF COURSE. WE WILL SEE SECTION 8 CONTRACTS EXPIRE OVER THE NEXT

DECADE. HOWEVER. THESE EXPIRATIONS WILL NOT NECESSARILY CREATE

AFFCGDABILITYPROBL2MS FOR LOU INCOME TENANTS. THE PV(SICAL

CONDITION AND LOCATION OF MANY OFTWESE WHITS WILL DICTATE THAT

THEY REMAIN AVAILABLE TO LOW INCOME USE. IT SIMPLY WOULD NOT BE

FEASIBLE OR COST EFFECTIVE TO CONVERT SOME OF THESE UNITS TO

HIGHER INCOME USES.

0 WE, HOWEVER. RECOGNIZE THAT SOME CONTRACT TERIINATONS WILL CAUSE

AFFORDABILITY PROBLEMS FOR LOW INCOME HOUSEHOLDS AND WE ARE

PREPARED TO ADDRESS THESE PROBLEMS. THE DEPARTMENTAL BUDGET

PROVIDES THAT ALL-ELIGIBLE TENANTS AFFECTED BY EXPIRING SECTION 8

CONTRACTS WILL RECEIVE HOUSING VOUCHERS. IN THIS WAY, NEEDY

FAMILIES WILL CONTINUE TO RECEIVE ASSISTANCE. .

THE POTENTIAL LOSSES I HAVE DESCRIBED ABOVE ARE JUST THAT-LOSSES THAT

COULD 2DIE(QNIxoccult IF ADDITIONAL TOOLS AND RESOURCES ARE NOT APPLIED.

I AND MOCT OTHERS BELIEVE THAT THESE POTENTIAL LOSSES COULD BE SIGNIFICANTLY

REDUCED WITHOUT UNDULY SLUT:ENING TENANTS AND WITHOUT ABBROGATING OWNERS'

CONTRACTUAL RIGHTS IF:

1) THE FEDERAL GOVERNMENT, STATE AND LOCAL GOVEMENTS AND

INDUSTRY GROUPS WORK TOGETHER TO DEVELOP COST EFFECTIVE TOOLS

AND INCENTIVES THAT CAN BE APPLIED FLEXIBLY ON A CASE-BY-CASE

BASIS.

AND

2) THE COSTS OF THOSE-TSQLS AND INCENTIVES ARE EQUITABLY DISTRIBUTED

BETWEEN ALL LEVELS OF GOVERMENT, PROJECT OWNERS AND TENANTS.

POSSIBLE WAYMIEDUCE_LOSS OF LOW Dr,o_L"umns

I WOULD NOW LIKE TO IDENTIFY SOME TOOLS THAT HUD AND/OR IMDUSTRY

REPRESENTATIVES BELIEVE COULD BE USED TO AVOID/MINIMIZE THE LOSSES ASSOCIATED

WITH PREPAYMENTS. HOWEVER, BEFORE DOING 50, 1 WANT TO STRESS THAT I AM NOT

PREPARED TO RECOMMEND ALL OF THESE TOOLS OR TO SUGGEST WHICH TOOLS SHOULD

BE USED IN PARTICULAR INSTANCES. MCA MORE ANALYSIS WILL BE NEEDED BEFORE

WE CAN ENDORSE SOME OF THESE TOOLS h.L Ir US NEED 70 CAREFULLY EXAMINE

THE PROS AND CONS AND THE COSTS ASSOCIATED WITH EACH TOOL AND DECIDE WHAT

IS THE MOST COST- EFFECTIVE WAY TO PROCEED.



FIRST, OWNERS MD ARE LIKELY TO PREPAY COULD BE PROVIDED WITH INCENTIVES

TO RETAIN UNITS AS LOW AND MODERATE IncomE STTALS To BE EFFECTIVE, THE

INCENTIVES NEED TO PROVIDE RETUINS COMPARABLE TO RETURNS THE OWNERS COULD

OBTAIN FRO( CONVERTING THE PROJECT TO OTHER USE.S INDUSTRY REPRESENTATIVES HAVE

SUGGESTED THAT WE CONSIDER THE TOOLS I'VE LISTED 3ELOW ALSO, THE HOUSING AND

COMMUNITY DEVELOPMENT ACT OF 1987 REQUIRES THAT WE CONSIDER SOME OF THESE TOOLS.

0 2ELEASING ALL/PART OF ANY RESIDUAL RECEIPTS THAT HAVE ACCUMULATED

AT THE PROJECT. RESIDUAL RECEIPTS EXIST IF THE PROJECT HAS, IN ANY

;TAR, GENERATED CASH IN EXCESS OF AMOUNTS NEEDED FOR EXPENSES AND

ALLOWABLE DISTRIBUTIONS. MHILE MANY 236 AND BMIR PROJECTS DO NOT

HAVE RESIDUAL RECEIPTS, THE PROJECTS LIKELY TO PREPAY ARE THE PROJECTS

MOST LIKELY TO HAVE SIZEABLE RESIDUAL RECEIPTS. UNDER CURRENT PRO-

CEDURES, OVWERS.WOOLD RECEIVE THESE FUNDS OILY WHEN THE 236,13NIR

MORTGAGE WAS PAID OFF: HENCE, EARLY RELEASE OF THESE FUNDS COLD

REMOVE ONE INCENTIVE TO PREPAY.

0 INCREASING THE ANNUAL CASH DISTRIBUTIONS THE OWNER IS ALLOWED TO

PAY FROM PROJECT INCOME. PRESENTLY, BMIN AND 236 OWNERS MAY PAS

OUT ONLY 6Z OF THEIR ORIGINAL EQUITY INVESTMENT AND THAT EQUITY

FIGURE IS CALCULATED AS THE DIFFERENCE BETWEEN THE PROJECT'S

ORIGINAL MORTGAGE AND ORIGINAL REPLACEMENT COST. IT'S BEEN

SUGGESTED THAT WE RECOMPUTE THE EQUITY BASE USING THE DIFFERENCE

REP- THE PROJECT'S CURRENT APPRAISED VALUE AND LURREAMORTGAGE

BALANCt DOING SO WOULD SIGNIFICANTLY INCREASE THE DISTRIBUTIONS.

FOR EXAMPLE, THE NATIONAL HOUSING PRESERVATION TASK FORCE

ESTIMATED THAT ON ONE EMIR PROJECT WHERE THE APPRAISED VALUE

HAS INCREASED FRCM $L6,500 TO S40,000/UNIT, THE ANNUAL ALLOWABLE

DISTRIBUTION WOULD INCREASE FROM $99 TO $1,680/UNIT CO COURSE,

THIS INCREASE WOULD BE FEASIBLE ONLY IF THE PROJECT'S CASH FLOW

CAN BE INCREASED TO GENERATE THE ADDITIONAL DISTRIBUTION OF

$131/moNTH

-- WHILE WE ARE DEFINITELY OPEN TO USING THIS INCENTIVE, WE MUST FIRST

DETERMINE WHO WILL ABSORB THE RELATED COSTS. WILL HUD ABSORB

ALL/PART OF THE COST BY INCREASING EXISTING SUBSIDIES? CAN TENANTS'

RENTS BE INCREASED? COULD STATE AND LOCAL GOI.VairemVo AuurENT

PROJECT'S CASH FLOW THROUGH TAX ABATEMENT OR OTHER TOOLS?
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MOST ANALYSTS BELIEVE THAT THE INCENTIVES I HAVE JUST DESCRIBED WILL

INDUCE SOME OWNERS TO .DETAIN OWNERSHIP AND TO CONTINUE TO RENT TO LOW AND

MODERATE INCOME FAMILIES. HOWEVER, WE ALL KNOW THE OTHER OWNERS WILL STILL

ELECT TO SELL THEIR PROJECTS. FORTUNATELY, A SALE NEED NOT ALWAYS REMOVE

UNITS FROM THE LOW-COST STOCK. WE COULD REDUCE THE UNIT LOSSES ASSOCIATED

WITH THESE SALES BY:

1) INCREASING THE NUMBER OF ENTITIES WHO ARE WILLING TO BUY THESE

PROPERTIES AND MAINTAIN THEIR LOW-INCOME USE.

AND

2) GIVING THE CURRENT OWNERS INCENTIVES TO SELL TO THESE ENTITIES.

WHILE THESE INCENTIVES WOULD NEED TO PROVIDE RETURNS CLOSE TO THE

RETURNS OWNERS COULD DERIVE FROM CONVERTING PROJECTS TO OTHER USES,

OWNERS WOULD PROBABLY ACCEPT SOMEWHAT LOWER RETURNS BECAUSE THEY

WOULD NOT NEED TO INCUR THE MARKETING AND IMPROVEMENT COSTS

ASSOCIATED WITH CONVERTING THE PROJECT TO A MARKET-RATE USE.

PLEASE LET ME BRIEFLY IDENTIFY SOME OF THE TOOLS THAT HAVE BEEN SUGGESTED

FOR CARRYING OUT THESE TWO TASKS.

0 LOW- TAX CREDITS COULD BE A MAJOR
TOOL FOR CARRYING OUT BOTH TASKS. BY ALLOCATING TM CREDITS TO

THESE PROJECTS, THE STATES COULD RESTORE SOME OF THE TAX ADVANTAGES

THAT WERE ELIMINATED BY THE TAX REFORI ACT'S CHANGES IN DEPRECIATION

AND PASSIVE LOSS RULES.

THE TAX CREDITS CAN ATTRACT PROFIT-MOTIVATED PURCHASERS WHO

WOULD OTHERWISE NOT CONSIDER PURCHASING LOW INCOME HOUSING.

THE CREDITS CAN ALSO ENABLE MORE NON-PROFIT GROUPS TO BUY

THESE PROJECTS. THE NON-PROFITS CAN FORM SYNDICATES TO USE

THE CREDITS. INVOLVEMENT OF NONPROFITS IS DESIRABLE AS

NON-PROFIT GROUPS GENERALLY WOULD RETAIN THE LOW AND MODERATE

INCOME USE of THE PROJECT FOR EVEN LONGER THAN THE 15 YEARS

REQUIRED BY THE TAX CREDIT RULES.

GIVEN THE POTENTIAL EFFECTIVENESS OF THE CREDIT, I AM VERY

PLEASED TO SEE THAT SOME STATES -- INCLUDING YOUR HOVE STATE,

MR. CHAIRMAN PLAN TO DEVELOP THEIR OWN TAX CREDIT PROGRAMS.

STAT.. CREDITS COULD OPERATE SEPARATELY FROM THE FEDERAL

CREDIT OR COULD BE ADDED TO THE FEDERAL CREDIT, WHEN THE FEDERAL

CREDIT WILL NOT PROVIDE A RETURN SUFFICIENT TO PRESERVE UNITS.

2 1 2

:
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0 IFF2iL a : # Kija# #

PREPAY AND TO USE THE LOAN PROCEEDS TO TAKE OUT ALL/PART OF THEIR

EQUITY, WITH EQUITY COMPUTED USING THE PROJECT'S CURRE4 APPRAISED

VALUE. MULE I HAVE PREVIOUSLY TESTIFIED THAT WE WILL SERIOUSLY

CONSIDER THIS TOOL AN" THE 1987 HOUSING ACT PROVIDES FOR SUCH LOANS,

BEFORE-APPLYING THIS TO WE MUST OVERCOME THE OBSTACLES ASSOCIATED

WITH IT. FOR ExAMPLE:

HOW WILL PROJECTS PAY THE ADDITIONAL DEBT SERVICE ASSOCIATED

WITH THESE LOANS? CAN RENTS BE INCREASED AND STILL BE AFFCRDABLE

TO Low AND MODERATE INCOME TENANTS?

WILL'HOLCERs OF THESE PROJECTS' MORTGAGES ACCEPT SECONDARY

FINANCING THAT IS SECURED BY THE PROJECT? NMILE THE '87 HOUSING

ACT PROVIDES THAT MORTGAGEES MAY NOT WITHHOLD APPROVAL DURING

THE NEXT 2 YEARS, WHAT HAPPENS BEYOND 1990?

o INCREASING RENTS OF EMIR AND 236'TFNANTs THAT NOW PAY LESS THAN 30%

OF THEIR INCOME FOR RENT. UNDER CURRENT LAWS AND PROCEDURES, THESE

PROJECTS' HIGHEST INCOME TEMNTS MAY PAY NO MORE THAN THE HCD-

AppROVED "MARKET' RENT. MIS RENT IS ALMOST ALWAYS LESS THAN 30%

OF THE FAMILY'S INCOME AND CAN BE AS LOW AS 15% OF A FAMILY'S INCOME.

WHILE ANY 236 OR BMIR PROJECT MAY HAVE TENANTS PAYING THESE LOW

PERCENTAGES OF INCOME, PROJECTS LIKELY TO PREPAY PROBABLY WILL

HAVE THE HIGHEST PERCENTAGES OF THESE TENANTS.

IF THESE TENANTS' RENTS WERE INCREASED TO 30a OF THEIR INCOMES,

ALL TENANTS WOULD PAY THE SANE PERCENTAGES OF INCOME AND THE

ADDITIONAL INCOME COULD BE USED TO OFFSET THE COSTS OF THE

EQUITY TAKE-OUT AND INCREASED DISTRIBUTIONS I JUST DESCRIBED.

0 ALLOWING OWNERS TO CONVERT PART OF A PROJECT TO MARKET RATE USE

WHILE RETAINING SOME OF THE UNITS FOR Lod AND MODERATE INCOME

RENTALS. WHILE SOME UNITS wouLD BE LOST, LOSING SOME UNITS IS

BETTER THAN LOOSING ALL OF THE PROJECT'S UNITS.

2 1 3
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0 STATE AGENCY- FOUNDATION OR CORPORATE GRANTS TO ASSIST HON-PPOLLTA

IN PURCHASING_THESE PROJECTS. THESE GRANT: WOULD ASSIST IN CLOSING

THE GAP BETWEEN THE SALES PRICES/RENTS OWNERS COULD GETTF THEY

CONVERTED THE PROJECT TO MARKET-RATE USES AND THE PRICES PURCHASERS

BUYING SUBJECT TO USE RESTRICTIONS WOULD PAY. SOME STATES ARE

ALREADY ASSISTING NONPROFITS TO MAKE SUCH PURCHASES, AND ORGANIZATIONS

SUCH ASTHE LOCAL INITIATIVES SUPPORT CORPORATION HAVE OBTAINED

GRANTS, LOANS AND CONTRIBUTIONS FROM CORPORATIONS AND FOUNDATIONS,

SINCE YOUR STAFF INDICATED THAT YOU WERE PRIMARILY INTERESTED IN

ADDRESSING INVENTORY LOSSES ASSOCIATED WITH PREPAYMENTS, I HAVE FOCUSED

MY COMMENTS ON WAYS OF REDUCING THOSE LOSSES. I, HOWEVER, 'HINK IT'S

IMPORTANT TO NOTE THAT UNDER PRESENT LAW MANY OF THE TOOLS I HAVE DISCUSSED

COULD ALSO BE USED TO ADDRESS LOSSES DUE TO PHYSICAL DETERIORATION. FOR

EXAMPLE:

0 TAX CREDIT ALLOCATIONS AND AN INCREASED ABILITY TO USE THOSE

CREDITS COULD GENERATE SIGNIFICANT PRIVATE CAPITAL FOR REPAIRS

AND CAPITAL REPLACEMENTS.

O REQUIRING HIGHER INCCME TENANTS TO PAY AT LEAST 30% OF THEIR

INCOME FOR RENT WOULD PROVIDE FUNDS TO COVER OPERATING LOSSES,

SECONDARY DEBT SERVICE AND REPAIRS -- WITHOUT UNDULY BURDENING

THE TENANTS.

WE, OF COURSE, WILL CONTINUE TO OFFER FLEXIBLE SUBSIDY AND SECTION 8

ASSISTANCE THAT IS AUTHORIZED AND AVAILABLE. WE EXPECT THAT THESE TOOLS WILL

BE USED IN CCMBINATICN WITH THE INNOVATIVE TOOLS STATES AND LOCAL GOVERNMENTS

ARE NOW DEVELOPING.

AS YOU CAN SEE, MR. CHAIRMAN, A LOT OF WORK LIES AHTAD WILE POSSIBLE

INCENTIVES AND TOOLS HAVE BEEN IDENTIFIED, WE NOW MUST MAKE SOME TOUGH

DECISIONS--IE, WHICH TOOLS ARE MOST EFFECTIVE? UNDER WHAT CIRCUMSTANCES

SHOULD EACH TOOL. BE USED? WHAT PRICE WILL WE PAY TO PRESERVE THESE UNITS?

AND HOW WILL THAT COST BE DISTRIBUTED BETWEEN THE FEDERAL GOVERNMENT, STATE

AND LOCAL GOVERNMENT, TENANTS ANT) OWNER? A LOT OF HARD WORK LIES AHEAD FOR

ALL OF US-

21 4_
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WITH RESPECT TO HR 3663, THE COIMITTEE WAS GIVEN THE ADMINISTRATION'S

POSITION BY DEPUTY ASSISTANT SECRETARY OF THE TREASURY C. EUGENE STEUERLE
ON MARCH 2, 1988. MY OWN VIEW ON 'ME LONG TERM UTILITY OF THE LOW INCOME
HOUSING TAX CREDIT IS THAT THE MARKET

PLACE WILL TELL US HOW WELL IT CAN
WORK, WE KNOW THAT THE FIRST YEAR WAS

RATHER SLOW, BUT THIS IS TRUE OF ALL
NEW TAX MEASURES. WE WILL CONTINUE TO MONITOR ITS USE DURING 1988. HOPEFULLY,
BY EARLY 1989 WE WILL BE IN A BETTER POSITION

TO MAKE SOUND JUDGMENTS ON

WHETHER ANY IMPROVEMENTS MAY BE NEEDED. BY
THAT TIME, WE WILL HAVE THE

EXPERIENCE OF THOSE WHO ARE USING THE CREDIT TO GUIDE US.

MR. °MIRIAM, THIS CONCLUDES /4' COMENTS. THANK YOU FOR THE OPPORTUNITY
TO DISCUSS THESE IMPORTANT HOUSING ISSUES. THE DEPARTMENT STANDS READY TO
WORK WITH CONGRESS AND THE INDUSTRY TASK

FORCES NOW STUDYING THESE PRESERVATION
PROBLEMS.

4 u
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Breakdown Of Graph Entitled
Total HUD Asgociated Residential Assisted Housing Units
Through 2187

1. Insured acid HUD Held 604,460
Section 236, 221(d)(3) EMIR
221(0X3) MR 'R/S LMSA
Projects

2. State Financed Section 236 Projects 117,627

3. Section 221(dX4) Section 8 298,214
Insured and HUD Held

4. Non/Insured Section 8 437,860
Project Based

S. Section 202

6. Conventional Public Housing

7. Mod Rehab Section 8

8. Cenificates

9. Vouchers

Total

204,828

1,227,057

364,198

876,532

85,363

4,216,139



Total HUD Associated
Residential Rental

; Housing Unit3
5,102,900

Total HUD Associated Assisted
Residential Rental
Housing Units
4,216,139

Total Number
of Units
Study
Covered

604,460

14.3%
of 112

Ineligible
or Won't
Prepay

444,291

74.05%
of #3

Probably Will Likely
Will Prepay prepay To Prepay

Units 154,279 Units 84,257 Units 70,022

25.05% of #3 13.9% of #3 11.58% of #3
3.6% of #2 1.99% of #2 1.66% of 112

711

W.I.144:1

0
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Piobable'Prepays."'
Likely Prepay 70022 Units .

**Pay 84 257 Units.

Total 1549-----"

25.65% of Study Units

3.B /. of Total HUD Assisted Units

i
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Chairman RANGEL. Thank you so much. Let's hear from the Gen-
eral,Accounting Office, John Luke, Associate Director of Resources
Oominunity and Economic Development. And he has with him
Dennis Fricke, and Mr. Sgobba,, Evaluator and Group Director:

STATEMENT OF JOHN H. LUKE, ASSOCIATE DIRECTOR, RE-
SOURCES COMMUNITY AND ECONOMIC DEVELOPMENT DIVI-
SION, U.S. GENERAL ACCOUNTING OFFICE, ACCOMPANIED BY
DENNIS FRICKE, GROUP DIRECTOR, AND VICTOR SGOBBA,
EVALUATOR

Mr. LUKE. Thank you, Mr. Chairman. As you indicated, I have
with me Mr. Dennis Fricke, our group Director, who heads up all of
our audit work on HUD's- multifamily subsidized housing pro-
grams, and Mk. Vic Sgobba, to his right, who assists him in many
of those audit activities.

We, too, appreciate the opportunity to assist your Subcommittee
in considering how the Federal Government might better respond
to the potential loss of 'a significant number of privately owned and
federally subsidized low-income rental housing units. The potential
loss of low-income housing is a subject which we have previously
reported on, and one which we consider to be critical in designing
future Federal housing policy.

In the last two, decades, approximately 2 million low-income
housing units have been constructed through assistance provided
by various:Federal programs.

These programs include the Department of Housing and Urban
Development section 8, new construction program, section 221(dX3)
program, section 236 program, and the Farmers Home Administra-
tit section ,515, rural rental housing program. Over the next
d.ecade, many of the federally subsidized units are-at risk of being
lbst from the low-income stock because of the expiration restric-
tions requiring that projects serve low-income persons.

'My remarks today provide an overview of our findings from two
reports we issued regarding the potential loss of federally assisted
rental housing units, and provide some observations on H.R. 3663,
that the subcommittee may wish to consider concerning the use of
tax policy as a means of encouraging the preservation of low-
income housing units.

OVERVIEW OF POTENTIAL REDUCTION IN THE PRIVATELY OWNED AND
FEDERALLY ASSISTED INVENTORY

On June 16, 1986, we issued a report on the 1985 inventory of
privately owned and federally assisted rental housing administered
by HUD and Farmers Home Adminiatration, and the potential
impact of expiring Section 8 contracts and mortgage prepayment
restrictions on this inventory.' Just recently, we issued another
report dated February 11, 1988, which provides an update on the
potential loss of low-income rental housing units from the section
515 rural rental housing program administered by the Farmers

1 Rental Housing Potential Reduction in the Privately Owned and Federally Assisted Inven-
tory (GAO/ 6-176PS).
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Home Administration.' Collectively, the two reports show that
almost half of the approximately 2-million unit inventory is vulner-
able to -loss by the end of fiscal year 1995 through owners' volun-
tary withdrawal from Federal housing programs

Since our first study; other public and private groups have con-
ducted more indepth evaluations. As a result, the Congress has
found-that in the next decade, more than 465,000 low-income hous-
ing units produced with assistance under section 8 of the U.S.
Housing. Act of 1937 could be lost as a result of the expiration of
the rental assistance contracts.

In the next 15 years, more than 330,000 low-income housing
units insured or assisted under sections 221(dX3) and 236 of the Na-
tional Housing Act could be lost as a result of the termination of
low-income affordability restrictions.

And some 150,000 units of rural' low-income housing financed
under section 515 of the Housing Act of 1949 are threatened with-
loss as a result of the prepayment of mortgages by owners.

GAO'S OBSERVATIONS ON RECENT PRESERVATION INITIATIVES

During the 1980's, the rethiction and elimination of direct and in-
direct Federal assistance go ve private owners incentives_ to with-
draw from-Ficleral housing prograins, and has created an environ-
ment for future losses. Recognizing this problem, the Congress is
pursuing a dual approach to preserve low-income housing. The::
Housing and Community Development Act of 1987 provides interim,.
measures aimed at minimizing losses from the federally assisted in-
ventory. Specifically, they include incentives designed to increase
owners' rates of return, restraints on prepayment of mortgages by
owners, and provisions supporting the purchase of projects by non-
profit or public agencies. In addition, H.R. 3663 not only proposes '-
to strengthen the tax incentives that cover these Federal housing
irograins, but would also benefits to State and local housing
programs as well.

Mr. Chairman, the following question comes to mind immediate-
r

ly: What amount of incentives is necessary to retain private invest-
ment in low-income housing, but prevent private investors in low-
income housing from taking advantage of opportunities for extra
cash and returns? Unfortunately, differences in market areas pre-
clude a simple answer.

The current inventory of privately owned, Federally assisted
housing has been characterized as representing three different
market areas. Generally, projects located in strong market areas
have a high potential to be lost from the inventory. The economies
of these housing markets offer owners the possibility of profitable
returns through market-rate rentals, or conversion to condomin-
iums, or some alternative use such as office space. Therefore, a
very deep subsidy may be required to induce their continued par-
tioipation.

At the other end of the spectrum are units that have no better
economic use or potenti-.1 than as low-income housing. The mar-

' Rural Rental Housing: Impact of Section 515 Loan Prepayments on Tenants and Housing
Availability (GAO/RCED-88-15BR).
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kets in which,they are located will not support higher rents or al-
ternative uses for the property. The lack of these units' marketabil-
ity will discourage owners from disposing of them in the private
sector. Consequently, little or no incentive,. tax or otherwise, may
be required to induce their continued participation.

Other units probably have a borderline position in the market
and have the potential to move either way. They may be located in
markets which are stable but not showing signs ,of increased rent
or gentrification. The owners can only realize a limited gain by
converting to market rentals or other uses. The incentives needed
to induce,these owners to retain their projects as low-income hous-
ing would fall somewhere between-the other two extremes.

The incentives provided in the Housing and Community Develop-
ment Act of 1987 are aimed at increasing owners' rates of return.
They include greater cash distribution allowances, reduced loan in-
terest rates, increased rents under section 8 contracts, and provi-
sions for insuring second mortgage equity loans, and financing cap-
ital improvements.

H.R. 3663, like the Housing and Community Development Act is
designed to increase investor returns. The major provisions include
allowing property owners additional depreciation deductions by re-
storing the depreciable basis of their property, if they maintain
their inventory as low-income housing for at least 20 additional
years; excluding from taxation the noncash gain on the sale of a
building to a subsequent owner who agrees to maintain the proper-
ty as lo*-indome or moderate-income housing 'for 15 years; and al-
lowing greatel opportunities for use of the low-income housing tax
credit.

Both legislative initiatives should facilitate the retention of low-
income housing units. We believe, however, that H.R. 3663 could be
more effective in achieving this objection if the subcommittee con-
sidered such options as:

Strengthening certain targeting provisions to ensure that hotis-
ing projects provide the maximum possible assistance to low- and-
moderate income households; enhancing cost-control provisions
aimed at mmrimizing the number of units assisted while minimiz-
ing costs; and strengthening accountability and oversight by requir-
ing a program evaluation mechanism.

I will discuss each of these areas along with our rationale for the
needed changes.

MAXIMIZING ASSISTANCE TO LOW-INCOME HOUSEHOLDS

While the Housing and Community Development Act and H.R.
3663 express the same objection of preventing the loss of low-
income housing, there are substantial differences in the two initia-
tives. Specifically, the housing act limits its incentives to specific
HUD and Farmers Home Administration housing programs which
have very similar definitions of low-income households. Generally
these programs give a greater priority to assisting very low-income
households, those with incomes not greater than 50 percent of the
area medium income, who often have the most critical housing
needs. Conversely, H.R. 3663 covers a broad base of Federal, State,
and local housing programs whose definitions of low income may
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differ from HUD and Farmers Home Administration program defi-
nitions.

H.R. 3663 offers tax incentives to owners of qualified low-income
housing which, as defined in the bill, is housing "which is substan-
tially assisted, financed, or operated under a Federal, State, or
local housing program, and subject to restrictions on rent or
income with respect to at least 20 percent of the tenants." Any dif-
ferences in the low-income definitions among the Federal, State
and local housing -programs would not ensure that the tax incen-
tives offered will be directed toward the most critical housing
needs. This would not conform with current national housing poli-
cies which define -low income in the context of those most in need.
We raised this issue in a previous report on tax-exempt bond fi-
nancing,1 where we found that abOve-average income renters could
qualify as low- and moderate-income renters because program
income ceilings were set at-80 perdent of the areas' median income
and did not include adjustments for family- size until after 1985.
The Congress reaffirmed its commitment to helping the most needy
in the Tax Reform Act of 1986, when it defined low income for pur-
poses of obtaining low-income housing tax credit as households
with incomes not-exceeding 50 or 60 percent of the area median
income and included household size adjustments.

H.R. 3663 also extends its tax benefits to projects which partially
serve low-income -families. Specifically, the bill allows projects to
receive the full tax benefits, even though as few as 20 percent of
the units serve low-income families. We have expressed concern in
the past as to whether tax subsidies are most efficiently directed
when as many as 80 percent of a project's units may not be serving
low-income households. Accordingly, we would favor a higher lo*--
income occupancy requirement than presently contained in H.R.
3663.

ENHANCING COST-CONTROL PROVISIONS

Cost controls are necessary for any program if it is to successful-
ly encourage the minimization of costs and the optimization of ben-
efits. We have repeatedly advocated strengthened controls for
direct subsidy programs such as Section 8 and we strongly believe
that cost controls should be a major emphasis in any tax reform
proposal. In this regard, an excellent feature of H.R. 3663 is that it
requires recapture of additional depreciation if the owner does not
hold the property as low-income housing for 20 years as prescribed
in the bill.

The more specific targeting of H.R. 3663, as I previously- men-
tioned, would further control costs by limiting the tax incentives to
those projects serving the most needy. For example, the 1987 Hous-
ing Act does this by requiring HUD and the Farmers Home Ad-
ministration to determine, on the basis of market conditions, that
owners need an incentive to retain their projects in the low-income
housing stock; the incentive provides the owners with a fair return

1 Rental Housing: Costs and Benefits of Financing with Tax-Exempt Bonds (GAO/RCED-86-
2).
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on their investments; and the incentive -is the least costly alterna-
tive for the Federal Government to pursue.

As a complement to this targeting, the Subcommittee may wish
to consider, for federally assisted projects, linking the tax incen-
tives to the incentives provided for in the Housing and Community
Development Act of 1987; and limiting their use to only those situ-
ations where HUD or Fanners Home Administration would deter-
mine they are necessary to retain a particular project in the low-
income rental stock. LikeWise, we believe that for State and local
housing programs, tax incentives shiiuld only be provided when
either HUD or Farmers- Home Administration determines that
they- are necessary and/or appropriate to retain a project in the
low-income stock. I recognize, Mr. Chairman, that this is a substan-
tial departure from the present bill, but we believe it is an option
worth exploring:This check goes to the heart of an earlier issue
that I raised, namely, the need to ensure project owners are provid-
ed with a fair return. on investment without providing windfall
profits.

STRENGTHENING ACCOUNTABILITY AND OVERSIGHT

Finally, H.R. 3663 does not specifically provide a mechanism for
evaluating the degree to which the incentives enumerated in the
bill are effective and efficient in preserving the stock. Program
evaluation is one of the key tools in atiuring the effective alloca-
tion of scarce, resources and should be an- integral component of
any housing preservation initiative. Again, one = means to achieve
this oversight would be to tie the tax incentives to the preservation
provisions of the Housing and Community Development Act. In
this regard, since HUD and Farmers Home Administration are re-
quired at the outset to determine a project owner's need for incen-
tives and the appropriate incentives to provide, it is logical that
they also be required to report to the Congress on a periodic basis
which incentives have been used, their cost, and their degree of ef-
fectiveness in retaining low-income housing units.

Mr. Chairman, that concludes my prepared statement- and I
would be pleased to respond to any questions that you or members
of the Subcommittee may have.

Chairman RANGEL. Thank you, Mr. Luke. Certainly as it relates
to accountability and oversight, I hope staff would take that into
consideration in the final draft of the bill.

What would you consider, Mr. Luke, to be low income as relates
to the targeting that you are recommending? What incomes are
you talking about?

Mr. LUKE. Well, if you look at the section 8 program of HUD as
well as some other HUD programs they define very low income to
be those at 50 percent or below area median income; low income to
be 80 percent or below; and moderate income to be above the 80
percent level. So those are fairly well published and used with re-
spect to the housing programs

Chairman RANGEL. When you find that the only reason you were
able to get 20 percent of the low income into the development in
the first place was because you were able to have the 80 percent to
level out the rent roll, what would you suggest? Is there any way to
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target the 20 percent without looking at the overall development in
the project-to avoid the transfer for other purposes?

I mean-is there any way to target to the 20 percent and ignore
the 80?

Mr. LUKE. There are ways to target, but there are costs associat-
ed with targeting. The issue that I raise in terms of the current bill

as I see it now, there are no limits in terms of who can partici-

Chairman RANGEL. As relates to the 80 percent, you mean?
pate.

Mr. LUKE. Yes:
Chairman RANGEL. Well, I agree with you. I need some tools to

work with.
-Suppose HUDwill you comment on the testimony of Mr. Luke

as it relates to H.R. 3663? I want you to know that I agree swith
what he said in terms of the bill being broad enough to cr beyond
low income. But would you comment on it from the- A -
tion's point of view.

Mr. DEniESY. I think while I was not here yesterday to hear the
testimony=

Chairman-RANGEL. Forget Treasury.__They are all right. We can
handle that. We just cannot handle HUD:

Mr. DEMERY. I missed the first part of your question.
Chairnian RANGEL. Don't you worry about Treasury. I am talk-

about housiw, not tax policy.
. DEMERY. The objective in these hearings, and I think the

intent of the Housing and Community Development Act of 1987,
was to focus scarce housing resources on the preservation of low-
income housing. I would agree that the definition of low and very
low-income housing or very low income qualified tenants is fairly
well established and fairly well defined. I have not seen this testi-
mony before and have not been able to really focus on this concept
of targeting.

Chairman RANGEL. Well, suppose you adopt it in concept. If we
were able to find the mechanism to target it to use language that is
in existing law, which has already been accepted by HUD, would
you be able to sportH.R. 3663 as a sound housing policy meas-
ure?

Mr. DEMERY. I think that we would be able to implement those
provisions easily.

Chairitan RANGEL. So you would say that there is a way for
the-

Mr. DEMERY. It is basically consistent with what our operation is
right now.

Chairman RANGEL. And consistent with trying to maintain the
existing housing stock for low-income people?

In-other words, where it is abundantly clear that under existing
law, many owners would be transferring the property because the
restrictions will no longer be in place. And we are trying through
H.R. 3663 to provide incentives to give viable options to the owners
not to do that. And I am trying to ask HUD that even though in its
present form you may have problems with the options that we are
giving the owners, do you believe that it makes some good.housing
policy sense to try to provide further initiatives to existing law to
maintain the inventory of privately owned
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Mr: DEMERY. As I said in my remarks, and as I submitted in my
written testimony, any tool .that we have at our dispoSal to deal
lvith-this issue is "good public policy.

Chairman 'RANGEL. Then have you worked with Congressman
Frank, ,With the tax-writing committee staff in trying to get the

of tax incentive that would enhance your overall housing
Po cy?

Mr. DEMERY. The way the HUD is organized, that particular
aspect; would not fall within my jurisdiction: So the answer is no.

Chairman "RANGEL. Well, let me tell yOu, my problem is that if
Housing refers me to the Treasury, 'how do ffind- what 'the admin-
istration position would be on sound housiiik policy? In other
words, if we on the committee are trying to provide you with tools
that would enhance your overall objective to proVide the maximum
amount of housing to the lOw-income people,, especially those that
have been previously subsidized; and now those restrictions are
being removed, where the owner can redly enhance his financial
:position at the expense of low and moderate income, I assume it is
your goal to maintain that stock: And if the tax writing committee
says right on, we support you, *and we have got some tools that
Would enhanfle your overall policy, where in HUD should we go to
offer bills siinilar to H.R. 3663 so that you can put this in yOur
housing policy package?

Mr. DElliERY. In dealing with the range of options and the range
of tools. that would speak to the subject of prepayment and preser-
Vation, I did work with Congressman Frank and the Housing Sub-
committee to help develop some of the tools that were included in
the legiSlation.

Chairman RANGEL. That's part one.
Mr. DEMERY. The tax component of that has been delegated: by

the Secretary to the Office of Policy Development and Research,
Dtincan MacRae, who I believe appeared before your committee
yesterday. So the answer to your question would be Duncan
MacRae.

Chairman RANGEL. I thought I missed something because Mr.
MacRae really did not deal with H.R. 3663.

Suppose I would ask you to go back to Mr. MacRae. The same
building, right?

Mr. DEMERY. Yes. .

Chairman RANGEL Good. And to ask him not to give us any
advice on sound tax policy, but to work with you in seeing whether
or not the housing policies that you have been able to establish
with the Housing Subcommittee could be enhanced in preserving
the stock, taking into consideration the comments made by Mr.
Luke, those parts that' you agree with, to see whether or not we
can get HUD to support a package that would include other tools
for you to reach a sound housing policy objective.

Does it make any sense at all?
Mr. DEMERY. I believe any time you can divide the burden of

coming up with a solution to a complicated problem, the likelihood
of a solution increases. So I would be happy to work with Duncan,
as we have in the past on specific issues. I will take back that mes-
sage back to him.

2 r"-f:,
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Chairman RANGEL. Well, I look forward to hearing from you in
an informal way. We can get together with staff. We can call some
meetings and see what we can work out.

Mr. Luke, it is a fine document. You raised all of the problems
that I met when we first started to draft the document. We know
that you have to throiwagot of money or incentives or suffer reve-
nue shortfalls in trying to manipulate the conduct of people who
have options out there to make money that you cannot get in just
providing housing for the poor. Where that line is is a marketplace
decision.

On the other hand, I just do not see how you can target to deal
with the 20 percent of low income that is in a particular develop-
ment and exclude those people that live in the quime deOelopment
that is owned by one developer, even though those people have a
higher income. And, of course, when you come from a metropolitan
area such as I do, what is considered moderate income for us is
really extrem3ly high income for other parts of the country.

So the General Accounting Office has always done tremendous
work and, as always, improves when they agree with me. This is
one of your better documents.

Mr. LUKE: Beg your pardon, sir?
Chairman RANGEL. I said this is a good document, except I need

some more help on how to reach the objectives that we want to.
Mr. Lux& Okay. Let me try again in terms of what we really

mean on the targeting side.
Right now the bill calls for setting aside 20 percent for low

income. It is that 20 percent that I am talking about that we have
no idea where the bill comes out in terms of at which level you
want to provide assistance; whether that is at the 50 percent level,
whether it is at the 80 percent level, whether it is the 100 percent
level.

In addition to the Housing Act stipulating some kind of defini-
tion in terms of low income, as I indicated earlier, the 1986 Tax
Act also has some guidance. It promulgated what it called, the 20-
50 rule and the 40-60 rule. Under the 20-50, 20 percent of the
units must be restricted for low income below the 50 percent area
median, if the area median went up to 60 percent, at least 40 per-
cent of those units must be set aside for low income. What I am
suggesting is it would be helpful if the bill were to stipulate some
level at which it is targeting those assistance.

Chairman RANGEL. Well, I want to thank you, and I look forward
to continuing this discussion.

Mr. Coyne?
Mr. COYNE. Thank you. No questions.
Chairman RANGEL. Well, thank you very much. A very well

thought out document. We really appreciate it. Mr. Demery, I look
forward to working with you.

Mr. DEMERY. Thank you.
Chairman RANGEL. Our next panel is Marvin Siflinger, executive

director of the Massachusetts Housing Finance Agency, and Bill Ei-
micke from the great State of New York, New York State Division
of Housing and Community Development.

Mr. COYNE [presiding]. You can proceed, Mr. Siflinger.

22G
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STATEMENT OF MARVIN SIFLINGER, TREASURER, NATIONALCOUNCIL OF STATE HOUSING AGENCIES, AND EXECUTIVE DI-RECTOR, MASSACHUSETTS HOUSING FINANCE AGENCY
Mr. &F LINGER. Thank you, Mr. Chairman.
My name is Marvin Siflinger. I am the executive director of theMassathusetts Housing Finance Agency and the treasurer of theNational Council of State Housing Agencies. Our organization,NCSHA, represents the housing finance agencies of all States aswell as the District of Columbia, the Virgin Islands and Puerto
It islin honor to appear before this subcommittee, and the mem-bers of this committee are long-standing and respected friends oflow-income housing.
As you 'know, the current year is an important one for State

housingfinEuice agencies which finano.T4 approximately half of the2 million units of federally assisted, privately owned housing. Weare troubled by the trend now emerginii that portends the almosttotal loss of this inventory in a little over a decade.
In Massachusetts alone, we have identified 30,000 units of lowand moderate income housing where owners will be eligible toprepay their mortgages between now and 1997. Approximately11,000 of these units are in the Massachusetts Housmg FinanceAgency portfolio.
We are faced with two very basic and conflicting principles: the

rights of, the owners to exercise their prepayment options and therights:tif low and moderate income residents to affordable, decenthousing.
In Massachusetts, we have aggressively committed State re-sources to rental housing production to attempt to fill the gap cre-ated by the termination of the Federal production programs Re-cently, in response to our concerns related to the issue of expiringuse, the Massachusetts Housing Finance Agency board of directorsapproved' a policy to require that low income units in our soon-to-be-completed and future rental developments remain as such inperpetuity.
However, it is clear that the States alone cannot solve this prob-lem and that Federal resources are essential.
Both Carl Riedy, executive vice-president of the National Council

of State Housing Agencies, and I were members of the NationalHousing Preservation Task Force, which recently made recommen-dations to Senators Cranston and D'Aimato. I would like to high-light some of the financial and tax recommendations.
The financial recommendations include an increase in allowable

distributiont recovery of accumulated equity, and low interest loansfor capital improvements. The tax incentives include reestablish-ment of depreciable tax bases, low income housing tax credits for
existing owners, nontaxable sale to public and nonprofit entities.These tax recommendations are consistent with H.R. 3663.It is also important that we recognize that expiring rent subsi-dies are a major threat to the existing housing inventory, and thetask force recommends actions in this regard.

In 1988, the combined ramifications of the reductions in directspending for housing and the Tax Reform Act of 1986 are that low
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income housing production in almost every State is at a standstill.
As we discussed in detail yesteiday, the credit program needs im-
p;bvement; tax exempt bonds for housing have been rendered inop-
erative without additiorial State and Federal subsidies; and depre-
Ziation schedules have been lengthened beyond value.

H.R. 3663 is significant in that it provides the necessary tax
relief in addition to the incentives identified in the 1987 Housing
Act to ,permit States to develop workailt plans for projects in
danger of prepayment.

A review of the- MHFA portfolio indicates that 20 of our 56 expir-
ing use developnients, representing, 3,200 units, have these kinds of
physical and financial needs and could benefit from this legislation.

I see my time is up, Mr. Chairman; I have submitted written tes-
timony that more completely outlines our comments and recom-
mendations. I would be happy to answer any questions that you
may have.

Mr. COYNE. Thank you.
['the statement of Mr. Siflinget follows:]

228
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Testimony of Marvin SiflingerExecutive Director. Massachusetts Housing Finance AgencyTreasurer of the National Council of State Housing AgenciesBefore the
Subcommittee on Select Revenue Measures
Committee on Wail and Means Committee

U.S. House of Representative

Thank you Mr. Chairman. I would like to join the previouswitnesses in congratulating you for holding this important set ofhearings. My name is Marvin Siflinger, I am the Executive Director ofthe Massachusetts Housing Finance Agency and the Treasurer of ourtrade association, The National Council of State Housing Agencies( NCSHA). NCSHA represents the housing finance agencies of all statesas well as the District of Columbia, the Virgin Islands, and Puerto Rico.My involvement with NCSHA, combined with my experience inMassachussetts and my service on the National Housing PreservationTask Force afford me a unique perspective on the issue of preservingAmerica's low Income stock.

It is an honor to appear before you and this subcommittee Mr.Chairman. You are a long-standing and respected friend of low-andmoderate-income housing and your leadership is most appreciated.Especially laudable is the fact that you are holding hearings-on anessential housing issue in a Ways and Means subcommittee, and thatyou have jointly introduced a bill, H.R. 3663 with Congressman Frankof the House Banking Committee to address a special low-incomehousing concern. From the perspective of state housing financeagencies, this cooperation between important members of the twocommittees whose deliberations are so vital to housing is essential.
As you know, the current year is an important one for statehousing finance agencies. My colleague Terry Duvemay presented ourviews to you on the Low-Income Housing Tax Credit yesterday. Wealso have followed closely the activities of the Cranston/D'Amatohousing policy study. Finally, we are focussing enormous amount ofenergy on passage of H.R. 2640, the Mortgage Revenue Bond Sunsetextension, We appreciate your being an original cosponsor. In thelatter case, our capacity to address the fullest scope of housing needsand effectively Join the efforts we are deliberating on today is at stake,For those of us at the state level, the actions Congress takes this yearwill shape in large measure the state-federal partnership as we seek tore-energize the nation's housing

Preservation of the assisted housing inventory is especiallyimportant to my state where the problem has urgency, but it is also ofgreat importance to state housing finance agencies generally. Statehousing finance agencies financed approximately half of the 2 millionunits of federally assisted privately owned housing. We are troubled bythe trend now emerging that portends the almost total loss -if thisinventory in little over a decade. Loss of such magnitude would beespecially senseless, since preservation is a less costly alternative thanreplacement of the housing stock.

Marnitude of the Problem in Massnchu:ctta

In Massachusetts alone, we have identified 30.000 units of lawand moderate income housing where owners will be eligible to prepaytheir mortgages between :low and 1997. Approximately 11.000 ofthese units are in the Massachusetts Housing Finance Authority(MHFA) portfolio. With prepayment, all restrictions relative to thecontinuation of the units for low- and moderate-income rental expire.
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The expectation twenty years ago, when the prepayment
provisions were written into the HUD contracts with the owners, was
that the federal government would continue to produce replacement
housing for low -and moderate-income persons. Now we are at, or
approaching, that twenty-year point and the federal government has
virtually withdrawn from housing production.

We are faced with two very basic and conflicUng principles . . .

the rights of the owners to exercise their prepayment options and the
rights of low- and moderate-income residents to affordable. decent
housing.

In Massachusetts, we have aggressively committed state
resources to rental' housing production to attempt to fill the gap
created by the termination of federal production programs. During
the past four years. the MHFA has financed 8.518 units of rental
housing (includes Round IV proposals) under the State Housing
Assistance for Rental Production (SHARP) program using $25 million
in state subsidies from Governor's Dukakis' Massachusetts Housing
Partnership and $644 million in MHFA loan commitments. Initially.
the housing had fifteen year use and occupancy restrictions. Recently.
in response to our concerns related to the issue of expiring use. the
MHFA Board approved a policy to require that the low and moderate-
income units in SHARP assisted developments remain as such In
perpetuity.

In late 1987, Governor Dukakis introduced a property-owners'
pledge agreement, which has since been signed by a majority of
owners potentially eligible to prepay their mortgages within the next
five years. The joledge essentiallyis the same as the Alternative State
Strategy identified in Title II of the Housing Act of 1987. The
Massachusetts pledge commits both owners and the commonwealth to
work together to identify the steps to be taken to achieve mutual goals
of protecting current residents and preserving housing resources to
the maximum extent possible while recognizing reasonable financial
expectations on the part of owners.

The Massachusetts pledge clearly identifies the federal
government as a major player in this effort to preserve housing
resources. The pledge agreement states that the properties were
constructed under federal programs, supported with federal subsidies.
and the contracts were executed between the federal government and
the owners.

It is clear that the states alone cannot solve this toroblem and
that federal resources are essential.

An Emerging Colleens= on Preservation

Both Carl Riedy, Executive Vice President of the National
Council of State Housing Agencies and I were members of the
National Housing Preservation Task Force. This Task Force comprised
twenty-seven members with experience that covered a broad
spectrum of interests in rental housing. Through our representation.
the interests of states were articulated and included in the final
report. The Task Force unanimously concurred that. while states
should have a strong role in all issues of preservation of existing low-
and moderate-income stock in their states, the goal of preservation
will not be accomplished without the Federal Government taking the
lead role of convenor of the partnership - reviewer of plans and the
first source of incentives. I will briefly review the major findings and
recommendations of the Task Force.
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The Task Force found that the possibility exists that by 1995reduction in units through prepayments and other means couldapproach 1.200.000 units. By 2000. reduction could exceed1.800.000 units. These units represent virtually the entire low-income housing stock.

Major Findings of the Task Force

The threat to the inventory is found 'in three principal areas:
1. Mortgage Prepayments

HUD reports that in June 1987 there were 360.528 units in3.215 federally assisted projects that had the ability to prepay after20 years

At the end of 1995. 316.481 of these units in 2.875 projectswill have reached the 20 year point

2. Expiring Subsidies

Both project based and tenant based subsidies are slated toexpire. By far the greatest threat to the inventory arises in thefollowing areas.

Tenant based Section 8 subsidies
By 1995 - 636,000 units will expire

Loan Management Set-Asides (LMSA)
By 2000 - practically all of the 280.000 units will have losttheir Section 8 support

Section 8 NC/SR
By 2000 - 200,000 units will be off subsidy
By 1994 - 180.000 could be lost if owners elect toterminate

Moderate Rehab
By 2000 - over 90,000 Section 8 will expire

By 1995. over 700.000 Section 8 units will lose their subsidy.Should owners decide to opt out, almost 1.000,000 units could be lost.
3. Physical Condition

Aging physical plants and absence of adequate cash flow are anon-going problem. Resynclications alleviated this somewhat during1991.84, but this flurry of activity has not been enough in the face ofproject aging and resulting deterioration.

Currently, 300.000 units in the HUD inventory are in troublebecause of high repair needs or insufficient cash flow.

Recommended Task Force Incentives to Owners to Avoid Prepayment

Owners are motivated by what makes good financial sense.either in terms of converting the property to a more profitable use.
maintaining present uses, or permitting default to avoid future losses.

The preservation of the inventory is largely dependent.therefore, on providing the owner with a proper reason or incentive
to maintain a project's present low and moderate income housing use.The predominant incentive source will have to be the Federal
Government. as it has been in the past.
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No one incentive or reason may respond to the needs of the
universe of properties involved. There will be a need for a
combination of incentives. in order to provide an appropriate long-
term solution.

One or more of the following may be the Incentive(s) needed to
convince an mile: not to opt-out:

Recommended Financial Incentives

1. An Increase in Allowable Distribution

2. Recovery of Accumulated Equity

3. LowInterest Loans for Capital Improvements

Recommended Tax Incentives

1. Re-establishment of Depreciable Tax Basis

2. Low-Income Housing Tax Credits for Existing Owners

3. Non Taxable Sale to Public and Non-Profit Entities

Expiring Sobsidies Pose the Greatest Threat

It is important that we note that expiring rent subsidies are the
major threat to the existing housing inventory. It truly overshadows
the threat posed by prepayment. Without assisance. projects either
will be placed in severe jeopardy for the lack of any other viable tenant
population or forced to look to non-subsidized tInants. In the first
instance, default will occur: in the second instunce. prepayment is
likely to occur. This problem must be dealt w:th immediately and
affirmatively. Otherwise, mortgage assignments and foreclosures.
deteriorating physical plants and a massive displacement of tenants
will occur.

Recommended Actions to Extend Subsidies

The Task Force recommends that following actions should be
taken:

1. All Section 8 LMSA rent-subsidy contracts, which expire
prior to prepayment of the mortgage. should be extended by
HUD to the maturity date of the original mortgage. In return
for this extension. the owner should be required to waive its
mortgage prepayment right. It is probable, that the issue of
incentives will also have to be addressed at the same time. to
induce the owner to give up its prepayment right.

2. When LMSA contract authority and/or budget authority is
recaptured by HUD due to non-use. that authority should be
recycled and put to use for the benefit of other projects.

3. Discontinue the use of five -year project-based subsidy
contracts. Future contracts should be for a term ending on
the maturity date of the original mortgage.

In addition. as you heard yesterday. the use of the tax code to
encourage lowincome housing production Is important for the
breadth and depth it adds to the arsenal of incentives available.
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Tax Policies Should Encourage Preeervation

Mr. Chairman ten years ago, even five years ago the possibility of
losing these units would not have been of severe as today. However
today there is no workable production program to allow us to absorb
this dramatic loss. The combined ramifications of the reductions in
direct spending for housing and the Tax Reform Act of 1986 are that
low income housing production is at a standstill. As was discussed',
detail yesterday, the credit-program needs improvement, tax exempt
bonds for housing have been rendered inoperative with additional
state and federal subsidies, and depreciation schedules have been
lengthened beyond value.

Obviously this is an issue which tax policy can address. It must
be addressed by not only the Ways and Means Committee. tut the
Banking Committee as well. Again, I congratulate you for realizing this
fact, and for joining with Mr. Frank in the authorship of HR3663.
As I understand it this bill would restore many of the exhausted tax
incentives to the owner of an expiring use project if he is willing to
recommit the project for twenty more years. Specifically it would:

restore an owners original basis therchy initiating a new
depreciation period for the recommitted project.

exclude from taxation the gain on the sale of a project to a
new owner who agrees to another 20 year commitment.

allow the issuance of low-income housing tax credits for
qualified recommitted projects.

liberalize, with respect to recommited projects. the "ten year
placed in service rule" which defines credit eligibility.

H.R. 3663 is significant In that it provides the necessary tax
relief, in addition to the incentives identified in the 1987 Housing Act,
to permit states to develop work-out plans for projects in danger of
prepayment

When used in combination with Credits to purchasers, the
legislation would encourage transfers of ownership, and subsequent
extensions of occupancy and use restriction, by excluding the non-
cash gain on sale from tax-Hon. The savings could then be used to
address capital needs for development in need of repair and
improvements and/or cover taxes on gain for developments whose
market value has appreciated substantially.

A review of the MHFA portfolio indicates that approximately 20
of our 56 expiring use developments. representing 3,200 units. have
these kinds of physical and financial needs and could benefit from the
passage of this legislation.

In testimony presented by Mr. Deniis Blacken. President. Hil
Corporation, in hearings before this committee yesterday. he indicated
the difficulty of attempting to resyndicate developments which had
been allocated 1987-tax credits prior to the end of the calendar year.
The 1987 tax credits expired at the end of the year and there was
unused credit authority which could be utilized in 1938. (The
Commonwealth utilized 67% of its 1987 authcl.ty). Since
Massachusets expects to be over-sJoscribed for its 1988 tax credit
authority, we support Mr. Blackett's recommendation for a carry-
forward of the unused 1987 tax credits to 1988. This would permit
developments which were unable to complete processing during the
first year of the tax credit program to go forward.
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We believe that the combination of the benefits provided in H.R.
3663, and the carry forward of 1987 tax credits would permit us to
more effectively address the issue of expiring use in 1988.

We strongly support-the rapid enactment of H.R. 3663. but again
point out that it is not a panacea for our problem. The credit and
depreciation will be helpful. but it also is important that the value of
the credit be improved if it is to be a truly useful too! in preserving
existing housing resources. Yesterday's testimony by Mr. Terrence
Duvernay provides specific examples of how the credit could be
improved.

Use of the Credit to Preserve Assisted Invintory is Too Limited

The Committee should consider including in the Low-Income
Housing Credit statute the ability to use the waiver of ten year
ownership requirement for the acquisition credit for:

HIJD/FmHA foreclosed projects:
federally assisted. uninsured housing finance agency financed
projects;
projects in need of funds to forestall physical deterioration.
even if not in financial distress;
developments in danger of conversion from low-income use;
and
foreclosed or vacant uninhabitable properties that would be
substantially rehabilitated for low-income use.

The Value of Depreciation Must Be increased

Likewise the value of depreciation was minimized by Tax
Reform. The Administration and Congress expressed displeasure at
the "churning" of properties which resulted from the prior law
depreciation schedules. In this instance that so-called "churning is
the desired result. I have serious doubts about the ability of 27.5 year
straight line depreciation as a tool to entice a recommitment. Rather
I urge that consideration be given to restoring 18 year accelerated
depreciation to such projects.

The concept of discounting gain from the sale of a qualified
project to a buyer willing to recommit is a very valuable tool.

The Housing Act of 1987 Offers a Testing Ground

The recent enactment of H.R. 4 with its inclusion of the state
plan provision is laudable. I believe that states will act quickly to
establish the requishe plans to utilize these funds.

Finally Mr. Chairman. I would like to close by again stressing the
vital link between all forms of low- and moderate-income housing.
Preservation, as addressed by the Rangel-Frank bill: multifamily
production as addressed by both H.R. 4 and the move to improve the
Credit. and: single-family housing as addressed by the Donnelly-Rangel
bill . . . H. R. 2640 . . . must all be enacted quickly if our nation's
housing crisis is to be alleviated.

I thank the Chair and am prepared to answer any questions.
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Mr. COYNE. Mr. Eimicke?

STATEMENT OF WILLIAM B. EIMICXE, DIRECTOR. OF HOUSING,
NEW YORK STATE DI_ VISION OF HOUSING AND COMMUNITY DE-
VELOPMENT

Mr. ammo. Thank you very much, Mr. Chairman.
I would like to recognize and thank our Congressman Rangel

from New York for all his assistance in our, efforts to provide af-
fordable housing in New York State and bring him and you mem-bers of the committee greeting) from my boss, Governor Cuomo,
and expreSs as well his gratitude for your assistance in the past,
and hopefully, additional assistance in the.fidure.

Among my responsibilities as New York State director of housing
is the supervision of our portfolio of the State's low income publichousing and over 100,000 units of State - assisted Mitchell-Lama
housing.

We are all well aware of the desperate need for affordable hous-
ing across our country. In New York State, an analysis done by mydepartment in 1984 indicated a gap in New York of over one mil-
lion housing 'units. Meeting that need has become increasingly dif-ficult in light of the reductions in Federal assistance for housing.
As you are well aware, the -$30 billion budget in 1980 has droppedto $7.8 billion in the most recently approved budget.

For us in New York, that has meant that we are losing approxi-
mately _$1 billion a year in Federal housing assistance as comparedto only a decade ago.

Efforts in our State and many other States, Massachusetts
among them, have brought new innovations and new methods tothe housing market: In- our State, over $4.4 billion of State assist-
ance- has been approved since 1983, and the Governor haS proposedanother $1:5 billion in our upcoming budget beginning April 1.

But, unfortunately, despite these rather historic commitments byState and local governments to provide affordable housing, we keeprunning faster and faster just to stay even. I think in that context
it really brings into significance the issues that we are here to talkabout today.

In New York State -in the last 2 years, over 3,000 units of our
Mitchell-Lama housing stock have bought out, converted to marketrate housing. It is imperative that we, in conjunction with you, de-
velop methods to offset the lure for owners to prepay their mort-
gages and buy out of affordable Government-assisted housing.The investment community must view the Tax Acts of 1981,
1984, and 1986 when melded with the Housing and Community De-
velopment Act of-1987 with-great skepticism. They have-numerous,
more attractive choices for their investment dollars. The Housing
and Community Development Act of 1987 grants incentives toowners Of subsidized housing as long as they maintain it in accord-
ance with acceptable standards. But, unfortunately, what most ofthese incentives could, in fact, do, if not offset, is place a greaterburden on tenants.

The Federal Tax Code in the past has and could in the future
provide an equitable way to relieve that burden on tenants and
lead to the maintenance of affordable housing.



229

You have my written testimony which details many of-the ideas
that we believe could better tailor H.R. 3663. I would just like to
take a few more moments to, one, applaud Congressman Rangel
and the members of this committee who fought for the low income
tax credit program; congratulate you on the success of those ef-
forts; and add that we believe the program can work. In fact, we
have recently introduced to the New York State Legislature a New
York State low income housing tax credit which directly mirrors
your program, piggybacks on it, and provides for investors in New
York an additional one-third incentive to use that credit to help
preserve affordable housing.

Specifically with regard to H.R. 3663, we believe four basic
changes need to be made to streamline the program and make it
Work more effectively. One is that the current annual test should
be eliminated, and there should be one 3-year window for utiliza-
tion of the credit.

Second, the: passive activity concept for low and moderate hous-
ing should be eliminated; and for specific wording, I refer you to
Senate 1257 as introduced by Mr. Kerry of Massachusetts.

Third, we believe we need somewhat more flexibility in the defi-
nition of income limits for the credit as there are variabilities with
regard to affordability among the jurisdictions across our country.

Finally, a rather minor change, the Government-assisted defini-
tion needs to be broadened somewhat so it would account for vari-
ous subsidiaries and instrumentalities of local Governments that fi-
nance low and moderate income housing.

I thank you for the time and am willing and anxious to answer
any questions you might have.

[The statement of Mr. Eimicke follows:]
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Statement by William B. Eimicke
New York State Director of Housing
before the U.S. House ofRepresentatives
SubCommittee on Select Revenue Measures
of the Committee cn Ways and Means
Room 1100 Longworth House Office Building
Washington D:C.
ThurSday, March 3, 1988
10:00 A.M.

I want to thank Congressmen
Charles Rangel and Barney Frankand the members of the SubCommittee for this opportunity totestify on the problem of maintaining the stock of

governmentally-assisted low-income housing, both rental andcooperative, and to discuss the important role which the federaltax code can and should play in preserving low- income housing.

MY name is William B. Eimicke. I am the New York StateDirector of Housing. As State Director of Housing I amresponsible-for the supervision
of the management of the State'slow-income public housing and 100,000 units of State-assisted

Mitchell-Lama housing units, the administration of the rentregulatory system and a vast array community developmentprograms.

In January of 1988 Governor Mario M. Cuomo placed before theNew York_State Legislature
and- the-general public the largesthousing capital budget in the history of the State. His budgetproposal calls for a housing program in excess of $1.5 billion toproduce approximately 40,000-new and rehabilitated units ofhousing for low- and moderate - income families. Even for theState of New York these are big numbers.

Larger still, however, is the depth of the housing need inNew York-State-. In 1984, a housing gap of approximately onemillion units was identified in New York State. Since then wehave had to redouble our efforts to address this need.

In New York State, and in states across the nation, newprograms had to be developed to buffer those in need of
affordable housing from the Federal government's callous cuts.

In 1985 Governor Cuomo signed into law the creation of theLow Income Housing Trust Fund and the Affordable HomeownershipDevelopment Corporation. Each of these has been funded at anannual appropriation of $25 million. And yet for all our
innovative programming we have lost more than 3,000 units of
affordable housing through "buyouts." How can we justify
spending millions of dollars to produce housing when our existingaffordable housing stock is slipping away faster than it can bereplaced.

For the State of New York it is imperative that we addressthe lure of prepayment of mortgages on government-assisted
housing.

So far seven developments have come out from under Statesupervision: Ridgemont Park Apartmenti (240 units) in Rochester,Greenwood Estates (41 units) in Monticello, Brightwater Towers(738 units) and Field Apartments (1,321 units) in Brooklyn,
Bridge-Apartments (960 units) in Manhattan, Ballantyne Gardens(120 units) in Syracuse and Mark Terrace (209 units) in theBronx. These development were part of the State's Mitchel -Lamaportfolio.

The State Mitchell-Lama program was created in response to asevere statewide housing shortage.

In 1955 the State of New York responded to the need for
middle-income housing by enacting the Limited Profit qpusing
Companies Act, or Mitchell-Lama Law. This landmark adt
authorized the State to provide direct mortgage loans to private
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developers. Long -tern, low-interest loans combined with real
property tax exemptions fostered production of middle-income
housing; In subsequent years, the State's public benefit
corporations, the New York State Housing Finance Agancy (!FA) and
the Urban Development Corporation (UDC), rather than direct State
loans financed- Mitchell-Lama developments. Under the program
almost 105,000 apartments were developed.

Owners of housing developments aided by loans after
-May 1, 1959, may prepay their mortgage after the development has
been occupied for twenty (Projects aided by loans prior
to May 1, 1959, may be prepaid after thirty-five years of
occupancy and onla with the consent of the Commissioner.) Cnce
the mortgage is paid the development is removed from the
Mitchell-Lama program. when the buyout occurs the rents charged
are no longer regulated by DUCR, and the mandate that the
apartments be occupied by moderate income families is no longer
in effect.

To address the prepayment issue with the limited weapons at
our disposal, the Cuomo Administration has taken the following
bold steps:

- on April 24, 1986, we issued an opinion finding that
Mitchell-Lama rental developments which are bought out from State
or City supervision become subject to any rent stabilization
regulations effective in the area;

- on July 17, 1986, we issued an Advisory Memorandum finding
that State-assisted Mitchell-Lama cooperative housing
developments must conform to the requirements of the Department
of Law prior to converting to private cooperative status. Thus,
an offering plan must be accepted for filing by the Department of
Law prior to any action by the Board of Directors to effectuate
dissolution of the corporation;

- we June 29, 1987, Governor Cuomo called upon the
Legislature to adopt a bill on the buyout issue;

- on July 20, 1987, Governor Cuomo announced the filing of
emergency regulations covering procedures for the buyout of
rental and mutual (cooperative) Mitchell-Lama developments.
These regulations have recently been upheld in the courts; and

-last month the Governor proposed legislation to address
this issue.

But the problem transcends our Mitchell-Lama program. The
Federally-assisted housing is equally at risk.

Our traditional partner in delivering affordable housing
incentives to low- and moderate-income families had been the
Federal government. We have lost that partner on the production
side. I am here today to argue that we can not afford to lose
that partner in our efforts to hold on to that precious stock of
affordable housing which already exists.

As you knew, the Economic Recovery Tax Act of 1981, the
cornerstone for the Reagan agenda, for the first time since 1969
did away with the differential between subsidized housing and
other more profitable forms or real estate investment.

The one avenue it did leave open to subsidized housing was
the ability of original owners through the mismatching of cash
and accrual tax accounting to be compensated through the use of
secondary financing for built-up capital value. The importance
of this cannot be overlooked as the subsidized housing stock
ages. The resyndication vehicle created out of the 1181 Tax Act
did not simply allow private sector wealthy investorsfto make
out, but provided a source of funds, when constructively put to
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use through a thorough and thoughtful
housing program, to improvaliving conditions in affordable housing.

This one ray of light was struck down in the Tax Reform Actof 1984. To the extent that any interest
in investing in low andmoderate income housing remained, the 1986 Tax Act put an end tothat and actually punished the

investors who joined in andattempted to maintain affordable
housing during the early 1980,s.

Now that the financial benefits of investing in subsidizedhousing or maintaining subsidized housing have been taken away,and people have been punished for using the incentives that thegovernment gave them in 1981, a dilemma is now posed. If it nolonger makes sense to on the housing, or maintain the housing,now it has been made impossible to
sell the housing or dispose ofthe housing at .Its'highest and best use.

The investment community must view the Tax Acts of 1981,1984 and 1986 (especially the
retroactive nature of the 1986 TaxAct) with great skepticism.

They have numerous other choices fortheir investment dollars. But what has happened to the tenants?

The Housing and Community Development Act of 1987 grants
incentives to owners of subsidized housing as long as theymaintain it in accordance with an acceptable set of standards.The most significant of these incentives are an increase inallowable distributions, inflating equity base of calculating
limited distributions, increased access to residual reserve
accounts, insured second mortgage that might allow a take out of90 percent of equity, increase

in Section 8 rents, and broader
use-of flexible subsidy loans.

What all these incentives have in common is they either
directly place a greater burden on the tenants or the FederalTreasury. We, on the State level, have proposed similarlegislation. Our excuse is that we do not have available to usthe greatest tool of all, the Tax Code.

The history of the subsidized housing in this nation hasbeen based upon the use of the Internal Revenue Code and,
therefore, spreading the cost of subsidized housing across everyperson in this land and not just those who can afford it least.

According to the Code, the primary benefits available to
partnerships who invest in subsidized housing is to allow the
individual partners the ability to offset their other income by
losses or credits generated from their investment in subsidizedhousing property: Since the production cost is normally coveredby highly leveraged non-recourse mortgage financing, the
partnerships may take benefits many times the original equity
investment.

The State Committee on Banking and Currency of the 90th
Congress (1968) probably summarized the concept best:

The partnership arrangement makes it possible to
assure an adequate return to investors. Under existing
Internal Revenue Service regulations and rulings,
partnership losses for tax purposes flow to the
individual partners. In the case of new housing units
financed on a 10 percent equity -- 90 percent debt
basis, the annual accelerated depreciation of the
building cost results in substantial book losses during
the initial 10 years are the project is built.
Assuming the member of the partnership is in a
relatively high income tax bracket, his sha-e of the
depreciation losses, plus cash income from project
operations would provide an after-tax return on his
investment which would compare favorably with the
return which most industrial firms realize on their
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equity capital."

In essence, people are willing to invest money to "lose"
money. Obviously, this is a position contrary to basic tax
disciplines. Therefore, I believe some background on the
legislative history of the "tax shelter" concept is appropriate.

The 83rd Congress of the United STate (1954) first addressed
the realization that negative economic results maybe an
appropriate an acceptable reason and reward for investing in
subsidized housing, by establishing section 167 of the Internal
Revenue Code (the Code). This section allowed the accelerated
write-off of the costs of constructing housing in the United
State. In 1969, the 91st Congress first addressed the problems
of providing for different methods between conventional real
estate investments and subsidized housing. In the Senate
Committee report they stated:

"Another problem with the present depreciation
provisions is that they provide the same tax incentive
to all real estate construction. This, in fact, tends
to discriminate against the less profitable
investments, particularly low income housing. In the
1968 Housing Act, the Congress expressed its desire to
stimulate construction in low- and moderate-income
housing to eliminate the shortage in this area, and, in
part, based the'incentive program thereby, provided on
the existing tax incentives. In the housing field, the
tax stimulus has been more effective for luxury- and
middle-income rental housing where profitability and
appreciation prospects relative to risk are inherently
more attractive than in lower income housing. The
'trickle down' supply effect for the lower income
rental housing market is slow and uncertain. Capital
and other resource demands engendered by the existing
tax stimulus tend to expand luxury housing, commercial,
office, motel, shopping center and other forms of
investment, squeezing out lower income housing...The
Committee agrees with the House that the current tax
incentive aspects of real estate depreciation should be
reduced, except as to new residential housing. In
addition, it agrees that it is appropriate to encourage
rehabilitation expenditures on low- and moderate-income
rental housing."

When Congress was queried again, the Senate Committee Report
during the 94th Congress, 2nd Session, (1976) reported:

"In the Housing and Community Development Act of 1974,
Congress expressed its desire to stimulate construction
in low-income rental housing to eliminate the shortage
in the area. However, the special tax incentive for
rehabilitation expenditures for low-income rental
housing under present law expired on December 31, 1975.
Without this incentive, the remodeling of many high-
risk, low-income projects may be curtailed. In order
to avoid discouraging this rehabilitation, the
committee believes that the special depreciation
provisions for low-income housing should be extended."

In the House Committee Report during the 95th Congress, 2nd
Session (1978), it was reported:

The special tax incentive fo: rehabilitation
expenditures for low- and moderate-income rental
housing under present law expires on December 31, 1975.
In order to avoid discouraging this rehabilitation, the
committee believes that the special depreciation,
provision for low-income rental housing should Lb
extended for an additional three years."
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In order to protect the needy, the National Housing Act
established a limit on the amount of cash flow profit a
subsidized housing complex could earn. Congress, during a 24-
year period., established a method to encourage investment insubsidized housing. The method was to grant tax deferral
benefits to the owner of low- and moderate-income housing in lieuof substantial capital appreciation and cash flow distribution.
In 1978-79, the Treasury Department attacked the special tax
treatment of subsidized housing. They also attacked the non-
application of Section 183 (Lack of Profit Motivation) of the
Internal, Revenue Code of 1954, as amended, to subsidized housing.
After numerous discussions and meetings with the United States
Department of Housing and Urban Development, the Treasury
Department issues Revenue Rule 79-300. This Revenue Rule
addressed the non-profit activity of low- and moderate-income
houiing, including construction and operation of an apartment
project for low- and moderate-income housing under Section 236 of
the National Housing Act, and ruled it as an activity to which
section 183 of the Code should not apply.

The overriding goal of the Department of Housing and Urban
DevelopmmAt is stated in the Declaration of Policy of the Housing
and Urban Development Act of 1968 (Section 2, Public Law 90-448):

"Congress affirms the national goal, as set forth in
section 2 of the Housing Act of 1949, of a 'decent home
and suitable living environment for every AmericanDamily'."

Once again, we at the State level have a universal goal toaccomplish. But, we have limited resources to assist ourjourney. We can sit back and wring our hands, or we can move
forward using creative, innovative strategies to effect what
Congress affirmed twenty years ago.

While the Housing and Community Development Act of 1987 and
our own proposal on the State level seek to provide financial
incentives for owners to prevent the loss of affordable housing
through prepayment we do not believe that these concepts work bythemselves. If rents are increased to cover the incentives
imposed, it will be virtually impossible to mix very low, low-
and moderate-income tensnts in the same historic proportions.
Additionally, large rent increases will not only have a negative
impact on the tenant's ability to pay, it will in most cases,
reduce the number of tenants, and therefore, the number of units
which qualify for tax credits under the Internal Revenue Code of1986. This, of covase, decreased the amount of private sector
equity available to address physical and financial concerns ofthe property.

We at the State of New York feel we have been as creative as
possible in the use of the vehicles allowed to assist such
housing. Since Governor Cuomo took office ill 1982, the State of
New York has invested billions of dollars in various programs to
accomplish these goals. While I could spend a better part of the
day reviewing the Governor's accomplishments and vehicles that he
has placed into law, no one series of examples will hole true foreach case.

Unfortunately, the adoption of the Tax Reform Act of 1966
(TRA) has had a significantly adverse impact on the ability of
the State and others interested in preserving low and moderate
income housing to attract necessary private sector capital to
maintain the projects in a decent, sanitary condition and pay
basic operating expenses.

We feel that the inability to raise needed capital will
result in further deterioration of this valuable houding stock
which cannot be replaced at any reasonable cost. The elimination
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of federal housing programs for low income tenants and hugh
increases in the cost of producing these units has,made the
maintenance of the valuable assets which are represented by these

1

existing projects all the more imperative. It makes no sense not
to preserve. these valuable housing units.

New York State is large and diverse and tr.:de up of
significant urban and rural areas. The result of course if that
the problems faced by our, state in many ways reflect the diverse
problems of creating and maintaining housing throughout the
country. The varying cost, needs and peculiar circumstances
facing the needy throughout our state only supports the general
notion the significant and flexible responses to the problem of
maintaining affordable housing must be pursued at the federal,
State and local levels.

New York State has never shirked its responsibility to be in
the forefront of developing and maintaining housing for low and
moderate income people. Well before the policies of the current
administration directed more and more responsibility for housing
reduction and maintenance to the states, New York State had made
significant and innovative contributions to the cause of
producing and maintaining its low income housing stock. That
commitment has increased dramatically in recent years with
programs from state and local levels committing hundreds of
millions of dollars of State and local funds to this effort.

The task and the cost of housing, however, is one which
cannot be borne by the states and localities alone. This fact
clearly was recognized by the Congress in connection with the
adoption of the TRA in at least one respect. While the
devastating impact on rental housing was clearly felt in the
context of changes to the laws relating to the treatment of
passive losses anu the extension of depreciation with respect to
renter property, the adoption of the low income housing credit
signaled a continuing federal concern and commitment to housing
of low income americans. We of course applaud this continued
commitment but our concern is that the credit may be too small,
r'ddled with requirements which make it inefficient and therefore
expensive and perhaps too narrowly drawn to meet the needs of low
income renters.

We also note that there are many important changes included
in the Technical Corrections Act passed by the House of
ReprescntctivPI last year which are critical to the effective use
of the low income credit. We urge the adoption of those changes
at the earliest possible time.

We applaud Congressman Rangel's i'r.,:ulean efforts to secure
adoption of the ,ow income credit pro ram in the first instance
and again congratulate you in your recognition of the need to
refine and better adapt the credit to moot its intended purposes.
Accordingly, we are pleased to have the opportunity to comment on
the provisions of H.R. 3663 which Congressmen Rangel and Frank
introduced on November 19 of 1987 (The Hill). The pill, which Is
aimed principally to promote maintenance of low income housing
projects is an important step in the process of preserving our
existing housing stock.

Mr. Chairman, it is 11:R. 3663 that you and Mr. Frank of
Massachusetts introduded that provides us some ammunition for
that arsenal. It is my understanding that H.R. 3663:

o Restores the basis in a building that the owner agrees
to maintain as a low or moderate-income building for a
20 year period. The owner would be required to insure
the building was in good physical condition before he
could secure tax relief. This will allow the owner to
use depreciation deductions and tax ...reditl for the
building although it has already been depreciated.
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o Allows low-income tax credits to be issued t owners
who will agree to maintain their buildings for low-
income tenants.

o Allows, the seller of a subject building to exclude from
gain the non-cash gain (the gain equal to his remaining
mortgage obligation) if it is sold to an owner who
agrees to maintain the buildi4g as low or moderate-
income for 20 years.

o Waives the 10 yeai holding period for eligibility for
the low-income housing credit where a sale would avoid
default or where the building was taken in default by a
government agency during the last 10 years.

Based on numerous discussions with the private sector and
restructuring of many existing loans, I believe that the above
provisions with the following modifications when combined with
the Housing and Community Development Act of 1987 and our State
legislation, completes a cycle that will accomplish your goals.
The modifications I suggest are:

1. Instead of three annual tests for the use of tax
credits, each state should be allowed to allocate tax
credits at any time during one three-year window.
Since each state is limited to a total amount of tax
credits in the Internal Revenue Code of 1986, it should
have no budget impact.

2. For the purposes of investment in low and moderate-
income housing and the rehabilitation of projects, the
term passive activity as defined in the Internal
Revenue Code of 116 should not apply. Once again, as
the amount of tax credits available to each state is
limited by the Internal Revenue Code of 1986, this
change should not have any impact on the budget
deficit. For purposes of wording, I draw your
attention to S. 1257 introduced in the Senate of the
United States by Mr. Kerry of Massachusetts, page 8,
commencing with line 8.

3. Incentive plans of action as defined by the Housing and
Community Development Act of 1987 requires retaining
the existing units for low and moderate income
families, especially "..%current tenants are not
involuntarily displaced..." We believe generally that
one major problem with the low income tax credit is the
income limitation formulation's failure to account for
differences between costs and median income levels in
different jurisdictions. Eligibility should be based
on relative affordability which cannot be measured by a
percentage of median income alone but must be viewed in
the context of the relationship of median income to the
cost of housing in each jurisdiction.

4. "Government-assisted building" is defined to mean any
building that is substantially assisted, financed or
operated under any Federal, State or local housing
program. The definition should be amended to provide
that "Federal, State or local" includes any of their
subsidiaries or instrumentalities. Additionally, the
Bill should clarify that the phrase "assisted, financed
or operated" does not require the project to be insured
or otherwise assisted by the Federal Government. Any
housing projects receiving State or local assistance or
Federal assistance but no Federal insurance should be
treated as "assisted, financed or operated" under a
Federal, State or local housing program. f

2 4 3



237

5. The Bill'reguires among others, that a partnership
contribute the capital required to repair and restore
the project to a sound physical and financial
condition. While we appreciate that the partnership
should be required to contribute capital, the language
of this section implies that assistance from other
sources is not permitted and should be amended to
reflect that a project acquired by a partnership can
receive, for example, local grant funds with Violating
Code Section 135.

6. Under the Bill the "qualified low income housing
project can be sold after a five-year holding period.
For a project to be eligible for the low income credit,
however, there must be a ten-year period between
placement in service. While the Bill provides an
incentive for sellers, there would be no incentive for
buyers to purchase the building unless they had the
potential of receiving the credit. That potential can
be there only if the credit rules are amended to
provide that projects purchased from sellers who
received the benefit of Code Section 135 are eligible
for the credit without regard to the ten-year holding
period rule. Additionally, qualification as "qualified
low income housing" is required to secure restoration
of the property's basis for the building to be eligible
for the low income credit. As drafted, the building
would be required to be subject to restrictions on
rents or income for at least a 20-year period. The
credit rules require a 15-year compliance period. The
20-year restriction period should be reduced to 15
years to eliminate the inconsistency between these
sections.

With respect to the problem we face with our limited-equity
co-ops I have two modifications to your proposal:

1. The term "limited equity cooperative housing
corporation" should be expanded to include those
cooperatives which are substantially assisted by
Federal, State or local programs, wherein the carrying
charges, equity contributions, income eligibility, and
resale value of the shares is regulated.

2. State and local grants, and insurance proceeds awarded
for the purposes of repairing or maintaining the
limited equity project should not be classified as
"non-membership income".

In essence, Mr. Chairman, your Bill goes back to basics as
originally contemplated by the Congress of the United State in
1954, and makes decent housing a national investment and not a
national disgrace. If we are to win the fight to maintain and
create affordable housing, we must once again use the most
effective tool available, the Tax Code. HR3663 brings us back
to the concepts which have produced the housing we are seeking to
preserve. Mr. Chairman, Mr. Frank, your efforts should be
applauded by all involved in this struggle.
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Mr. Com. Thank you both very much.
Mr. Siflinger, Mr. Eimicke has given us his views as to how the

Tax Code should define low income. I wonder if you could comment
on how the Tax Code should address this issue.

Mr. SIFLINGER. Well, we feel the people we are seeking to protect
ihave been categorized n the past and in these programs as low and

moderate income tenEuits.`To include the tenants in the (dX3) devel-
opments that had eligibility criteria of 95 percent of area median
is, I think, particularly helpful. In a State such as ours and in
many of the other States, this moderate income band of tenants
needs help. There is no affordable housing out there that they canturn to.

Mr. CoYNE. This morning GAO urged that the tax incentives in
H.R.'3663 be tightly targeted. Do you have any specific suggestions
as to how tax incentives designed to preserve the stock of low
income housing should be targeted?

Mr. SIFLINGER. My feeling is that the recommendations of GAO
are too restrictive; that the problem that we have in many of ourStatesand I am sure Bill would agreeis that the incentives
should be directed so that the owners will continue to provide low
and moderate income use. The restrictions of 50 and 60 percent of
income clearly help the most needy, but clearly ignore the need
that those families with an income up to median income or cer-
tainly, 95 percent of median incomethe previously eligible (dX3)
tenantsit ignOres that particular need.

And if we do not provide that kind of incentive to the owners to
assist this kind of tenant, we must look at the low vacancy rates
that we have in many of our States. And we find that these ten-
ants cannot be absorbed elsewhere if such units are converted to
market rate housing.

Mr. Endmxs. I can only echo that point. In our largest city, New
York City, the vacancy rate is variously estimated below two per-
cent, but in many cases down to nearly zero. And with the cost of
new housing estimated at at least $125,000 per unit, I think anyone
would be hard pressed to say that there is not a need not only at
the very low "come, and certainly greatly there, but all the way
up to what we would classify as middle income. There just are not
any other options for the families living in these units right now. If
these units go away, they will be displaced.

Mr. COYNE. Well, thank you both for your testimony.
We will recess in order to vote. We will reconvene after the vote.
[Recess.]
Chairman RANGEL. The committee will resume its hearing.
We are honored to have the presence of Congressman Barney

Frank, who has been creative and innovative in housing legisla-
tion. I congratulate him on his recent success with his committee
and thank him for his ideas in helping us to craft tax incentives in
order to preserve existing housing stock.

I want to tell you that the support and enthusiasm was far great-
er than I ever thought it would be when you and I first talked
about this. You should know that HUD is willing to work with us
to see whether or not this concept can be incorporated in their
housing policy so that we can get support for it. At least that is the
beginning.
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Your statement, of course, is going to be entered into the record
without objection, and we are glad that you found time to share
your views with us. Mr. Frank.

STATEMENT OF HON. BARNEY FRANK, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. FRANK. Thank you, Mr. Chairman. I appreciate your accom-
modating me. I had another hearing I was presiding at, and I will
be brief because I do not want to displace the other witnesses. I
guess that word is in my mind

I want to say very seriously that low income residents of subsi-
dized housing projects are very lucky that you liappen to be in'this
chairmanship right now, because the Ways and Means Committee
is in a position, I think, to take more effective action to avert the
loss of subsidized housing. And having someone as sympathetic as
yourself and who has devoted the attention to it that you have
done is encouraging.

I am glad to hear what you said about the enthusiastic response.
I think what happened, frankly, is that once it became clear to
people that you were serious in your capacity as chairman and
with your colleaguesand I know the gentleman from Long Island
has also been very concerned abcut this because of a project in his
own areaI thik that kindled some enthusiasm. People do not
want to spend a lot of energy if they do not think it is going to get
anywhere. But knowing that you are serious I think is very help-

Let me just say with regard to both sets of hearings, I do think
we need to fix the tax credit some. I congratulate you for the work
you did back when we passed the bill in 1986. We would have been
a lot worse off had it not been for yourself and a couple of other
members who understood the impact on multifamily housing con-
struction. And I think there are some reasonable points made, at
least about carryovers and some other things, that can be done
with very little if any, negative, impact on our revenue system. We
can get more housing per dollar by some of these changes, as you
know, than in any other place.

With regard to the bill that you have taken the lead on and on
which I have joined you, I know it is very relevant to other people.
I just mentioned that Steve Bartlett from Texas, who is one of the
leading Republican members of the Housing Subcommittee, joins
us on this. I know you have support from Mr. McGrath and others
on both sides. riy adding this one more incentive, I think we can do
a great deal io avert a very serious loss of housing.

We all know that in the current budget situation we are not able
to build the new units that you and I would like to see built. We
may be for building new units but we just do not have the votes to
do nearly what needs to be done. That makes preventing the loss of
existing housing enormously important.

The homeless people in this country did not come from Mars.
They are Americans who used to live some place. Many of them
are the kind of people who used to live in this kind of housing. And
if we are not able to do some of these things, we are going to be
adding to the homeless problem.



What we did in the housing bill, as you know, is to provide some
incentives as well as some reb,rictions. Eut we are dealing here
with prepayment with the fact that a program was designed before
you anon got here that gave owners a contractual right to do 'cer-
tain things. We cannot simply prevent them from exercising that
contractual -right. I believe we can constitutionally condition it in
some ways, but we cannot simply abrogate it.

We, therefore, need some incentives, and this one, providing a
tax incentive to people who will voluntarily guarantee that we get
20 more years. of subsidized housing for low and moderate income
people, is by far-the most cost-efficient way to provide units that
would otherwise not be available.

I think it is a very sensible idea. People have proposed some sug-
gestions and' changes. 'want to congratulate your staff as well, Mr.
Chairman, as they have done excellent work. I hope we are going
to be able to come out with a package that I think will have no
negative impact on; the Treasury.

I know when we asked CB0 about this a year ago, they did not
say it was going to cost us' anything because this is not revenue
they have been counting on in terms of their revenue projections.
As a matter of fact, the prepayment is going to make more, money
for them thah they realize. And all we are saying is they may not
make quite as much more money as they had anticipated. We are
not going to exacerbate anybody's deficit projections.

So thank you -for your interest and your work, and I am finished
with my statement.

Chairman RANGEL. That is, great. We have to get our team back
to the drawing table to see what we have to do, really, to get HUD
support. But I want to really thank you for the leadership that you
provided.

Mr. McGRAm. Thank you, Mr. Chairman. I want to thank our
colleague from Massachusetts for being a leader in the Congress in
the fight for low income housing and the use of the tax credit for
those means. I pledge to you, that I have quite a few low income
housing units in my district. We would like to see some more. Even
in a district as wealthy as mine, there are some areas that need
these kinds of units for people to live and live well. We will be
working together on this particular issue.

Mr. FRANK. I appreciate that. I appreciate the help you have
given us so far.

Thank you, Mr. Chairman.
Chairman RANGEL. Thank you.
Our last panel is Mr. Heller, J. Roderick Heller III, president

and chief executive officer, National Corporation for Housing Part-
nerships; Terry Lewis, president of the National Association of
Housing Cooperatives; Bruce Rozet, chairman of the board, Associ-
ated Financial Corp., Pacific Palisades, Calif.; and Barry Zigas,
president of the National Low-Income Housing Coalition.

Your statements will appear in their entirety in the record, and
you can proceed as you feel comfortable. We will start with Mr.
Heller from the National Corporation for Housing Partnerships.
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STATEMENT OF J. RODERICK HELLER III, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, NATIONAL CORPORATION- FOR
HOUSING PARTNERSHIPS

Mr. HELLER. Good morning. I am Rod Heller, president of the
National Corporation for Housing Partnerships. I am pleased to .be
with you this morning. We have submitted a statement for the
record, which largely includes our technical comments with respect
to the legislation that you have proposed, Congressman Rangel.

I would lice to depart from the written materials that we have
presented and try to put in context some of .the changes that we
believe the Nation confronts in grappling with the preservation
issue.

First, I would like to stress the lack of data that thus far has
characterized the debate. We at the-National Housing Partnerships
are trying to remedy that through the National,Low Income Hous-
ing Preservation Commission. With $400,000 that we -have expend-
ed and a $250,000 grant from the Ford Foundation, the National
Low. Income Housing Preservation Commisgion has developed a de-
tailed data base dealing with 645,000 section 236 and 221(dX3)
projects. The model prepared by Act Associates of Cambridge,
Mass., includes a .projection of the number ofunits in that category'
of project which will default, the number that will prepay, and the
cost to prevent the loss of that housing stock to the country.

We will be submitting, Congressman Rangel, that report to the
House and he Senate Subcommittees on Housing, both of which
have requested us to do so last year. I believe the findings will be
illuminating and very helpful to your committee.

Second, I Ivoirld like to outline very briefly some factors which I
believe are all too often lost in the focus on the preservation issue.
Those factors relate to the impact nationally of the Tax Reform
Act of 1986. The low and moderate income housing units, the 2 mil-
lion federally subsidized but privately owned units, are by and
large owned by limited partners which invested literally billions of
dollars in those projects, and general partners which typically were
large apartment owners and syndicators. I think it is useful to look
at both categories, taking the latter first, the general partners.

We recently completed, for our own board at the National Hous-
ing Partnership an evaluation of the financial condition of the gen-
eral partners. Of the top five owners of low and moderate income
hou:ing at the end of 1985, two are in bankruptcy; a third has
withdrawn from that field of activity; and only Mr. Rozet's compa-
ny and the National Housing Partnership remain as major owners
and operators of that type of housing.

Perhaps more significantly, of the 25 top apartment owners gen-
erallythat is, owners of conventional as well as low and moderate
income housingat the end of 1986, 10 are bankrupt or in serious
financial trouble. The whole industry is in significant disarray, oc-
casioned not only by tax reform but by overbuilding and the other
factors that have affected the economy.

This is going to have ultimately a significant impact on the pre-
payment issue, on the production of rental housing in this country,
and obviously on the construction industry.

-2 4 8



242

Turning to the second category, the investor group. Since 1968,
when the bargain was struck, investors yut up equity dollars for
low: and moderate income housing projeCts in return for tax bene-
fits. No cash-flow is, by and large, to be expected ft-Om these
projects, and appreciation is uncertain at best. As a consequence of
the 1986'Tax Act, investors no longer are receiving any benefits to
speak of, and they confront the specter of ownership of an invest-
ment loCked in for the next 8 to 10 years without any economic
return.

This poses for fiduciaries like NHP significant difficulties. While
I believe that we can legitimately argue that low and moderate
income housing can be preserved to some limits without regard_ 6
the fiduciary obligations we have, the loss of flexibility in protect-
ing the investors is - a very significant one. And we are seeking
means of-providing protection for the investors.

We are very - enthusiastic. supporters of your bill, Mr. Rangel, be-
cause we believe it offers one way for general partner fiduciaries to
offer investors an alternative. At NHP we are establishing a non-
profit, 501(cX3) to which we hope many of the investors in our
60,000 low and moderate income housing units -will contribute- or
sell on a bargain sale basis their interest as a means of escaping
what has no longer proved to be a useful investment. At the same
time, we can ensure that the housing. originally developed with
those dollars will remain in the national stock of low income hous-

Your bill, while we have some technical objections to it-..rwhich
as I have said are set forth in the testimonywe find a very useful
initiative and one we completely support.

Thank you.
Chairman RANGEL. Thank you, Mr. Heller, and congratulations

on the fine work that you have been doing. We look forward to con-
tinuously working with you.

[The statement of Mr. Heller follows:]
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STATEMENT OF J. RODERICK HELLER III, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, NATIONAL CORPORATION-FOR HOUSING PARTNERSHIPS

I am pleased to appear before this Committee on behalf
of National Corporation for Housing Partnerships. NCHP is
unique, a private, for-profit entity created by Congress in
1968 with the purpose of encouraging the development of low
and moderate income housing.

Today, NCHP

o owns more low and moderate income multifamily
rental housing than any other private entity,

o is the largest manager of low and moderate income
rental housing, directly managing 55,000 units,
and,

o has not yet returned a single multifamily mortgage
to HUD--an accomplishment requiring not only
dedication and hard work, but almost $50 million in
loans to projects.

We are privately owned (with Berkshire Hathaway and
Weyerhaeuser being our principal shareholders) and operate on
a national scale, with over 500 rental properties located in
39 states, the District of Columbi and Puerto Rico.

NCHP has carried out its original mission by using $650
million of private funds, raised in large part from investors
in private and public real estate partnerships, to develop
over 80,000 units of low and moderate income housing.
Nationwide two million units have been built through private
funding. NCHP believes that the interests of these investors
were forgotten during Congress' consideration of the 1986 Tax
Reform re...t and has beer forgotten thus far during congress'
'consideration of the preservation issue.

Traditionally, there are three benefits derived from a
real estate, investment: (1) cash flow, (2) appreciation in
value and (3) tax benefits. An individual investing in a low
income housing property does not expect to receive cash flow,
and appreciation is, at best, uncertain. The primary benefit
then, is tax benefits designed to provide the equivalent of
an economic return on investment. Tax benefits were the
primary reason private investors invested in low income
housing.

The effect of the Tax Reform Act of 1986 on low income
housing and its residents was devastating--not only with
respect to these investors, but with respect to the future
production of such housing and the preservation of existing
housing. I need not emphasize that the legislation had a
retroactive impact on currently owned projects by taking
away most of the tax benefits associated with investments in
such projects. By undoing the bargain struck with pt.vate
investors in low and moderate income housing, Congress has
further jeopardized our existing housing stock. With little
or no cash flow ever expected from these properties, and
little or no tax benefits remaining after tax reform, owners
are now encouraged, where possible, to sell their projects
for economic gain or, if that is not possible, perhaps to
abandon their troubled properties.
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This is -particularly important for NHP and other
similarly situated general partners in low and moderate
income housing. NHP is a fiduciary and legally obligated to
obtain the highest possible ,return for our investors. We
believe that, because of our unique congressional statue and
the emphasis we placed on low Income housing, we have -some
flexibility in balancing investors' needs with our interest
in maintaining as much as possible of our stock of low-and
moderate income housing. But Congress has made our task
much more difficult. Our investors typically are receiving
no benefits from their-investments.

To demonstrate this impact, I'd like to share with you
a portion of a letter I received from one of our investors:

Dear Mr. Heller:

* * *

[I]t really appears that the 1986 tax changes have
turned an anticipated nice investment into a
financial disaster. I am also awa:e' of the fact
that you are under contractual obligation to
maintain the low income status of these units and I
would assume, therefore, that the chance of any
reasonable return on investment is remote at best.
I would appreciate comments on this..

Finally, if I am not making any return on invest-
ment, what are my prospects of a sale of my
interest? I seem to recall that the original
Memorandum did show a planned sale with the profits
to be derived from that sale as the benefit from
the program. If this is true, when is that sale
planned anc how can we expect profits from this
sale if the five properties involved, which are
fully rented, are not earning enough money to pay
us income?

The Low Income Housing Transition Rule included in the
1986 Tax Act provided some relief from the law's passive loss
rules, but only to a relatively small number of low income
projects and their investors. In that sense, the Transition
Rule has served as a successful vehicle in avoiding an early
wave of lost projects. Without it, the score of our concern
this morning surely would be broader.

NCHP has two principal concerns: on the one hand we are
a general partner and fiduciary with obligations to those who
have invested in our properties. On the other hand, we were
established by Congress to promote low income housing and are
4eeply concerned by the prepayment issue. We think that the
citical action that must be taken now is to restore tax

benefits. that will facilitate the retention of properties as
low income housing. To that end these hearings and your
proposed legislation, H.R. 3663, are a very constructive
beginning.

We generally support the objectives of this legislation.
However, we feel some of the specific provisions will not
achieve those objectives. We also support an increased role
for nonprofit entities in preserving low income housing.
Congress needs to recognize that these nonprofit entities
have the same need to raise capital through tax incentives
that for profit entities do. We would further suggest that
Congress give consideration to supporting partnerships
between for profit and nonprofit entities to meet that need.
Our reservations about H.R. 3663 are as follows:
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o Increase in Adiusted Basis.

We suppott the purpose of this provision to both
preserve a property as low income housing and to
improve its-physical condition. However, we must
ODDOSQ its specific provisions because we do not
think they will achieve that objective. As
draft:ode the bill would permit an owner to increase
its adjusted-basis in a property and to be eligible
for-the Low Income Housing Tax"Credit in return for
(1) its ,agieement 'ti, continue- operating the
property under its existing use restrictions and
(2) its agreement to-restore the property to sound
physical-and financial condition within 24 months.
Because there is-no ability to obtain .additional
capital from the limited partners,'the responsi-
bility to fund the required repairs would fall
solely on-the general partner. Practically, most
general partners- would not have the firancial
ability and,' under current tax allocation rules,
will not receive the tax benefits as-an incentive
to make such repairs. On the other hand, the
limited partners who will contribute no, additional
capital and who- typically hold -99% of the partner-
ship interests would, therefore, receive the
benefit of the Low Income Housing Tax Credit.
Moreover, no owner would agree to maintain the lou
income status of the property without an extension
of the property's subsidies.

If one of the purposes of this provision was to
-also address the so-called *phantom income"
problem,-we suggest that a better remedy to assist
investors and encourage low income housing
preservation would be a passive income limitation
rule. Such legislation would, in effect, put
investors in a cash basis position by requiring
them to report only the amount of actual cash
distributions received as income.

o Low_Income Housing Tax Credit.

HP'oungft the provision in the bill which would
permit a waiver of the credit's ten year placed in
service rule if necessary to enable a project to be
retained for low income housing. We believe this
is a good provision because it increases the
involvement of State and local governments in
determining when to allow the credit for projects
financed under state agency -- rather than federal- -
programs and adds preservation as a criteria for
granting a waiver.

o Gain Exclusion.

In general, we believe that this is a very
constructive initiative and strongly support the
concept. As currently drafted, the bill, however,
singles out transfers to a partnership as the only
instance in which the purchaser is required to
restore the property to sound physical and
financial condition within 24 months. A nonprofit
purchaser is under no such obligation. We believe
such a distinction is both inappropriate and
counterproductive to our preservation goal and our
goal of providing decent and safe low income
housing. We suggest the following two modifica-
tions to the provision: first, all nonprofit and
for profit entities--including for profit corpora-



tions such as NCHP--should be able to benefit by
this gain exclusion provision; second, no entity,
for profit or otherwise, should be excluded from
the bill's requirements with respect to restoring
the property to sound physical and financial
condition.

As part of our responsibility under our Congressional
charter, NCHP has sponsored the organization and operation of
the National Low Income HOusing Preservation Commission.
This bipartisan CommisSion is independent of NCHP and was
established last year with the support of the House and
Senate Housing Subcommittees and is chaired by former HUD
Secretary Carla Hills and former House Banking Committee
Chairman Henry Reuss.

Many industry groups have studied the issues of
prepayment and expiring' subsidy contracts confronting our
existing privately owned low income house stock and have
cogently stated their views on the public policy choicesCongress should make. The National Low Income Housing
Preservation Commission is performing a unique service,unlike that of other groups: (1) it will compile a detailed,
credible data base, tracking salient facts on the existing
stock of 645,000 units under the 221(d)(3) and 236 programs,and (2) it will utilize a complex financial model todetermine the likely future of many low income housing
projects, both with or without further legislative action tosave them. This data has been compiled and analyzed at no
small cost--the Commission has received $400,000 from NCHP
and $250,000 from the Ford Foundation. It will release its
findings and conclusions to Congress early in April. The
Commission's report will address:

o Now much of the low income housing stock is at risk
of loss to low income households due to prepay-
ments of mortgages;

o Now much
to

the stock is financially troubled and
likely to default; and

o The estimated cost of protecting the supply of
older, subsidized housing from default or cc'nver-
sion to non-low income use.

I believe the findings of the Commission will be invaluable
to this Committee with respect to your analysis of the issues
surrounding the preservation of low income housing. Ibelieve our support for this effort exhibits our deep
commitment to this issue.

One final note. I believe it is imperative that
Congress recognize that if it wishes private, for profit
owners and investors to participate in the development of low
income housing there is a need for stability and reliability
in the tax laws. Current skepticism among private owners iswell-founded. Prior to tax reform, Congress struck a bargain
with private investors which generally said that investors
could reduce their annual taxable income in return for their
equity contributions to low income housing properties. In
1986, Congress retroactively and severely curtailed those tax
benefits, although in most the amount of an investor's
equity contribution remains the same.

This stability is equally called for in housinglegislation. Approximately 20 years ago the federal
government agreed to provide private owners with low interest
construction loans and rental subsidies in return for which
owners agreed that the property was limited to use by low
income residents for at least 20 years. In 1987, Congress

400



247

retroactively modified the terms of thoie contracts by
enacting the prepayment provisions in the housing bill. We
continue to oppose those provisions.

The new low income tax credit requires that a property
remain low income housing for 15 years. I submit to this
Committee that in today's legislative atmosphere, an owner
using the credit today has no idea whether or not congress
really will permit him in year 16 to lift those low income
housing restrictions.

I strongly believe that this credibility issue must be
addressed if =re is to be significant private involvement
in this country's low income housing production program in
the future.

Thank you, Mr. chairman, for the opportunity to appear
here today. WCHP looks forward to working with this
Subcommittee and its staff on protecting our vital resource
of low income housing.
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Chairman RANGEL. Terry Lewis, president of the National Asso-
ciation of Housing Cooperatives. Ms. Lewis.

STATEMENT OF TERRY LEWIS, PRESIDENT, NATIONAL
ASSOCIATION OF HOUSING COOPERATIVES

MS. LEWIS. Thank you, Mr. Chairman.
I thank you for this opportunity to present the views of the Na-

tional Association of Housing Cooperatives on H.R. 3663. Our orga-
nization applauds your desire to preserve the country's stock of low
and moderate income housing, and we appreciate your sensitivity
to housing co-ops as a source of decent, affordable home ownership.
We do, however, seek certain modifications in this legislation.

Last Saturday, I spoke before a gathering ofcooperators and leg-
islators from inand around New York City.

Chairman RANGEL. You did.
Ms. LEWIS. Yes. You were there, Mr. Chairman. You were our

keyL3te speaker.
In addition, representatives of four NAHC association members

representing more than 550,000 area cooperative households were
present. You spoke eloquently on the subject of using the Federal
income Tax Code t achieve social prioritiei, most notably main-
taining affordable housing stock and avoiding displacement, espe-
cially in New York City, of residents who are not the possessors of
enormous wealth.

When the Tax Reform Act of 1986 was passed, you acted on
behalf of qualified cooperative housing corporations threatened
with grossly inequitable tax consequences. The inequity that you
prevented stemmed from a section of the Tax Code that is at issue
today and that we are asking for your help in dealing with. And
that is also dealt with in 3663.

Because of the responsiveness you have shown in the past and
the sensitivity that H.R. 3663 shows to the country's housing needs,
I am confident we will receive the help and support we need.

Now, I would like to say a little bit about cooperative housing be-
cause it is not nearly as well known as the rental housing that you
have been talking about. But cooperative housing is, with very few
exceptions, affordable housing, not luxury housing. Now, I know
you are all familiar with the Watergate, and that may be your
image of the cooperative. But in most cases, cooperative housing
across the United States is lived in by low, moderate and, at most,
middle income Americans.

The Federal Government has an enormous investment in cooper-
ative housing, not only through Government-assisted housing but
through Government-insured housing. There is a substantial
number of nonassisted cooperatives that are financed by federally
guaranteed loans or, in addition, eligible through refinancing
under section 223(f).

Now, this is an enormous commitment of the Federal Govern-
ment to affordable housing stock, in addition to the very small and
very targeted group that you have already addressed in your bill. I
would like to tell you very strongly that my organization has an
enormous number of members who are within the already targeted
group. But we are absolutely united in saying to you that housing

,"1-41JJ
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cooperativeS as a whole require protection under the Internal Reve-
nue Code. Housing cooperatives as iv whole-need your help in order
to maintain the stock of affordable housing in the United States.

The major issue and'the mostliredonlinant _ issue that you have
addressed in your bill is interest on reserves. A housing cooperative
is not like a single-family home. The scale of the enterprise is quite
a bit large. And unlike a single-family home owner, a cooperative
member makes a monthly payment that is allocated to the whale
of the cooperative, not to his single dwelling unit. He is responsible
for a proportionate share of ell of the costs of operating the cooper-
ative, including the cost of paying the mortgage.,

Prudent management standards dictate that,' ie housing cooper-
ative make long-range-plans to 'provide for maintaining and even-
tually replacing its physical Plant. Mortgage lenders or Govern-
Ment regulators often require that a replacement reserve and. a
general operating reserve be maintained to assure that the coop-
erative's ability to meet theie needs over time is maintained. Large
scale maintenance and replacement projects- like furnace replace-
ment, parking lot repaving, asbestos abatement and the like, re-
quire large scale financial investment.

Now, the necessary funds can theoretically be created in three
ways. The members can be assessed directly as the rehab occurs.
The scale of these projects make this prohibitive for low and mod-
erate income families. That kind of financial wherewithal is not at
their beck and call.

The cooperative can go out and seek loans. But cooperatives gen-
erally have a first mortgage lender, and the first mortgage lender
is not alwaYs willing to impair the security of this lean by allowing
further debt to be incurred.

Finally, the cooperatives can do what prudent businesses de and
what the Government requires that cooperatives do in not only
Government-assisted housing, but cooperatives that are financed
simply by Government guaranteed loans. That is to accumulate re-
serves over time.

As monthly payments by the shareholders generate the reserves
over time, these funds are deposited in interest-hearing accounts.
The interest earned further enhances the cooperative's ability to
meet future replacement or operational needs. As you can see, the
reserves, are an integral part of the operation of the cooperative,
and yet the Internal Revenue Service has recently begun to treat
the reasonable reserves of housing cooperatives as if these funds
were entirely unrelated to the cooperative. :slot only do we find this
action by the IRS disturbing and unreasonable; it is also unneces-
sary.

Now, my written testimony sets out a great deal of information
about interpretations of the Tax ,Code and the taxation-of coopera-
tives under subchapter T. What I would like to say is that section 6
of your bill speaks to interest on reserves. It is targeted for what is
called limited equity co-ops. The targeting is too narrow, Mr. Chair-
man. The targeting of that section of the bill must be expanded to
include the entire stock of affordable housing that is provided by
cooperatives.

Second, your bill addresses the 80-20 rule and commercial
incon e in limited equity cooperatives. We think that for limited
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equity cooperatives or this-targeted group, an enhancement of the
incentive is needed, because most residents of limited equity co-opsdo' not benefit by the ability to take the passthrough. They take thestandard deduction. What would be a far greater incentive for lim-
ited equity cooperatives would be the ability to use commercial
income to reduce the cost of providing housing to their low income
members.

We have some additional suggestions for refinements of the billthat are set out in my written testimony. I thank you very much,Mr. Chairman.
Chairnian RANGEL. Thank you, Ms. Lewis. You were eloquent

Saturday, and you "ere just as eloquent today.
[The statement of Ms. Lewis follows:]

2 5
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Statement of Terry Lewis
President

National Association of Housing Cooperatives
Before the

Subcommittee on Select Revenue Measures
Committee en Ways and Means

U. S. House of Represvntatives

March 3, 1988

M. Chairman and Members of the Subcommittee:

I thank you for this opportunity to present the views of the 1

National Association of Housing Cooperatives (NAHC) on HR 3663.
Our organization applauds your desire to preserve the country's
stock of low and moderate income housing and appreciates your
sensitivity to housing cooperatives as a source of decent, affor-
dable home ownership. We do, however, seek certain modifications
in this legislation.

I speak to you today as President of the National Association I
of Housing Cooperatives and as an individual formed by all of my 1

experiences with cooperatives and affordable housing. NAHC is a
nationwide organization of housing cooperators and cooperative I

professionals. Per thirty-seven years, NAHC has provided a forum
for training and the exchange of information among housing co-
operators, and has served as a spokesperson for cooperative home-
owners from from diverse geographic, economic and social back-
grounds. I grew up in a Michigan cooperative of which my
immigrant grandparents, with eighteen other couples, were
founding members and whose current members include both my
parents and my closest friend. For ten years, I was a member of
federally-aided housing cooperative in Ann Arbor, Michigan. I
served as a member of its Board of Directors, as its Treasurer
and as its President. In addition, I am an attorney whose day to
day work is on behalf of a substantial number of housing
cooperatives, and an even larger number of government-regulated 1

and assisted rental housing projects. All of these experiences
inform my words as I address you today.

Just last Saturday, I spoke before a gathering of cooperators
and legislators from in and around New York City.
Representatives of four NAHC Association members representing
more than 550,000 area cooperative households were present. The
Chairman of this Subcommittee, Congressman Rangel, gave the
keynote address. He spoke eloquently on the subject of using the
Federal Income Tax Ce4t to achieve social priorities, most
notably, maintaining affordable housing stock in booming real
estate markets across the nation and preventing the displacement, ,

especially in New York City, of residents who are not the
possessors of enormous wealth.

When the Tax Reform Act of 1986 was passed, you acted on
behalf of qualified cooperative housing corporations threatened
with grossly inequitable tax consequences. The inequity you
prevented stemmed from an interpretation of the tax code recently:
promulgated by the Internal Revenue Service. As proposed, Section :
6 of H.R. 3663 offers similar protection to a very small fraction ;
of the cooperatives that provide affordable homeownership to some
1,000,000 American families. My membership is united in saying to
you that this protection must be refined and broadened to allow I

H.R. 3663 to truly prevent displacement and preserve the
country's stock of affordable housing.

Because of the responsiveness you have eaown in the past and
the sensitivity that H.R. 3663 shows to the country's housing
needs, I am confident we will receive the help and support we
need.

87-025 0 - 88 - 9
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STATEMENT OF TERRY LEWIS page 2

First, let me tell you a little about cooperative home-
ownership. I'd like to begin by telling you what it is not. ?s
Washington dwellers you are no doubt familiar with the country's
most notorious cooperative, the Watergate. It is a luxury
dwelling by any standard. Luxury cooperatives such as the
Watergate and a few like it in New York City and Chicago are rare
indeed. Most cooperative housing is owned by middle and low
income families. Some are former rental properties converted to
cooperatives by their tenants. Many were newly constructed with
government guaranteed loans, some with goverment subsidies. With
few exceptions, cooperative housing is affordable -- not luxury
-- housing.

Unlike the outfight owner of a single family dwelling, the
shareholders or members in a cooperative are each proportionally
responsible for the physical maintenance and cost of operation of
the entire building or complex, including.all common areas.

The coop resident owns shores or a membership in the coop-
erative housing corporation, which owns the buildings. These
shares entitle the member to occupy a given unit. In a housing
cooperative, as in any cooperative, there is an identit; between
the shareholder/members of the corporation and the users of the
corporation's assets. The corporation collects from each share-
holder a monthly charge to cover operating costs (in the case of
a housing cvJperative, the cost of mortgage payments, taxes, main-
tenance, eta.).

Prudent management standards dictate that the housing coop-
erative make long range plans to provide for maintaining and even-
'wally replacing its physical plant. Mortgage lenders or govern-
mt.nt regulators often require that a replacement reserve and a
general operating reserve be maintained to assure the cooper-
ative's ability to meet these needs over time.

Large scale maintenance and replachment projects (furnace
replacement, parking lot repaving, asbestos abatement, and the
like) require large scale financial investment. The necessary
funds can, theoretically, be obtained in one of three ways:

The cooperative can assess the entire cost to its membership
as and when the rehab work is done. The scale of the funding
involved would place these assessments well beyond the means of
many families, necessitating sale of memberships in a classic
case of displacement.

The cooperative could borrow funds, increasing monthly
charges to cover increased debt service. But, in many cases
(particularly whe.e government guaranteed or aided loans are
involved), the first mortgage lender (or government guarantor) is
reluctant to impair the security of its loan by allowing the
cooperative to incur more debt. The option to borrow is also
affected by the availability and cost of funds in the financial
market. No cautious steward of property assumes that funds will
be both available and affordable whenever need strikes.

The third option, the gradual accumulation of reserves over
time, is an altogether practical and prudent way to meet future
needs of the cooperative.

?s monthly maintenance payments by the shareholders generate
reserves, these funds are deposited in interest-bearing
accounts. The interest earned further enhances the cooperative's
ability to meet future replacement or operational needs. As you
can see, reserves are an integral part of a sound overall program
for operating and maintaining the cooperative over time. Yet the
Internal Revenue Service has recently begun to treat reasonable
reserves as if these flids were entire'.y unrelated to the coop-
erative.

Not only do we find this action by the I.R.S. disturbing and
unreasonable, it is also unnecessary. Congress has long since
recognized the nature of cooperatives and has set out a compre-
hensive program for their taxation, first enacted in 1951 and now
embodied in Subchapter T of the Internal Revenue Code.
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I. STATEMENT OF TERRY LEWI

t
1 "Generally, the effect of the treatment specified (by Sub-
' chapter T) for patrons taken together with that also outlined (by
i Subchapter T) for cooperatives is to obtain a single current tax
;with respect to the I Ice= of the cooperative, either at the
.level of the cooperative or at the level of the patron."(S. Rcp.
;iNo. 1881, 87th Cong., 2d Sess. 116 (1962))

1

t Cooperatives arc treated as essentially a zero-sum
enterprise, where funds arc collected from shareholder/members

1 (patronage income) in amounts necessary to just cover the cost of
'business done with each member. If it turns out that costs arc
less than anticipated, Subchapter T recognizes and protects the
mechanism (the patronage dividend) whereby the excess is returned
to the patron in a retroactive price reduction. In a for-profit
corporation, this income would be taxed twice, as net income of

1 the corporation and as dividend income to the - shareholder /member. .

In a cooperative, funds paid as patronage dividends are deduc-
tible in arriving at the cooperative's taxable income. To the
extent that they represent business activity of the patron (and
thus have provided deductions in arriving at the patron's taxable ,

income), patronage dividends arc taxable income to the patron.

page 3

However, this rule will not apply in the case of
patronage dividends paid with respect to purchases of
personal, living, or family items. In such cases there
is to be no inclusion in the income of the patron with
respect to the patronage oividends even though they arc
not taken into accotnt by the cooperative. This is in
accord with the concept that patronage dividends
represent price adjustments. Therefore, the patronage
dividends in these cases represent downward price
adjustments of personal, living, or family items and
should no more lead to taxable income than bargain
purchases of such items elsewhere. (S. Rcp. No. 1881,
87th Cong., 2d Sess. 116 (1962))

To the extent that a cooperative operates as other than a
zero-sum enterprise, Subchapter T treats it exactly as if it were
a for-profit corporation. If patrcnagc income is retained in
excess of costs, it produces taxablt income to the cooperative
corporation and is taxed to the cooperative at a corporate rate.
If non-patronage income is earned by the cooperative, it is
included in the cooperative's income stream as well.
Non-patronage income say be distributed to the cooperative's
shareholder/members, but the dividend is not deductible in
arriving at the cooperative's taxable income. If non-patronage
income is distributed (rather than retained by the corporation),
it is taxable to the distributcc as well (it cannot, by
definition, be a retroactive price reduction on a personal,
'living or family item).

A series of cases has confirmed the applicability of Sub-
,chaptcr T to housing cooperatives, and has spelled out the dis-
tinctions between pa.-ronage income -- income "integrally inter-
.twincd with the cooperative's functions" -- and non-patronav
'income subject to the significantly less favorable tax treatment
,I have just outlined (scc, for example, Cotter and Co. v. U.S.,
,765 F2d 1102 (D.C. Cir. 1985)). By the reasoning of these cases,
interest on reserves that arc either demonstrably linked to the
replacement and capital needs of a cooperative or demonstrably
necessary as a hedge against forsccablc operating contingencies
IMUST be treated and taxed as patronage (member-related) income.

The National Association of Housing Cooperatives asserts that
the maintenance of reserves is a vital part of the sound manage-
ment of our homes. When our reserves arc prudently invested.
they produce income. Naturally, this income is taxable. But, as
Subchapter T clearly dictates, it is patronage income, taxable
ONLY as part of our adjustcd' gross income along with the monthly
.maintenance charges paid by our members.

26O
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STATEMENT OF TERRY LEWIS page 4

Reasonable reserves and the income that they produce are
inextricably intertwined with the functioning of the cooperative.
In fact, the Tax Court has held that the portion of monthly

'maintenance charges deposited into lender-held replacement
reserves is a monthly contribution to capital by the sharehol-
der/members, and is not to be included in the adjusted gross
income of the housing cooperative (Park Place, Inc. v. Commis-
sioner, 57 TC 767 (1972)). Yet, recently, as I have said. the
Internal Revenue Service has attemp . to treat these reserves
and the interest their prudent investment creates as if they were
independent business enterprises, totally unrelated to the
business of the cooperatives whose contin"ance they insure.

There is patent unfairness in taxing these reserves as if
they were a separate business, unrelated to the cooperative. A
single family homeowner who is prudent enough to provide for such
needs by setting up a separate savings account does not have to
segregate this interest from all other income. That homeowner
adds up all income, subtracts all deductions, and pays the taxes
on the balance. In a cooperative, homeowners are being treated
differently. The owner of a single family home currently pays a
maximum of 28% tax on income. Cooperative homeowners can
currently be taxed at a rate as high as 35% if interest income on
coop reserves is separately taxed.

Likewise, in a for-profit corporation, the interest income
generated by the investment of capital contributions or retained
earnings is not segregated from tie other business dealings of
the corporation. There is no justification for treating a
cooperative more onerously than either a single-family homeowneror a for-profit corporation.

If the Treasury Department is successful in its attempts to
tax cooperatives in this manner, the results will be
devastating. Cooperatives with reserves already inadequate to
meet their physical and operational needs will find their
resources further depleted. It will become impossible to make
needed repairs. Income will be insufficient to meet operating
costs if, for example, vacancies exceed projections or if
unanticipated increases in property taxes or insurance or fuelcosts occur. Delinquencies will surely occur, and a viable form
of affordable home ownership will be most detrimentally
affected. We must then f,rsee a reversal of all of the positive
ripple effects that cooperative housing typically produces -- the
pride of ownership that leads to stability and improvement of
neighborhoods, all of this will doubtless be reversed.

SECTION 277

The justification advanced by I.R.S. in its attempts to tax
my members' reserves as separate businesses is its claim that
Section 277 of the Internal Revenue Code applies to housing (and
other) cooperatives. NAHC is satisfied that it does not.
Section 277 was enacted in 1969 to apply to non-exempt social

(clubs and membership organizations "operated to furnish goods or
services to members." It requires that member income and
'expenses be separated from non-member income and expenses, taxing

,!each separately. Section 277 speaks quite specifically to
membership organizations such as country clubs, burial societies
for mutual insurance societies, not to cooperatives.

1 Cooperatives are neither social clubs nor "membership
organizations" as that term is usually understood. They are
corporations formed to own and operate the assets their share-
holder/members use.

Housing cooperatives do not provide "goods or services". The 'term cf art used in the Internal 7.evenue Code to refer to real ;sroperty is "facilities". The lack of any reference to
,''facilities" in Section 277 can only mean that that section was
1NOT intended to apply to housing "corporations operating on a

261
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ISTATEMENT OF TERRY LEWIS page 5

,cooperative basis", which are comprehensively treated under
'Subchapter T of the Code.

1:NO INFERENCE AS TO THE APPLICABILITY OF SECTION 277

Section 6 of H.R. 3663 makes direct reference to Section 277.
;NAHC requests that this reference be deleted and that a
4 'no-inference clause" be inserted, allowing us the opportunity at
!some future time to seek judicial clarification that Section 277
l!of the Internal Revenue Code does not apply to cooperatives.

%TAX TREATMENT OF REASONABLE R,SERVES

Even if Section 277 is determined, at some future time, to
,apply to "corporations d ng business on a cooperative basis" and
ithe specific sub-group of those corporations which NAHC
i,represents -- housing cooperatives defined as such.by Section 216
of the Internal Revenue Code -- it does not follow that the test
for non-member income under Section 277 differs in any respect
from the test for patronage income under Subchapter T. As income

ilwhich is "integrally intertwined with the cooperative's
functions", interest on reasonable reserves should, in all

lifairness be tr^ated as MEMBER income.

4 NAHC supports the idea of protecting cooperatives from
;iespecially onerous taxation in order to preserve them as provi-
,ders of affordable housing. Many of our members would fall within
the protected group as currently defined in the pill. But we are
'firmly united in our plea that H.R. 3663 be broadened to ddress
the needs of ALL housing cooperatives, presening affordable
housing by defending us all from patently inequitable taxation.
We ask your confirmation that interest on reserves that are
.demonstrably linked to the physical and operational requirements
of a housing cooperative be treated as part and parcel of the
cooperative enterprise.

TAX TREATMENT OF SUBSIDIES AND GRANTS

Similarly, Congress should make clear that the government
subsidies and grants that make cooperative housing available to

, low and moderate income families is as "integrally intertwined
twith the operation of the corporatior," as the maintenance charges
paid directly by the cooperators. Traditionally, funds obtained

,through Section 8 and its predecessor programs were treated in
this way. We wish to insure a continuation of this treatment,

Ileven if the subsidies come from non-federal sources.

A similar situation exists with respect to phantom arbitrage
income produced and designed into the operation of certain state

raided and financed cooperatives.

!!TAX TREATMENT OF INSURANCE PROCEEDS

At present the I.R.S. requires that insurance proceeds be
reinvested in like property within a given time frame. Circum-

stances exist where housing cooperatives have been unable to meet
I; this time requirement even though the funds will ultimately be
I. used as intended. NAHC would like to see these funds treated as
,contributions to capital even when business exigencies prevent
their immediate reinvestment. So long as these funds are irrevo-

hcably earmarked for capital improvements or replacements (by
being prudently placed in a restricted reserve, for example), the

,purpose behind the arbitrary time limit will be well served.

Ii80/20 THRESHOLD

q Section 216 of the-Code sets stringent requirements before a
housing cooperative can pass on to its shareholder/members tax

',deductions for mortgage interest and real property taxes paid by
the corporation. Failure to meet these requirements means the

n402



256

rATEKENT OF TERRY LEWIS page 6

loss of this pass through to shareholders: in addition, outgoing
members lose the opportunity to "roll over" their equity into
another home without tax implications.

The 80/20 rule of Section 216 reqUires that 80% of the income
,

of a cooperative housing corporation come from member sources.
1

Seition 5 of H.R. 3663 would waive this requirement totally in 1

the case of limited equity housing cooperatives.

NAHC would prefer to see the 80/20 rule replaced by a
"principal purpose_test" applicable to ALL housing cooperatives.
If the principal purpose of the cooperative is in fact to provide
housing to its members, then it should qualify under Section
216. The present 80/20 standard is arbitrary and excessive.
Principal purpose is, aftei all, the test generally applied by
the Code to insure the bona fides of a taxable entity. If a more
stringent standard is felt to be necessary, should housing
cooperatives be forced to meet a higher threshold than the 60/40
standard applied to condominium assocf.tions by Section 5287

I

Everybody stands to benefit from a principal purpose
criterion. Since non-member income is taxable income, under
either Section 277 or Subchapter T, increasing the threshold of
non=Member income will remove present limits on rent that
cooperatives may charge their commercial tenants. Taxes would
increase accordingly. This revenue would more than offset any
revenue loss that might be perceived to occur through clarifying
the tax status of interest income on reserves.

COMMERCIAL-INCOME OF LIMITED EQUITY COOPERATIVES

If Congress wishes to provide a special incentive to
cooperatives which remain affordable by limiting the resale price
of their memberships or shares, an important incentive can be
provided through the tax treatment of commercial income. In New
York, for example, mutual redevelopment cooperatives and those
subsidized under the Mitchell-Lama program were purposely set up
with commercial space to both provide a new location for bus-
inesses displaced by redevelopment and generate revenue to reduce
the amount of subsidy that would be necessary to keep their
housing affordable by low and moderate income families.

Limited equity cooperatives alone could be allowed to use
commercial income to reduce r-_7-ber charges without adverse tax
consequences (in much the sa ray exempt farmer cooperatives
receive special benefits und, Sv'ochapter T). This should apply
to newly created limited equity cooperatives as well as to
existing ones.

DEFINITION OF LIMITED EQUITY HOUSING COOPERATIVE

H.R. 3663 refers to clauses (i) and (ii) of Section 143(k)-
(9)(D) of the Cocdy to define the term "limited equity cooper-
ative". There are some circumstances where a bona fide limited
equity coop may not precisely meet this standard. NAHC would
like the language changed to include these cooperatives.

I thank you for the opportunity to share with you the views
I

of the National Association_of Housing Cooperatives. We
appreciate the support and attention provided by this
Subcommittee and its Chairman in addressing the critical needs of
housing cooperatives so tha- they may remain an affordable source
of owner occupied housing.
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COMMITTEE ON WAYS AND MEANS
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March 10. 1988

We wish to further clarify and expand our suggestion
regarding insurance proceeds discussed in our previously
submitted written testimony. The suggestion deals with insurance
proceeds received on account of the destruction of assets

integrally related to providing housing by the housing
cooperative )e.g. insurance prcceeds received on account of the
destruction of a boiler used to provide the cooperative with
heat).

Our suggestion .s that to the extent that such insurance
proceeds are not considered ,ontributions to capital and are
included in income pursuant to other provisi.Ins of the Code such
income should be classified as patronage/membership income.

There are two reasons for .our suggestion. First, the gain
realized upon the receipt of such insurance proceeds would be
determined with reference to the adjusted basis of the asset that
was destroyed. The adjustments to basis would have been
depreciation deductions which would themselves have been treated
as a patronage/membership expense. It would be both illogical
and unconscionable to change the characterization cf the assets
and their proceeds in midstream. Here again the underlying
concept is the use of the integrally intertwined test applied
under Subchapter T to determine appropriate tax treatment. Cases

under Subchapter-T have held that gain frcm the despcsition of
assests integrally related to a cooperative's normal activities
are to be considered patronage :membership) income. See e.g. at...

LOUIS Bank for Cooperatives v. United States 80-2 USTC. par.
9509; Astoria Plywood v. United States 1979-1 USTC par. 9197
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Chairman RANGEL. Mr. Rozet, chairman of the board, AssociatedFinancial Corp.

STATEMENT OF A. BRUCE ROZET, CHAIRMAN OF THE BOARD,
ASSOCIATED FINANCIAL CORP.

Mr. Rom% Thank you; Mr. Chairman.
I am Bruce Rozet, chairman of Associated Financial Corporation.Our organization currently has over _50,000 low income housing-units, most tif which -ire under the HUD 236 and 221(dX3) pro-grams. These units are located in over 35 States, and they primari-ly serve low income families. Many of these properties are ap-proaching the 20-year point when the mortgages are eligible forLikepayment.

'Our organization, perhaps uniquely, has been dedicated for manyyears to the concept of preservation. We started in this processback in 1975 when a HUD-formed task force funded by HUD, withPUSH in Chicago, focused on the problem of low income housing
projects sponsored by church groups and community nonprofitsthat were deteriorating and going into foreclosure.

As a result of the reports of that task force, HUD enacted a non-profit conversion program which utilized the Tax Code to bring inprivate investment to save literally thousands of nonprofit housingunits from being lost to the housing stock. We participated in thatprogram, and I believe that program saved the FHA insurance
fund hundreds of millions of, dollars.

During the Carter administration, Congress enacted a flex subsi-dy program designed to preserve existing housing. We worked with-the administration at that time to make that program sensitive tothe needs of low income housing projects, and we assisted in modi-fying the program to bring in private capital to supplement theflex subsidy funds available from the Government. As a result ofthat program and the Tax Code, thousands of additional units oflow income housing were preserved and kept for low income fami-lies. More recently, the Government has begun to receive repay-ment of some of those flex subsidy loan funds.
In 1987, we assisted in preserving 3,000 units of low income hous-

ing by utilization of the recently enacted tax credit. Without thetax credit program, many of those units would have been converted
to either condominiums, market rate limning, o: been lost through
deterioration.

The problem of preservation is not solely the problem of prepay-ment of HUD mortgages. It is equally and perhaps more the prob-lem of deteriorating housing. When we lose a housing unit through
deterioration, that is a lost housing unit. If we lose it because the
rents rise above the level of affordability of the tenants, it is a losthousing unit.

We just heard testimony in New York that 3,000 housing unitswere lost under the Mitchell-Lama program in i.;87. It would cost
over $300 million to replace these units. It is our contention that
preservation increases the stock of low income housing units, andit is sheer fiscal folly to build new housing while we are losingex-isting affordable housing at the same time. That principle has ap-peared in every form of housing legislation from the days of Sena-
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for Taft. Yet we have not followed that principle to place preserva-
tion ahead of new conversion.

In a period of scarce resources, it is our position that the low
income housing tax credits, as well as any other forms of limited
resources, should be highly targeted to first preserving what we
have before we start on a- course of building new housing at the
cost of $100,000 or $125,000 a unit.

When we are losing- housing, we are decreasing the stock of low
income housing. When drugs run rampant in subsidized housing
projects, it is losing housing. When owners do not have money to
throw out the drug traffic in the District of Columbia, we are going
to lose housing in the District of Columbia.

Therefore, the problem we face is preservation, and we see that
as the main problem. The provisions in H.R. 3663, I think, would
go a long way to helping in this cause. The housing and tax legisla-
tion of 1968 and 1969, was probably the last time Congress passed a
coordinated housing and tax program. Part of that program includ-
ed a tax provision known as the 1039 provision. It anticipated this
20-year prepayment problem we are facing today. Section 1039 pro-
vides that owners are permitted to sell their units to the tenants as
co-ops or to a tenant formed non-profit, and they would pay no tax
if they reinvested the proceeds of that sale in another low income
housing project.

The reinvestment portion of section 1039 is no longer available
as an option, but we do not see any reason why we should not
follow through with what Congress 'intended in 1968 and 1969. The
provisions of 3663, section 4, are essentially that solution. It allows
existing owners to transfer the ownership of their property to
tenant co-ops, to community nonprofit corporations, or perhaps to
the State housing finance agencies without tax liability.

Since 1972 I have been directly involved in raising approximately
a half a billion dollars of equity capital for low income housing
from New York to California. I believe that if investors were given
the option to have their projects transferred to State housing agen-
cies or community non-profits, that an estimated half of the stock
of 236's and 221(dX3)'s projects would avail themselves of that
option.

I do not see how this preservation option can result in a loss of
revenue to the Government during the next 5 years. The owners
will not sell those properties unless they can raise the rent to
market levels and displace the tenants. This would eventually cost
the Government significant amounts to provide alternative housing
for displaced tenants. Transferring the properties to other owners
such as State agencies, who would then be in a better position to
retain them as low-income housing, would not cost the Government
money. Investors would avail themselves of that opportunity, par-
ticularly if there is a sunset clause in this legislation.

Any owner not approaching the 20-year points for, say, 5 to 6
years who is given the opportunity in the next 2 or 3 years to make
that choice, would be hard pressed not to elect the option to trans-
fer ownership. It is that transfer of ownership that H.R. 3663 ac-
complishes, and I believe accomplishes very well for the benefit of
public policy at very little cost.
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I would like to comment very briefly on the tax credit programas it affects preservation. It requires approximately $4 of tax creditto build a new housing unit versus $1 of tax credit to preservewhat already exists. And that is not counting additional forms ofsubsidy necessary to build new units. We, therefore, think the taxcredit should be modified more for preserTation purposes ratherthan for new construction purposes. With lin_ led resources, we will
get, F.18 the Treasury said yesterday, more "bang for the buck," pre-serving horsing than we will trying to build new housing.

I have encompassed many of these recommendations is thisreport which I have submitted for the record. Thank you, Mr.Chairman.
Chairman RANGEL. Thank you
[The 3tatement of Mr. Rozet follows:]

2C
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STATEMENT OF A. BRUCE ROZET, CHAIRMAN OF THE BOARD, ASSOCIATED
FINANCIAL CORPORATION

Mr. Chairman, Members of the Committee. My name is Bruce
Rozet. I am the Chairmar of the Board and C.E.O. of Associated
Financial Corporation. Tnank you for inviting me to address the
problems of maintaining the stock of governmentally assisted low
income housing and to discuss the role which the tax code should
play in preserving that housing.

PAST PRESERVATION PROGRAMS RELIED 0 Ili THE TAX coDZ

Let me, first, qualify my testimony by briefly describing
the role my organization has played in relation to low income
housing. For ovax fifteen years, we have attracted private
capital to meet the needs of government assisted housing. From
1971-1975 we specialized in providing private equity capital for
the development and rehabilitation of inner city housing - from
the South Bronx and Harlem in New York to Watts and the
Tenderloin in California. From 1975 until the present we have
specialized in providing private capital to preserve existing
housing on a nationwide basis. In 1975, I served on a HUD
appointed si.ecial task force with Reverend Jesse Jackson to
develop methods for obtaining private capital to assist existing
non-profit housing projects that were deteriorating and facing
foreclosure. We created the non-profit conversion program which
saved thousands of low income housing units from foreclosure by
providing millions of dollars of private capital for
rehabilitation and debt service. In the process, the FHA
insurance fund saved hundreds of millions of dollars.

Provisions in the tax code combined with Congressional
housing policy made this preservation effort possible.
Concurrent with this effort, we recommended the modifying of
regulations governing the Flexible Subsidy program to attract
matching private capital, thereby permitting the appropriated
funds to be leveraged to preserve more housing units. The tax
code was vital to this process. In the late seventies' we
assisted HUD in the expansion, redefinition and streamlining of
the HUD's Transfer of Physical Assets program, thereby attracting
millions of dollars of new private capital to preserve thousands
of additional low income housing units, restoring them to safe
and sound physical and financial condition. Again, the tax code
was a vital ingredient. In 1987, through the use of the newly
created Low Income Housing Tax Credit program, we were able to
provide millions of dollars to assist in the preservation of over
3,000 low income housing units. Without the tax credit, much of
this housing would have been lost due to deterioration or
conversion to market use. The tax code was, and will continue t'w
be critical to this housing preservation.

Since 1975, we have been one of the few private groups in
the country totally concerned with the preservation of existing
governmentally assisted low income housing. Today, we have the
responsibility for overseeing approximately 350 housing projects
consisting of 50,000 residential units in more that 35 states.

Our experience of the past fifteen years convinces us that
the preservation of existing low income housing should be the
cornerstone of National Housing Policy, and that the tax code
elements that support that Policy must be heavily oriented to
preservation efforts. Good housing policy must be supported by
good tax policy.

The tax code has been a major factor in the development of
most of the existing inventory of governmentally assisted housing
for the past twenty years. Congress coordinated Housing and Tax
Policy in legislation passed i ;1 1968 and 1969 to stimulate the
construction of the current housing stock. In 1968, the Congress
and the Administration agreed on a national housing policy to
significantly increase the supply of new and rehabilitated low
and moderate income housing, and enacted the enabling which has
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been the basis of all housing policy for the past twenty years.
The '68/'69 legislation was the last r..jor effort at
comprehensive, coordinated tax and housing legislation.

The role that the tax code should play in housing policy can
only be assessed by first defining housing objectives and then
evaluating the effectiveness of various methods of meeting the
objectives - -be it loans, grants, subsidies and/or-tax
incentives. The existing housing stock, however, is inextricably
tied-into the tax code and any prograw aimed at the preservation
of that housing must rely, in part, on modifications in tax lawto be effective.

THE IMPORTANCE Qk MODIFICATION a "HZ 1039 PROVISIONS

QE IKE TAX CODE 112 pp0P0SnD H=E:. 103

Most existing governmentally assisted housing is owned by
private investors. They derive little or no current economic
benefit from ownership of this property. Most of their ongoing
tax benefits were legislatively cut short by the 1986 Tax Act,
and cash flow from operations is insignificant. However, these
owners have an overhanging tax liability based on the tax
benefits they have enjoyed in the past. They would have to sell
the property for approximately two and a half times their
original investment just to recover their original investment and
pay the tax due on the sale.

Present owners are therefore confronted with two options.
Retain the property without investing additional capital and hope
the property will not deteriorate, or upgrade the property, raise
the rents eventually to full market and/or convert to
condominiums. In either case, the tenants, local communities and
the Federal Government are the losers. Low income housing
resources will be lost and the burden shifted to the Federal
Government to replace the lost housing at four to five times thecost of the existing stock.

In fact, during the last ten years, the country has lost
such more low an moderate income housing through deterioration
and marketizing than we have built. Preservation policies and
incentives must therefore serve both to arrest the deterioration
of existing housing as well as to discourage rental increases to
full market level, or conversion to market housing. A succegsful
preservation program will not only prevent wide spread
displacement of low an moderate income tenants, but will reqult
in an increase in the supply of affordable housing.

owners, however, must be given adequate economic incentives
to preserve housing for continued low income use. The incentives
must be designed to encourage owners to either 1) raped:: and
rehabilitate their properties and commit them for continued use
as originally determined under the applicable government assisted
programs, or 2) transfer the ownership of the properties to new
owners who will agree to their preservation, or 3) convert to
tenant ownership.

H.R. 3663 is a soundly conceived first step in modifying
provisions of the tax code to meet preservation objectives.
Section 4 "Exclusion of Gain from Disposition of Use Restricted
Qualified Low-Income Housing Project" is an extension and
modification of the intent of Congress in the '68/'69 housing and
tax legislation.

The original legislation that created the incentives to
attract private capital to build this housing anticipated the
problem of early prepc.:eaent. That legislation created an exit
program for some of the ow..:"s through Section 1039, whereby the
owners could convey the property to a suitable non-profit or .pa
tenant group and reinvest the proceeds in another project,
thereby allowing the basis in the old property to carry over to
the'new. Unfortunately, such reinvestment opportunities are
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virtually extinct so that option has become of questionable
value.

Reestablishing this incentive is one method for preserving
some of the low income housing stock that might otherwise,ba lest
in the next five to seven years. H.R. 3663 will provide a
positive incentive to existing owners of low income housing
projects to opt for selling them to new entities committed to
their maintenance as affordable housing.

4
From the point of view of many passive owners, of HUD

properties, the uncertainty of the overhangingitax liability is
cause enough to accept an opportunity to sell thelproperty to a
new entity substantially below market value - often for the mere
assumption of the debt. The very passive, uninvolved position of
most investors will move them to accept a know result and the
elimination of pending future liability versus the uncertain
result of being able to marketize their property to sell at a
profit.

It is reasonable to assume that almost half of the HUD
projects owned by limited partnerships would accept this options,
particularly if the legislation carried a "sunset" provision of
three years from date of enactment. Project owners who have five
or mc-e years remaining on their low income use restrictions
would be sorely pressed to act now versus waiting for five or
more years to determine market conditions favorable for
increasing rents and refinancing with relatively insignificant
current tax benefits. A significant segment of the HUD stock
would move to new owning entities of the type envisioned ion H.R.
3663.

There should be no reduction in current tax revenue to the
government, particularly in the next five years. Under present
conditions existing owners of qualified projects will not sell
their properties and incur a tax liability. They will retain
ownership of the properties and either allow them to deteriorate,
or attempt to raise rents in anticipation of conversion to market
rents or condominiums. In either case, the government will
receive no additional revenue, but could lose as many as 500,000
low income units from the national housing stock over the next
ten years. The cost of replacing these units or otherwise
subsidizing the affected families could eventually cost the
government $25 billion.

In fact, it could be suggested that the Treasury would gain
revenue in the near term five year period since owners exercising
the option of a revised Section 1039 sale would be foregoing
additional passive losses which might be offsetting some of their
passive income or accruing unused passive income to eventually
offset the taxable effect of a future more proixi:able sale. This
proposed legislation should clearly have no negative budget
effect.

The proposed legislation recognizes several type of
prospective qualified purchasers, each meeting certain prescribed
circumstances which might prevail in the housing inventory as a
whole. The overriding consideration must be a clear binding
obligation to maintain the property for defined levels of low
income housing use. A secondary qualifying element for effecting
this type of transaction is movement in the direction of
achieving ownership of the property by the tenants themselves.
This objective was apparent as national housing policy in the
1969 legislation, but is even more valid today. If, through a
new defined national housing policy, we can enact the necessary
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enabling legislation to bring about large scale ownership of
housing by the tenants - with clear enforceable requirements for
continued maintenance of the housing at affordable levels, we
will have completed the logical social and economic cycle of
placing control of the housing directly in the hands of those
with the largest interest in its preservation.

However, the direct step to tenant ownership may not be
realizable today. Existing tenants, for the most part, are not
organized and trained to assume the burdens of ownership. 'Many
of the properties are older and need capital infusions for
maintenance and upgrading. Suitable financing mechanisms and
enabling cooperative legislation, both local and national, need
study and revision. By qualifying prospective buyers as private
partnerships willing to provide -the capital and management
resources and/or community non-profit housing corporations with
resources to meet property and tenant needs,,a transitional
condition if created whereby we can facilitate the movement of
property from the ownership by existing investors who are not
committed to preservation for low income use, to new ownership
with a clear mandate and obligation to preserve the property as
affordable housing. The new resources provided by these new,
qualified owning entities will further assure property
preservation and move in the direction of tenant control.

COMBINED FINANCING AHD= iNCENTIVE TOOLS

EB PRESERVING ENDANGERED PROJECTS

Certainly, all owners will not elect to take advantage of a
modified Section.1039 provision. This will be particularly true
of owners of property very favorably located in high median
income areas where the prospect of eliminating the low income
tenant restrictions and bringing the properties to market rents
or converting to condominiums or cooperatives is a very real and
present prospect. It may not be possible to intercept all of
these flights from the inventory, but we might achieve an
effective compromise in at least many of these serious and
volatile situations.

The 1987 Housing Act recognizes the importance of low income
housing preservation and in particular the threat of prepayment
of projects reaching their twentieth anniversary. Among other
tools provided in that legislation is a modified form of insured
second mortgage financing designed to enable owners to borrow
funds for rehabilitation and recover a portion of their equity in
return for - committing to retain the property as lovr and moderate
income housing. This 2inancing program is ideally suited for
properties that could be sold or marketed conventionally because
of location and ripecial market conditions. This financing
program could be significantly enhanced if it were administered
by the State Housing Finance Agencies in conjunction with the use
of tax free bonds. The resultant FHA insured financing would
reduce the interest rate on the mortgage, reducing rents and
risks and providing for closer local involvement and monitoring.
The limited use of tax free financing by State Agencies for
preservation purposes would be consistent with the administ,:ation
of the tax credit program and would bring additional resources to
the preservation efforts.

Most of these agencies are presently less active in
financing new construction. By directing their attention to
preservation, they could become an important and efficient source
of assistance in increasing their state's supply of low income
housing. By permitting states to issues tax free bonds outside
of the volume cap and exempt from alternative minimum tax,
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a most valuable financing tool would be available for housing
preservation. Combining State Housing Finance Agency capability
and the limited use of tax free bonds for preservation purposes
would facilitate rehabilitation, transfer of ownership to local
non-profit groups and conversion to tenant ownership. The
limited amounts of such financing would keep the revenue costs
small, and would substantially increase preservation results.

COMPARING iflE RESULTS QE ,SELLING AT MARKET VALUE

VERSUS UTILIZING PROPOSED INCENTIVES,TQ

PRESERVE Lgy ;Ems HOUSING

To illustrate the effect of various incentives and options,
I have taken a specific, real project facing the prospect of
mortgage prepayment within one year. The project consists of 200
units and is located in an affluent middle class community. The
local government has recognized the importance of retaining this
property as affordable low to moderate income housing for the
community. The property currently has $2,000,000 221 D-3
mortgage and was built in 1969.

Option 1, The owners have had offers to sell the property
for $10,000,100 to a buyer who intends paying off the HUD
mortgage, improvizy the property and eventually converting to
condominiums.

This option would net the ^resent owners approximately
$5,400,000 after payment of the HUD mortgage and their tax
obligations.

option 2_,. The owners might obtain an FHA 241 second
mortgage consistent with the recent revisions in the 1987 Housing
Act. This loan could be financed by the sale of tax free bonds
with interest at Bt. The existing HUD mortgage and its
regulatory agreement would remain intact. From the loan
proceeds, $1,000,000 is allocated to repairs and rehabilitation
and $500,000 is retained as a working capital reserve. Rents are
increased Alnually to cover increased debt service but never
could exceed 80% of area median income with tenants paying a
maximum of 30 of their income in rent. The property is
committed to this occupancy status for twenty years.

The owners net approximately $5,250,000 under this option.

Option 2, The owners convert the property to a tenant owned
Cooperative. The price is established based on tenant/buyer
income averaging 70% of median income for the area with monthly
costs to the tenants not to exceed 30% of their income. The HUD
mortgage is assumed by the Cooperative and new secondary
financing resulting from tax free bond sale proceeds io used to
provide payments to sellers as well as $2,000,000 for repairs,
upgrading and working capital.

Assuming the owners paid taxes only on the cash received and
were not taxed on their negative capital account pursuant to H.R.
3663, the owners would net approximately $5,000,000 after tax.

In summary, comparing the three options and recognizing that
this property is a prime example of one whose market value has
risen dramatically, it is clear that the owners could readily be
persuaded to adopt Options 2 or 3, which would servo to retain
the property as low cost housing, as an equally viable
alternative to marketizing.

LQN INCOME TAX CREDIT MODIFICATION 12

RINANCE PRESERVATION OBJECTIVE

The use of the new low income housing tax credit is a
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valuable tool for long term housing preservation, but some
important changes in orientation are needed. The tax credit, as
embodied in the 1986 legislation, r wr!Jes higher tax credit for
certain categories of new construct. and penalizes acquisition
of existing housing and housing financed with certain tax
advantaged or government assisted financing. If preservation is
truly accepted as a national housing objective, then come
provisions of the tax credit program should be revisal. After
one year of operation, it is apparent that the tax credit is
difficult to use for new construction without large amounts of
other forms of subsidies or grants, thereby substantially
increasing the cost to the goverment. In most cases, it
requires almost four times as such tax credit to produce one
conventionally financed new housing unit as it required to
preserve and moderately rehabilitate one existing unit. In
effect, we can preserve almost four times the number of units of
housing if we direct the tax credit to preservation.

A number of important modification of the tax credit law
could significantly enhance the preservation effort.

1) Increase the tax credit that can De taken on existing
units from 4% to 6%. This will increase the ability of new
buying entities to acquire some of the better properties for
preservation and/or make it possible to expend more on physical
improvements. This higher tax credit could be coupled with a
requirement that tr.: wiect be maintained as low income for the
balance of the life of the moitzave or a minimum of twenty years
(rather than the fifteen years regu.!red under the 1986
legislation).

2) Change the unit hj unit test for :anent, at 60% of
median income to a threshold test of 60% of tt.i tenants at 60% of
median to qualify all of the units in the prolkNo: as eligible for
tax credits. This mod:Vcation will have a number -If benefits
for preservation efforts. First, many of the existing projects
that should be preserved have tenant income units over a ?.troader
income range - perhaps 40% - 90% of area median incomes.
Secondly, a broader income range makes the total project more
economically viable by permitting rents to be set on a variable
schedule so that all tenants pay only 30% of their income in
rent. Third, requiring all units to be occupied by tenants at
60% of median to qualify for tax credit will cause displacement
of tenants at 60% - 90% of median income levels and in effect
return us to repeating one of the mistakes of the past -
concentrating all of the low income families in the same
projects. This works against sound preservation concepts which
is enhanced by greater economic integration.

3' waive the ten year requirement for low income"tax
credit if it is determined that it will serve preservation
objectives. Sec. 3 of H.R. 3663 provides for this waiver but it
should be coupled with a commitment for longer term low income
use - the balance of the mortgage or a minimum of twenty years.
This commitment should take the form of a legally binding
regulatory agreement, not merely a recapture of tax benefits pluspenalty.

4) Permit a waiver of any recapture of tax credit benefits
for owners who cause the property to be converted to tenant
ownership under an appropriate government approved conversion
plan assuring its continued low to moderate income status. Such
a plan should involve adequate funding by the owners prior to
conversion to assist the tenants in the formation of a suitable
type of cooperative owning entity, training of the tenants in
responsibilities nd obligations of ownership, and sufficient
working capital to meet initial needs of the new tenant owners.

5) Over the next several years a number of low income
projects will require new capital for repairs and rehabilitation
to permit the projects to continue to meet low income housing .pa
needs. Existing investors may bd unwilling or unable to
contribute the necessary capital. Their only options would be to
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sell the property to new owners requiring extensive utilization
of tax credits to justify the purchase by a buyer or allow the
property to deteriorate and be lost from the housing stock.

A modification to the 1986 Tax Act should be made permitting
the partnership to admit new investors who wi'l supply the
capital needed for rehabilitation, and who, in turn, will be
allocated all of the tax credits applicable to the rehabilitatit.
expenditures. In effect, the existing partnership continues to
own the property, the newly admitted investors provide the needed
capital and receive the attendant tax credit benefit, and the
property is rehabilitated at at lesser total tax credit cost to
the government that if it had to be sold to new owners (who would
be entitled to additional tax credits on the building
acquisition).

Section 42 provides no guidance as to whether the low income
housing credit may be specially allocated to those partners who
funded the expenditures giving rise to the credit. Under the
section 704(b) regulations, it appears that the credit must be
allocated on a basis consistent with the allocation of the
partnership's depreciation deductions. Regulations should permit
a partnership, at its election, to allocate credits on a basis
that is reasonably related to the funding of the expenditures
which gave rise to the credit.

CONCLUSIOH

In conclusion, our ability to preserve our existing
governmentally assisted housing stock will be critically impaired
unless Congress provides a coordinated program of Housing and Tax
legislation designed to meet preservation objectives. H.R. 3663
is one excellent step in that direction. We urge consideration
of the other programs proposed to assure the nation against the
loss at this irreplaceable housing inventory.
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Chairman B :.NGEL. Thank you, Mr. Rozet.
Mr. Zigas.

STATEMENT OF BARRY ZIGAS, PRESIDENT, NATIONAL LOW
INCOME HOUSING COALITION

Mr. ZIGAS. Mr. Chairman, thank you Very ifilich for the opportu-
nity to testify today. I appreciate the interest you and the full com-
mittee have shown in the progress of the tax credit and the use of
tax policy for preserving existing housing.

My name is. Berry Zigas. I'm president of the National Low
Income Housing Coalition, a national nonprofit organization based
here in Washington, representing the interests of low-income hous-
ing.consumers and nonprofit developers and owners of housing.

I'd like to cover briefly three points that are more extensively
discussed in my written statement.

First, the extent of the low-income housing crisis which leads us
to have legislation to try to address these needs.

Second, some specific comments on H.R. 3663; and, finally, some
comments on the need for continuing refinement and development
of the low-income housing tax credit passed here in 1986.

First, I think it's important `o emphasize over an over again
how fundamental a crisis lcw-income people face in finding and
maintaining affordable housing.

In 1983, the Census Bureau estimated there were 8.5 million
renter hoirseholds whose incomes were below $7,000 a year, over
half of whom paid more than half their income for rent.

Since 1974, according to new figures developed by the Joint
Center for Housing at Harvard, real rents in assisted housing and
regular housing, using 1986 dollars rose by 14 percent, while in-
comes among single female-headed households, for instance, de-
clined by 35 percent.

These same declines, particularly among lower income house-
holds are evident across the board. The result of these trends is a
terrible crunch between poor people's ability to pay for housing
and tire actual cost of housing in the marketplace. And this prob-
lem is likely to be exacerbated if Congress does not act to prevent
the potential loss of thousands of units of currently HUD assisted
housing that is owned in the private sector.

My testimony reviews some of the figures that have been provid-
ed by GAO and CBO. I think it's important simply to point out
that the Congressional Budget Office has estimated that over
800,000 units of currently assisted housing will become eligible to
prepay their mortgaged, as Mr. Rozet and other witnesses have ex-
plained. And if they choose to do so, it will be in order to change
the use of the property and will lead to the displacement of low
and moderate income people.

If we're concerned about the homeless crisis we face today, I
would 'suggest that failu:e to act to prevent this displacement will
only lead to a much more acute homeless crisis in those jurisdic-
tions least able to proyide alternative housing.

Specifically are izy concerns relating to H.R. 3663. I commend
you and Mr. Frank for introducing this legislation for moving for-



269

ward an agenda to use the code to try to preserve the existing
supply of housing.

I have a few specific concerns I would like to share with you.
First, I agree with the testimony from the GAO this morning. I

believe the proposed characteristics which would identify so-called
qualified low-income properties are far too broad. If my interpreta-
tion of the requirements is correct, the committee must act to
target these subsidies much more tightly.

Requiring simply that 20 percent of the tenants, is actually the
way the legislation reads, be subject to some -form of rent restric-
tion or income restriction, really allows an enormous amount of po-
tential abuse in the use of this measure. And I would urge this
committee to focus this measure on property which predominantly
serves low and moderate income people.

Also, just a technical matter, when you refer to 20 percklit of the
tenants as opposed to 20 percent of the units, it leaves some ques-
tion as to exactly what the intent is. But whatever the unit you use
only requiring20 percent to be restricted in some undefined way is
entirely too little direction.

I believe the law should include, an absolute preference for trans-
fers to nonprofits and tenant organizations, for them not simply to
be treated as an equal with a for-profit entities which choose to buy
the property. But that-there would have to be an effort made, first
and foremost, to transfer these properties into the ncnprofit or
public sectors so that we don't come back here in another 15 years
and have the same discussion about what to do the next time the
owners are faced with an opportunity to prepay.

There are some other specific recommendationsI don't want to
exceed my time herethat are outlined specifically in my testimo-
ny.

One final thing I would highlight is the legislation that you've
proposed focuses entirely on incentives to owners, to induce certain
kinds of behavior. And the same is true of title II of the Hous-
ing Act, which also addressed this issue.

I would urge this committee to seriously consider the need to
enact certain disincentives for 'ut of low-income use as well.
One possible way to do this would be to impose some form of a
windfall profit tax on owners who do not choose to take advantage
of incentives but, instead, sell their properties out froi, under the
assisted inventory. This would serve two purposes, one of which
would be to discourage owners from taking this step by discounting
the ultimate value to them of the property ()lice it's sold.

The second is that it would provide HO a source of revenue
with which they could continue to subsidize and improve those
housingunits which remain in the stock.

HUD has been asked repeatedly over the last 20 years in these
projxts to move forward every time owners faced problems they
could not overcome and still serve low-income people, and HUD
and Congress have generously increased subsidies to these project
where necessary.

The Government. should not just be a foul weather friend, but
where it's made these investments has a right and a responsibility,
I believe, to seek some portion of whatever benefits might accrue
for a sale out of an assisted stock.

C) ;
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Finally, a few brief comments on the low-income housing tax
credit. We are very pleased and proud that Congress enacted this
credit. We were very integrally involved with its development.

We think that the credit's history in this last year has proven
that it can be made to work, but there are several important
changes thatiaust be made in order to make-it work well.

First; we support the passage of the technical corrections which
your, committee did approve last year, and which got lost in the
last minute Reconciliation Act. We think it's very important to
pass those technical corrections as soon as possible.

Second, we believe -it's important to address the questions that
your legislation rids, - about the 10 year placed in service rule. And
this is particularly true for HUD foreclosed properties that are now
in the HIM inventory. It is our understanding that 'Treasury's in-
terpretation of the 10 year rule is not .:ring used to restart the
clock after HUD forecloses on a property,, in other words, to
cleanse it of prior transfers, and may disqualify properties- that
HUD is trying to sell out of its inventory on the basis that someone
else had placedlt in service less than 10 years' before. Now, this is
a tremendous obstacle to the transfer of these HUD properties
back into the private sector where they can continue to serve low-
income people.

We would like to urge you to consider making the tax credit -re-
fundable. One of the obstacles nonprofit organizatiuns repeatedly
raise with us is that they are reluctant to participate in the credit
because it requires them to transfer ownership interest in their
properties to for-profit investors, whose interest at the end of the
compliance period may not be the same as that of the nonprofit
sponsor.

We could eliminate this problem in a hurry by making the credit
refundable and allowing nonprofit organizations to take direct ad-
vantage of it. An alternative would be to allow the credit to be
transferrable, again to just eliminate the requirement to transfer
art ownership intered which creates these conflicts at the end of
the period by requiring ownership to be transferred.

Finally, we should, at the very minimum, provide in the legisla-
tion a means by which investors- and sponsors of these properties
can agree at ihe front end on a disposition of the property into the
nonprofit or soc'al housing sector as a condition of entering into
the agreement. This would enable investors and sponsors to agree
at the front end without having to worry at the end of 15 years
what happens to the property.

I've suggested these in 1..nat I think are a declining order of ide-
ality. for me. But any of them would help.

A fmal limitationI know I'm over my time, I'll make one more
pointthat I think it's critical that this committee address is the
current reasoning that I understand Treasury is taking with re-
spect to whether tax credit properties can be developed for use by
disabled tenants or the homeless, to take two examples of special
populations:

As you know, the conference report and the blue book discussed
the intent for tax credits to be available to the general public. And
it's our understanding that this is being used by Treasury to justify
not allowing credits to be used in properties which are designed
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specifically to provide housing for disabled people or for the home-
less, inasmuch as they're saying, well, that's not the general public.
That's clearly not the intent of the Congress. You permitted SRO
units to be. allowed. I think it's important for this committee and
the Congress to emphasize that as long as practices in renting are
nondiscriminatory and do not restrict to certain groups, that build-
ing housing for special populations is an entirely appropriate use
for the. credit as long as the populations meet the low-income re-
quirements.

Thank you for the opportunity to testify, and I'll be happy to
answer any questions you may have.

[The statement of Mr. Zigas follows:]
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STATEMENT OF BARRY ZIGAS, PRESIDENT, NATIONAL LOW INCOME
HOUSING COALI1TON

Mr. Chairman, distinguished members of the Subcommittee, my nameis Barry Zigas. I am President of the National Low Income Housing
Coalition, a national nonprofit, nonpartisan membership organization
which provides advocacy services for improved and adequate federal
assistance to end the low income housing crisis. I appreciate the
.opportunity to appear before you today to share our views on the low
income housing tax credit and on H.R. 3663, which would provide
additional tax incentives designed to assist in the preservation of
existing HUD-assisted housing.

I would like to cover several areas in my prepared remarks this
morning. First, I would like to review the facts concerning the low
income housing crisis and especially the threat of displacement and
homelessness caused by potential .prepayments by current owners of
projects with federally assisted mortgages. Second, I would like to
address- the spebifics of H.R. 3663, as requested in your invitation to
testify today, and make some suggestions for improvements which I hope
the Committee will consider. Finally, I would like to make some
observations and comments on the overall effectiveness of the low
income housing tax credit, and include brief recommendations for
changes in that program to enhance its usefulness.

THE LOW INCOME HOUSING CRISIS

Low income people face an unprecedented housing crisis. Aprincipal cause of homelessness is the severe lack of affordable
housing for low income families.

The 1983 Annual Housing Survey conducted by the Census Bureau for
HUD found that 8.4 million renter households earned less than $7,000,
or a little more than 50 percent of the renter median income of
$12,900. Over half of these households paid more than 60 percent of
their income for rent.

Among renters with incomes below $3,000 per year, the shortage of
affordable housing is even more acute. A total of 86 percent of these
2.2 million households paid more than GO percent of their income for
rent in 1983.

There are the very lowest income tenants in America. Yet they are
paying the highest rent burdens of any income group, either among
owners or renters. And since 1970, their plight has worsened.

America has experienced an unprecedented loss of affordable
housing stock during the decade of the 1970's. In 1970, there were
almost 15 million housing units affordable to a household earning
$5,000 or less a year. By 1980 this number had dwindled to less than 3
million. The number of renter households with incomes of $5,000 or
less also shrank during this period, but only to about 6 million,
leaving half as many units as families.

In the last five years, this loss of affordable housing in the
private sector has been coupled with a nearly 60 percent reduction in
federal housing assistance funds. Moreover, almost the entire focus of
federal housing assistance is now placed on subsidizing rents in
existing housing. There are virtually no funds for the production or
rehabilitation of affordable rental housing. This is the principal
reason why the tax-based incentives for production and preservation
remain so important.

The Prepayment Throt

Based on information gathered by the General Acco,.nting Office
(GAO) and the CBO, thousands of low income families are at risk of
becoming homeless because of privately owned housing disappearing from
the federally assisted inventory:

As of April, 1986, 6.664 HUD-assisted units assisted under
the Section 221(d)(3) insurance program were eligible for
prepayment of their, mortgages.
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By the end of 1987, another 3.796 units will become ripe for
unrestricted mortgage prepayments.

In 1987 alone, Section 8 rental subsidy contracts covering
76.419 housing units will expire. Owners of these units have
the right to renew their contract for an additional five
years, or to cancel their participation in the Section 8
program and rent the units at market rates without goverrunent
assistance.

Between 1985 and 1986, Section 8 rental subsidy contracts for
45,875 units expired, and owners were offered the opportunity
to either renew or opt out of the program.

In 1988, an additional 150.488 section 8 units could be lost
to the affordable housing supply if the owners do not elect
to renew.

Altogether. between 1985 and 1988. 272.782 units of
housing assisted_under the Section,8 program alone
pay be lost because of potential contract
cancellakions_bv private owners.

In contrast, the entire HUD FY88 budget will provide only 77,000
additional units of low income housing assistance. Again, nearly all
of these new subsidies will be provided for existing housing units in
for which tenants will receive either vouchers or Section 8
Certificates.

The Homelessness Threat

If these displacements take place, the tenants will have few
options. The median income of all tenants in public housing and
Section 8 units was just over $6,000 per year in 1983, according-to the
U.S. Census Bureau. This was about one-third of the national m.dian
household income in the same year.

These households are among the "privileged few" very low income
renter households by dint of their partf.apation in the federal
assistance programs. Section 8 and public housing tenants pay no more
than 30 percent of their adjusted income. Tenants in privately-owned
housing subsidized through the National Housing Act programs (Sec.
221(d)(3), Sec. 236) pay rents which are reduced to reflect the owner's
lower -interest rate, and rents in these properties are regulated by
HUD.

In the general rental market, at least half the renter families
with incomes at this level pay more than half their income for rent.

Fcr increasing numbers of families, the consequence of these dry
statistics is homelessness. Faced with intolerable rent burdens,
families increasingly find themselves "falling out" of the housing
market altogether. overcrowding among low income renters sharing
inadequate housing contributes to an even larger and largely
undocumented problem of "hidden homelessness".

Invaluable Stock

Although federal housing assistance programs haves often been
derided as failures, the fact is that they have succeeded to a
remarkable degree in providing a supply of housing which is affordable
to very low income households. More importantly,. they are
increasingly the only supply of housing which is affordable to these
households.

According to research carried out by Cushing N. Dolbeare for the
National Low Income Housing Coalition, federally assisted housing
accounts for 67 percent of all units renting for less than $100 per
month; 44 percent of all units renting between $100 and $149 per month;

2E



.

274

and 21 percent of all units renting for between $150 and $199 per
month. An affordable rent at 30 percent of gross income for a family
earning $8,000 per year is $200. For a family earning $7,000 per year,
the affordable rent is only $175 per month. There are over 8 million
renter households with incomes below $7,000 per year, and the Joint
Center for Housing at Harvard University recently estimated that there
are nearly 12 million renter households with annual incomes below
$10,000.

Federally-assisted housing thus represents a very large share of
the housing which very low income households can afford.

As noted earlier, however, hundreds of thousands of units a.
federally assisted housing which is privately owned may be lost flcm
this inventory if action is not taken quickly. Among the rol.gh-.y
600,000 units assisted under Section 236 and Section 221(d)(31, the
Congressional Budget Office estimates that nearly one-half Bill be
eligible to prepay their mortgages without prior HUD approval and
change the use of tae properties as a result.

Yet these properties provide affordable housing to low and
moderate income tenants at an average federal subsidy of- $1,185 per
year. The cost of replacing these units is nearly incalculable. Even
if the tenants are given vouchers or Section 8 Housing Certificates,
the likely cost to the federal government will rise to over $5,000 per
year, according to HUD's latest budget estimates. Moreover, in those
markets where prepayments are most likely to occur, tenants are least
likely to be able to find housing in which they can take advantbge of
income based subsidies like Section 8. The supply of housing is too
tight, and affordable units too scarce. It is this high demand for low
supply which is luring owners out of the federal assistance progr ms in
the first place.

Congress has already enacted Title II of the Housing and Community
Development Act of 1987, signed by President Reagan on February 5,
which provides direct relief to prevent the loss of these units. This
new title prevents owners from prepaying their mortgages without prior
HUD approval. It authorizes HUD to offer owners new incentives to
increase their returns from existing subsidized properties in return
for owners' agreement to maintain the low income restrictions on th.,
property for the remaining life of the mortgage. These new
restrictions are good, although limited. Most importantly, they will
expire at the end of 1989, and Congress will have to revisit this issue
again early next year.

The provisions in H.R. 3663 are a commendable effort to provide
tax-based relief to encourage owners to continue the low income use
restrictions which are on the property by stimulating sales to either
nonprofits, tenant organizations, or other profit-motivated buyers who
will agree to maintain the restrictions. These provisions are not new.
Similar provisions were enacted at the beginning of the mortgage
subsidy programs which are now jeopardized. They were designed to
encourage the same sorts of transfers under the old programs, with the
requirement that proceeds would be used to develop additional units of
housing assisted under the same or similar programs. Today, of course,
there are no similar programs. The changes proposed in this
legislation recognize this change in circumstance, and offer similar
relief in this new environment.

I would recommend some changes to the proposals which I believe
will improve them.

1. The proposed characteristics which would identify qualified low
income properties are far too broad. If my iL'erpretation of the
:iroposed requirements is correct, the Committee must act to target
the proposed tax-based subsidies much more tightly.

The current proposal would appear to qualify properties in
which at least 20 percent of the waits are subject to rent or
income restrictions. This would quaLify thousands of properties
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which were financed uncle- the inadequate targeting requirements of
the pre-1986 tax Code for tax-exempt bonds. If I read the
proposal correctly, owners would receive forgiveness of their
capital gains liabilities for the entire property, 80 percent of
which might well be rented to higher iLcome tenants at market
rents, simply on the basis of the 20 percent of the units which
provide some affordability. This is much too generous an
interpretation. It is important to recall that prior to 1986,
investors in rental housing received very generous depreciation
benefits. Some adventurous investors and their counsels even
qualified properties with only 20 percent of the units set aside
for low- income tenants for the most favorable, 15-year
depreciation benefits made available under ERTA. Allowing these
new tax subsidies in return for only some continued restrictions
on such a small percentage of the units is not defensible.

This section does not specify what sorts of restrictions must
apply to the units or tenants in order to qualify for the relief.
Would a restriction that limited occupancy to tenants with incomes
below 150 percent of area median qualify? Would 80 percent of
median? Would-a rent ceiling of 50 percent of 100 percent of area
median income qualify the project for favorable treatment? Would
New York City's rent control laws qualify all the units in
properties located there? I believe the intent of the drafters
was to require that relief be offered to stimulate the sale of
properties which were principally serving low and moderate income
tenants. The current language does not go far enough in defining
who these tenants are or what conditions the new owners must
preserve.

Another concern with the current language is the requirement
that owners need only demonstrate that they have owned the
property for the last 5 years. I assume this is designed to
qualify owners who purchased properties and received ERTA benefits
and are now facing a phase-out of passive loss benefits because of
the 1986 Tax Act. This may be too lenient a standard on which to
base a new tax subsidy.

Finally, the same sections actually state that restrictions
need only apply to "at least 20 percent of the tenants" (emphasis
added). Whatever the intent, this could be read to mean that less
than 20 percent of the units need to be covered by restrictions,
if the units in question happen to include 20 percent of the
i"4ividual tenants in the property. This section needs to be
L 'Med.

New tax incentives should be made available first and
foremost to stimulate the preservation of housing projects which
principally serve low incc'e people. There may be a justification
for offering capital gains relief on a ,ortion of the disposition
if only a portion of the units are actually restricted or serving
low income persons. The current requirements for tnis treatment
under Section 1039 specifically enumerate the federal housing
assistance programs which qualify for the intended relief.
Although some counsels have qualified properties assisted through
tax-exempt financing for treatment which was intended to be
reserved for such enumerated properties, the Committee need not
leave this loophole open when offering new incentives.

2. The law should provide an absolute preference for tr-aisfers to
either nonprofit organizations or tenant cooperatives.

As currently written, H.R. 3663 treats: all potential buyers
equally, if they are p-mared to retain the low income use
restrictions. This accc ..shes one goal, which is the short-term
preservation of the un't But It does not address another
which I believe should given equdl weight, and that is the goal
of removing these units as much as possible from the speculative
real estate market. We are currently grappling with the potential
loss of hundreds of thousands of low income housing units because
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owners are free to take advantage of speculative increases in
their value. If we provide new incentives to maintain use for
some limited period of time under, a new profit motivated
ownership, then we are only putting off a new day of reckoning.
In 15 years, or 20 years, or whenever, we are going to be back in
this hearing room, discussing what we can do to prevent the next
generation of owners from removing the units from the affordable
housing stock when the restrictions you enact in H.R. 3663
expire.

The bill should be amended to require that in order to
transfer the property to a profit motivated buyer, a seller must
certify that he has offered the project for sale first to
qualified nonprofits and/or the tenants of the building, -and no
suitable purchaser-has been-found. The provisions of Title II of
the HCD Act of 1987 governing prepayment of loans made by the
Farmers Home Administration Section 515 program include similar
language requiring that owners first offer the properties for sale
to nonprofits. I urge the Committee to adopt a variation of this
language to insure that the tax incentives proposed in this bill
are made available first and foremost to facilitate the transfer
of properties into a nonprofit, social housing sector which will
insure their availability for low income people in perpetuity.

3. Where for-profit owners buy the properties and sellers take
advantage of these new incentives, the buyers should be required
to guarantee low income use in perpetuity.

Even when sales are made to prcfit motivated buyers using
these tax incentives, guarantees should be required that the
properties' low income use will be- preserved beyond the remaining
term of the mortgage. Otherwise, the bill has the undesired
potential of creating a wave of property transfers that will cost
the Treasury money and only postpone the crisis, not resolve it.
The costs of this bill to the federal government are negligible
when compared to the costs of displacement and homelessness among
the current low and very low income tenants. But these
expenditures should be designed first and foremost tc guarantee
that the units remain affordable to low income people.

4. Where transfers are carried out under these proposals, there must
be requirements that the sales price really reflect the reduced
exit taxes which will have to be paid by investors, and that the
subsidy is being passed along to the buyer and tenants, not solely
to the seller and his or her investors.

5. The requirement that profit motivated buyers guarantee that they
will contribute sufficient ..apital to repair and restore the
project to sound financial and physical condition should be
extended. Where profit motivated sellers are offering the
eroperty to nonprofit buyers or tenants, the Committee should
consider applying n similar requirement on the seller.

The relatively free availability of the proposed new tax
incentives in this bill could stimulate sozo owners to offer their
neglected properties to nonprofits or tenants at so-called
"bargain sales." The incentives could offer sellers a way out of
propertie, which they have failed to adequately maintain, without
requiring that the transier be based on some warrant:: of
habitability or soundness. It is possible to envision a sc.nario
where an owner could demand tenants organize to buy the building,
or face the possibility of displacement through sale or
foreclosure through an owner default. Tenants might end up
acquiring a property needing large amounts of modernization or
repair, without having the capital to carry it out. This is
particularly true given the inadequate definitions of a qualified
property, as noted in section 1 above.

If the bill's objective is to stimulate the transfer of
properties and maintain their low income use, the Committee should
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include requirements governing the condition of the buildings on
transfer. It is hard to understand why the requirement to assure
that physical and financial problems will be resolved applies only
to profit motivated buyers in the bill.

On a final note, I urge the Committee to consider balancing out
this proposed legislation with disincentives which would apply to
owners who sell their properties without restrictions for continued low
income use. Such disincentives would serve two purpo-is: to
discourage owners from taking advantage of the opportunity to sell or
convert federally subsidized properties by in effect discounting the.ir
sale value, and returning to the Treasury some portion of the profits
which will be made when such salescannot be stopped to provide funding
to preserve the remaining stock.

The Committee should actively consider a windfall profits tax on
properties on which HUD-assisted mortgages are prepaid through sale or
refinancing. Such a tax neLd not be confiscatory to deter some owners
from selling. But for many of these projects, financial success for 20
years has hinged on a continuing flow of federal funds. If owners now
wish to take advantage of a fortuitous change in the market, the
government has a right to seek a share of the profits.

This is as fair as the demands which owners make that the federal
government protect them from other market forces which are less
felicitous. For example, Congress has enacted the Flexible Subsidy
program to provide additional subsidies to maintain the economic
viability of insured and subsidized projects. It has also made
available extensive Section 8 assistance to bolster such projects and
insure their continued availability to very low income tenants while
providing owners a reasonable return. This is the right thing to do.
But the government should not be only a "foul weather friend." Where
owners choose to remove housing from its social mission in order to
maximize return on their investment, the government has the right and
responsibility to tax a portion of the resulting gain in order to
assist in preserving the units that cannot or choose not to take
advantage of a changed market situation.

LOW_INCOME HOUSING TAX CREDIT

Mr. Chairman, I would like to conclude with some comments on the
low income housing tax credit. The National Low Income Housing
Coalition first proposed such a credit in testimony before this
Committee in 1985. We're pleased and proud that Congress enacted it.
We're grateful for your support of the credit and the Committee's
interest in overseeing its administration.

The tax credit for low income ho-, ng was enacted to replace other
incentives which were abolished in the 1986 Act. At the time of its
initial consideration, we and others who worked with the House, and
Senate on the credit's creation emphasized that without other
subsidies, projects could not meet the credit's strict targeting
requirements. We vigorously supported those increased targeting
requirements, because we believe that the government should limit
subsidies for development to projects which serve a clear national
purpose. The development and preservaticn of low income housing is
such a purpose. The low income housing tax credit was designed to
stimulate investment in properties that would not be able to compete
for capital otherwise.

The record of the last year has borne out our early predictions.
Tax credit projects gap be carried out. But they cannot successfully
meet the targeting requirements of the program without other subsidies.

These subsidies can come from a variety of sources--federal
programs such as the Farmers Home Administration Section- 515 loan
program, BG grants, state and local government assistance programs,
and philanthropic contributions. But whatever the source, all of these
subsidies serve the same purpose: to close the gap between the costs
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of producing or rehabilitating rental housing for very low income
people and the rents which those households can afford to pay. The
Committee must recognize that the development and preservation of
affordable housing for very low income people requires large subsidies
on a long-term, ongoing basis.

The credit is far from perfect. The Committee yesterday heard
several witnesses call for changes, many of which were included in the
Technical Corrections bill adopted last year but dropped late in the
session. We support passage of these changes. They are absolutely
necessary if the credit is to reach its full potential.

10 Year Placed in Service Rule

In particular, there is an urgent need to clarify the provisions
under which projects can receive a waiver from the rule prohibiting the
acquisition credit for properties last placed in service less than 10
years before acquisition for credit purposes. The legislation should
be amended to clarify that if a project is foreclosed by HUD or another
public agency, it is automatically cleansed of any taint caused by the
10 year rule. Alternatively, the law could be changed to simply exempt
such properties from the rule altogether. which woula be an easier and
less cumbersome solution.

This is particularly important for HUD-foreclosed properties,
which may have changed hands once or several times in the years
immediately preceding foreclosure as HUD tried to work with different
owners to save the project. The law should make it absolutely clear
that such transfers prior to a foreclosure do not come under the
coverage of the 10 year rule. A foreclosure should "restart the clock"
for th- project. This is essential because if properties cannot be
transferred out of HUD ownership using the credit, they will languish
in the HUD inventory, costing the taxpayers money and jeopardizing the
continued maintenance and liveability of the units.

HUD does not have a good track record as a manager A foreclosed
properties. Congress should be promoting policies to encourage the
recycling of these projects with continued low income use restrictions.
Allowing the use of the credit for acquisition purposes, regardless of
the transfer history prior to foreclosure is essential to do this.

This section of the law should also be changed to permit a waiver
when necessary to help avert a mortgage prepayment and to preserve a
property's low income use restrictions. This is very important in the
HUD-assisted stock I described earlier in my testimony. Where owners
are weighing the possibility of a sale or refinancing which would
result in prepayment of the mortgage, the possibility of selling to new
owners who would receive full tax credit benefits in return for
maintaining the low income use restrictions could make the difference
in preserving the housing. The cost of adding this waiver condition
would be negligible, while the loss of the housing would be

, irreplaceable.

Refundability

The Committee should ,seriously consider making the credit
rendable. Many nonprofit organizations are reluctant to take

_Ivantage of the tax credit because they cannot use it without giving
up ownership of the property. Refundability was part of our original
proposal to the Congress in 1985. It would offer the possibility of
financing housing which would start out and end up in the nonprofit or
social housing sector, free of the expiring use concerns which are now
preoccupying us.

The truth is that the tax credit is sowing the s As of another
prepayment disaster in 15 years. Once the compliance per od for tie
credit has expired, conflicts will inevitably arise between the profit
motivated owners of the propertl, who acquired their interest
principally for tax benefits in the first place, and residents and/or
nonprofit sponsors, who will want to maintain the low income use
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indefinitely. This need not be so. I urge the Committee to amend the
credit program to avoid this result.

Disnosition After Comeliance_Period

The tax credits require that use restrictions remain in place for
15 years. While this provides substantially greater low income use
than previous tax subsidies, there is no question that in 15 years many
properties will be racing the same catastrophe now confronting the
Section 236 and 221(u)(3) stock: conversion to non-low income use
because of sale or refinancing at the end of the compliance period.

Congress should act now and consider ways in which to insure that
tax credit housing can be transferred into social or nonprofit
ownership at the end of the compliance period through agreements
reached now between sponsors and investors. If sponsors are forced to
wait until the end of the period to negotiate such transfers, they may
be overtaken by economic and market trends which overwhelm whatever
good intentions investors had in 1988. The law should explicitly bless
front-end agreements in which investors' interests are donated to a
nonprofit spoast.r at the end of the compliance period. This is a poor
second tc making the credit refundable, and eliminating this entire
transaction, but it would be better than the current law. The
Committee should also change: current law to enable corporations to
participate in pooled income trusts which invest in low income tax
credit-eligible properties. This device serves the long-term
preservation goal by permitting the investors to donate their interests
in the property at the front end of the deal. There are tax-credit
investments being structured for individuals using this device.
Corporations also should be allowed to participate, since they are the
largest single investor group in the credits.

Repeal the 1989 Sunset

Unless the Committee acts quickly to repeal the 1989 sunset
provision in the tax credit, investor and developer interest in the
program will fade quickly after the 1988 tax year. Development and
preservation take months to plan and carry out. It will be difficult
to attract serious interest in tax credit proposals once we enter 1989,
because investors will not be able to count on the credit's
availability if their projects cannot be completed by the end of the
year. More importantly, whatever pipeline is building up will quickly
evaporate once 1989 arrives, again because of the threat of the
sunset.

Restrictions Against Homeless. Disabled

Because of the wording of the Conference Report and the Blue Book,
Treasury is reportedly interpreting the statute to prohibit the use of
the credit in projects which a-a designed for homeless people, or for
disabled residents. The relevant language in the report and Blue Book
explains that the credit can only be used in properties which are
available to the general public. This is being interpreted to rule out
properties which are designed to meet certain populations' special
needs.

The Committee should act quickly and unequivocally to eliminate
this obstacle. The intent of the law should be to require that
sponsors make the housing freely available to all who seek it. But
Congress has long recognized in other programs and in other tax
treatment that specialized housing may be designed for particular part
of the population, within which nondiscriminatory rental and marketing
practices are followed. Clearly, projects whir" only permit members of
a certain racial group, or fraternal order, o. religious affiliation
should not be permitted to receive credits. But projects which are
designed to provide affordable housing to low income disabled persons,
or to homeless families needing transitional shelter should not be
barred from the program.

Limitations Where_Other_Subsidies are Used
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One of the most crippling provisions of the current law is the
restriction against using the full rehab/development credit where other
federal subsidies are being used. This limitation is senseless in most
circumstances. The fact is that tax credit properties cannot be made
affordable to the intended income group without additional subsidies.
The current language-encourages sponsors and developers to engage in
imaginative stratagems to hide subsidies, or allocate them to
acquisition, where the penalty does not apply, or to rely entirely on
Section 8 subsidies, which are exempt from the general prohibition, in
order to maintain affordability.

This restriction was placed in the law to hinder so-called "dc
dipping" in federal subsidy funds by sponsors and developers. It as
founded on a belief that huge profits could be made through the
application of the tax credit to projects already receiving enough
assistance to be economically viable. This restriction is a reaction
to a milieu which no longer exists, and did not exist at the time the
1986 Act was adopted. If there are instances where current direct
federal subsidy programs make the full development credit too rich,
then the law should address these exceptions. They are not the rule.
Moreover, the current law already empowers states to allocate less than
the full credit amount. This authority can be used to adjust the value
of the credit to provide owners and investors with fair but reasonable
rates of return on their investments.

Unlike previous tax incentives, tax credits are only available for
units which actually serve low and very-low income people, with rents
which are strictly limited. The tax benefits are targeted for a
specific purpose. By so restricting the credits, it becomes essential
to have unfettered access to other subsidies--regardless of their
source--in order to meet the credit's requirements.

MOUSING ASSISTANCE EOUITy

There have been many other suggestions for improvements in the
credit which I urge you to consider. I would like to close by making
one final point.

Since 1981, direct federal commitments for low income housing have
plummeted by me: "5 percent. Commitments to provide assistance to new
families have been reduced from over 200,000 in fiscal 1981 to less
than 80,000 in fiscal year 1988. In FY 89, outlays for HUD-assisted
housing will rise to 'heir highest level in history: a mere $12
billion.

At the same time, this Committee has presided over the continuing
expansion of the most lucrative and poorly targeted housing subsidy
system ever. Over $40 billion in untargeted tax subsidies will be
spent this year to subsidize high income homeowrers. I recently
analyzed the distribution of these benefits among different income
groups, using the Joint Committee on Taxation'm income and tax
liability estimates for FY88. The findings are quite interesting.

A total of 29.6 million filers will claim the homeowner mortgage
interest deduction in FY88. Together they will receive $27.7 billion
in tax subsidies. Of this total, only 35.5 percent will have incomes
above $50,000. Yet they will receive 66 percent of the subsidies.
only 13 percent of those claiming the deduction will have incomes over
$75,000 per year, but these filers will receive 35 percent of the
dollar value of the mortgage interest deduction subsidies.

These figures are disturbing enough. They mean that 4 million
filers with incomes above $75,000 will receive nearly $10 billion in
housing subsidies from mortgage interest deductions, and another nearly
$3 billion from property tax subsidies, or more than all of HUD's
subsidies for the total universe of 4 million low income households now
receiving HUD assistance.

2R7
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When you compare these very high income filers with the total
filing population - -not just those claiming the seductions- -the
proportions are even more unbalanced. While cnly 11 percent of all
filers will have incomes in excess of $50,000, they will receive 66
percent of the value of the homeowner deductions. Those tiers with
incomes above $75,000 make up only 3.7 percent of all file.

.:: they
will receive 35 percent of the homeowner deduction benefits.

I highlight these facts because some memliers and staff have
vigorously opposed the low income housing tax credit because of its
cost. Yet the same publication prepared by the Joint Committee on
Taxation estimates that total revenue losses from the use of the low
income housing tax credit will equal $300 million in FY88, $600 million
in FV89, and $900 million in FY90. Every one of these subsidy dollars
will be spent to stimulate investments in properties which must by law
provide housing for people with incomes below 60 percent of the area
median income, at rents which cannot exceed 30 percent of that tiling
Income level.

I submit to you that in comparison with the need, and in
comparison with the extraordinary and inequitable tax subsidies ttis
Committee countenances for home.wners with the highest incomes in tha
country, continuation of the low income homing tax credit is a modest
contribution to assuring that we meet the goal of a decor affordable
home for every American.

Thank you for the opportunity to testify here today. I will be
happy to answer any questions you may have.

2R3
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Chairman RANGEL. Well, I want to thank this panel for its
thoughtful observations, the work it's doing in this area, and the
help that you have given to this committee to get where we are
and to know that we will be calling upon you-individually or collec-
tively as we move on to fashion a final bill to present to the full
committee and our colleagues in the House.

Mr. Zigas, I can understand why you would want to allow the in-
vestor, to know up front as to what the conditions are of resale.

How do you dovetail that-with the windfall profit tax for sales of
appreciated low-income housing? I know you don't see any inequity
in doing it, but do you see any illegality in changing the rules of
the game?

Mr. ZIGAS. Well, I have the advantage, Mr. Rangel, of not being
an attorney so I really can't comment on that.

But I think we have changed the rules very substantially on the
way we treat investors in low-income housing. I think Mr. Heller's
testimony is pretty eloquent on that point. I mean in fact we con-
tinually change the rules under which investors participate in this
program.

A windfall profit tax need not be confiscatory in order to serve a
purpose, which- would be to discount the value of the property so
the decision to sell might be a little harder to reach, and to raise
money for the Treasury frankly to ensure that those properties
that don't have an opportunity to sell, and for which investors
cannot be found, and for which general partners are unwilling to
invest additional money, can be preserved and new funds can be
put in them to guarantee that the housing remains well main-
tained and a decent place for low-income people to live.

Chairman RANGEL. The GAO testified this morning that addi-
tional tax incentives should be made available for owners of low-
income housing where HUD or the Farmers Home Administration
made a determination that it was necessary to give these addition-
al incentives.

Do you concur with that, to give them the option to review and
only to provide them for those that need it as opposed to across-the-
board incentives?

Mr. Rozet.
Mr. Rozer. I guess my orientation is that we will always have

the problem as long as we continue the housing in the hands of
tax-oriented investors.

I see it as a moving of ownership from one disinterested investor
to an investorI use State agencies or nonprofits as an example.
So my feeling is the incentives you're giving in section 4 of H.R.
3663 are important incentives in themselves.

I don't know that you need additional incentives except where
-we come across cases where owners are willing to commit them to
housing, but they need money to fix the housing and to repair or
upgrade it.

Then I think you need some additional tax incentives, and some I
suggested in my presentation as part of the record.

I do agree some are needed, but I-think the first step is to move
the properties from what I'll call the disinterested, the passive in-
vestor, into the hands of ..immunities or tenants or State agencies,
or those who are committed to maintain them, perhaps not for just
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15 years, by the way, I haven't commented on that, but I think for
the remaining life of the mortgage at a minimum should be the
commitment of anybody who takes a low-income housing project
with additional incentives.

Chairman RANGEL. Thank you.
Ms. Lewis, I know you would want us to broaden our target in

order to provide support for co-ops generally rather than low and
moderate.

Do you have (any ideas how we can give assistance to co-ops gen-
erally and any feeling that the owners would allow them to
stay low and moderate cooperatives rather than seeking out the
value of the appreciation and the value of the property?

Ms. LEWIS. Well, Mr. Chairman, what I'm suggesting and what
my organization is suggesting is that the situation in which com-
mercial income is allowed to write off against the cost of providing
the housing should be very well targeted.

That's a situation in which the interpretation of the Internal
Revenue Code that the IRS is currently holding, whether it's judi-
cially upheld or not, has some social policy behind it.

The place where I'm suggesting that the bill be broadened is a
situation in which an essential part of co-op functioning altogether
is being taxed, not simply taxed, but taxed as if it were a for-profit
separate enterprise. And it's already taxable income under sub-
chapter T of the code.

We're not arguing that we're asking for an exemption from tax-
ation like a tax credit or tax losses. We're talking about what's tax-
able income, but income that should not be subject to more onerous
taxation than either a single family homeowner or a for-profit cor-
poration.

Chairman RANGEL. So you separate that question, that IRS con-
troversy, that's in the courts completely away from the income
question, that that's just a question of fairness no matter what the
income is or no matter what the owner decides to do with the-de-
velopment.

Ms. LEWIS. Yes. And I think it's appropriate to be dealt with
here because the bulk of cooperative housing is in fact serving the
purposes of this subcommittee.

Chairman RANGEL. And when you talk about the ability to use
the commercial rents to make certain that affordable housing is
there, are you talking about existing descriptions as to what is af-
fordable housing? Your association does not have any preconceived
ideas as to what the cap is on affordable housing?

Ms. LEWIS. Your notion is to look at the limited equity portion.
There are two aspects in looking at whether or not a co-op is af-
fordable. It's ongoing costs for existing members and its turnover
costs for people who are coming in.

I think that the subcommittee is well advised to look at both.
Using a limitation as to equity means that the people who buy in

are going to tend to be low-income folks.
In limited equity co-ops there is a targeting or a restriction gen-

erally on who may become,a member. That's not always the case,
but it's often the case. And some language adjustments may be nec-
essary because the definition of limited equity co-op was created for
the mortgage revenue financing bill, and there were many limited
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co-ops that existed prior to that that may not precisely meet that
definitiob but that are, in fact, bona fide limited equity co-ops.

But looking at both- aspects of 'affordability, the affordability of
bec.Oming. a member and the affordability of remaining a member
would be a good idea in terms of preservation of affordable hour-ing

Chairman RANGEL. This has been one of the best panels that Evu
had come before this committee. And clearly you_shert1:_in, your
broad experience and the many years that you've had-in- this area
with us. We seldom find ourselves experts in anything.

What; been very, very informative, and I promiseinformative, you we'll be
back.

Mr. McGrath.
Mr. McGRATH. Mr. Chairman, I share your assessment of this

panel. I think they've brought up some very good points to help us
create the kind of incentives that are needed in order to - preserve
lo*-income housing but alikkbalance whatever winclfalls,may occur
because of tax credits and loss of revenue to the Treasury.

I am delighted to have you here before us and to add your testi-
mony and your written testimony to the record of this hearing.
Thank you.

Chairman RANGEL. In the course of this proceeding, if there's
something that we missed in the testimony or some shifts that you
see out, that you would feel free to write to me and to point out
that I asked you to do it so that we will be able to make certain
that the record remains open officially as well as unofficially.

Thank you very much for your support.
The committee stands adjourned.
[Whereupon, as 12:20 p.m., the hearing was adjourned.]
[Submissions for the record follow:]

!/?
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STATEMENT OF THE AMERICAN ASSOCIATION RETIRED PERSONS

The American Association of Retired persons (AARP) is a
membership organization of over 28 million older persons. We
appreciate this opportunity to present our views on the low-
income housing tax credit and the preservation of the stock of
low-income housing.

AARP's recommendations can be summarized as follows:

1) Eliminate restrictive interpretations on use of the credit
for projects designed to serve the frail elderly and other
special populations.

2) Eliminate or modify the family size adjustment for develop-
ments serving the elderly or other special populations.

3) Extend and permanently authorize the low-income housing tax
credit and modify the carryover provisions to allow more
flexibility in use of the available credit allocations.

4) Eliminate or modify the limitation on the use of the full
credit where other federal subsidies are used.

5) Provide incentives to assure that housing built with the
credit remains available to low-income tenants after the
expiration of use restrictions.

6) Assure that new tax incentives proposed-under HR 3663 are
targeted to projects primarily serving low-income tenants.

7) Extend first purchase option to non-profit or public buyers
before permitting transfers of properties and activation of
incentives under HR 3663.

8) Require certification of habitabilitl core permitting
transfers of properties under HR 3663.

Potential Loss of Assisted Housing Occupied by
Low-Income Older Tenants

AARP is very concerned about potential reductions in the
current inventory of assisted housing-due to the prepayment of
federally subsidized mortgages and termination of Section 8
rental subsidies. A reduction in the number of available low-
rent units is unacceptable, given current unmet needs. To
replace these units would be extremely expensive at today's
construction costs.

Prepayment of federally subsidized mortgages threatens to
displace thousands of low-income and older tenants living in
multi-family projects produced under the FmHA Section 515 Rural
Rental, HUD Section 221(d)(3) Below Market Interest Rate (BMIR),
and HUD Section 236 Rent Subsidy Programs. Current contracts
require that the HUD units be limited to low-income tenants for a
forty-year period, but certain owners may prepay the morgtgage
after twenty years, terminating all restrictions on use of the
property. In the case of FmHA Section 515 units built prior to
1979, loans can be prepaid at any time without agency approval.

Large scale prepayments by owners would be disastrous for
many older persons. Approximately 48 percent of all Section 515
units, 24 percent of Section 236 and 12 percent of 221(d)(3) EMIR
units aro occupied by older persons. Accord,ng to a recent GAO
report, 143,530 FmHA Section 515 rural rental units built before
1979 can be prepaid immediately without agency approval.
Another 131,639 Section 515 units would be eligible after 1999.
In addition, at least 217,544 units (53,850 Section 221(d)(3) and
163,694 Section 236) will be eligible for prepayment without HUD
approval between 1986 and 1995. All in all, we estimate that
FmHA and HUD projects serving the elderly and eligible for

r% ("N. .-
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prepayment within the decade ahead-represent 7 to 10 percent of
all-federally subsidized housing for older Americans.

The Potential loss of federally assisted housing takes on
special significance in light of overall reductions in federal
assistance fot new construction and substantial rehabilitatiun.
As the federil government withdrawS its support for new construc-
tion, the number of low-rent units, both public and private, is
projected to decrease. A recent report by MIT indicates a
further reduction of 27 percent in the-supply of low-rent housing
between 1983 and 2003-. The total number of households needing
low rent units will increase by 44 percent during that same
period.

Currently, long waiting lists exist at most federally
assisted housing projects for older persons. A recent report by
the Congressional Research Setvice noted that "when family and
unit size are taken into account, there is no area in which the
supply of standard quality vacant units is sufficient to permit
all unsatisfactorily housei families to move into units in which
they would not be overcrowded." While shortages are most
critical for large families, the report notes shortages exist in
many areas for the one and two bedroom units needed by older
households.

AARP's concern is that many of the older tenants living in
these assisted projects lack the ability-to easily relocate or to
pay rents substantially higher than what they are already paying.
We believe that, in assessing federal policy with respect to
preserving assisted housing, the hardship to which current
tenants are exposed should be a major consideration, along with
cost effectiveness. From either standpoint, we believe the
arguments are compelling fot trying to help tenants stay in their
current residences.

The Congress made a good start in addressing the preser-
vation issue with the passage of the Housing and Community
Development Act of 1987. . Title II of the Act would permit
prepayment to occur only when owners have a HUD approved "plan of
action" designed to meet the housing needs of those tenants
displaced by conversion to other uses. Nonprofit organizations
and public agencies would be given a first purchase option. Most
importantly, the Act also empowers HUD to negotiate with owners
and offer incentives in return for maintaining projects as low-
income housing.

AARP believes that the low-income housing tax credit nd the
incentives under HR 3663 could play a vital role in a compre-
hensive federal strategy aimed at preserving the current stock of
low-income assisted housing units. We would like to suggest come
changes to the current low-income housing tax credit and HR 3663
which we believe would improve their utility and effectiveness,
particularly in addressing the needs of older tenants.

Eligibility for Credits of Specialized Housing for older persons

A major handicap to use of the credit for projects housing
low-income older tenants is the Department of Treasury's inter-
pretation that the statute only allows the credit to be used for
properties "available to all members of the public." This
interpretation would eliminate from consideration projects
designed specifically to serve the frail elderly, disabled
persons, the homeless or other special populations.

The federal government has long recognized the appropriate-
ness of specialized residential housing in both tax law and
housing programs. Specialized residential housing for the frail
elderly and disabled has always qualified for tax benefits as
long as it is administered in a non-discriminatory fashion. AARP
believes that Congress intended to maintain this precedent in the
Tax Reform Act of 1986 and we urge the committee to affirm this
intent.
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Another definitional problem concerns the term "retirement
home" as used in the statute and the phrase "retirement home
providing significant services other than housing," as used in
the General Explanation of the Tax Reform Act of 1986 (Blue Book)
prepared by the staff of the Joint Committee on Taxation.
"P.:.tiret2nt home" is an ambiguous term that is not defined in
the current literature on housing for older persons. The
uncertainty over what is meant by "retirement home" and
"significant other services" has inhibited project development
in-several instances.

AARP feels strongly that congregate housing and board and
care facilities that serve an elderly population and provide non-
medical services that assist in maintaining the resident's
independence should not be excluded from using the credit.

We have recommended that the following definitions be
included in forthcoming regulations or legislation to clarify
this matter.

Congregate Housing Facility -- provides a semi-independent
living environment with apartments, centralized dining
services, and other support services, such as social and
recreational programs and housekeeping.

Board and Care -- a facility which provides food and lodging
to adults who are not related io the owner/operator.
Personal care and supervision are provided to varying
degrees. However, those facilities licensed by the states
as intermediate care facilities would not be eligible for
the credit.

The availability of the credit for these types of housing
would broaden the options for those older persons who do not
require medical assistance but need some supportive services to
remain independent. Many of these individuals now end up in
nursing homes paid for by federal and state funds. Recent
exper_ence with the credit indicates it would be particularly
useful in upgrading board and care facilities, which tend to be
smaller and serve a very-low-income population. Some 54 percent
of board and care residents receive Supplemental Security income
(SSI) payments. Use of the credit to rehabilitate these facili-
ties would further the credit program's goal of making safe and
sanitary housing available to those most in need.

Additional Modifications to the Low-Income Tax Credit

Another modification to the tax credit that would assist ia
the development of affordable housing for older persons would be
elimination or modification of the family size adjustment. In
areas where the median income is low, even persons receiving
SSI payments might exceed the targeted income limit; thus the
unit would not qualify for the credit. AARP believes states
should have some discretion to permit the credit to be used in
instances where a clear need is demonstrated. Another solution
might be to permit more flexible allocation of total fees between
rent and services.

AARP supports extension and permanent authorization of the
tax credit program. We believe this would go a long way in
improving investor confidence and willingness to participate in
the program. Further, AARP encourages the committee to consider
allowing corporations to participate in pooled income trusts such
as the National Retirement Housing Trust, which could invest in
credit eligible properties. This would provide a ma :or vehicle
for private sector investment to help meet the future housing
needs of the nation's growing older population.

AARP also believes that Congress should reconsider the
restriction against using the full credit where other federal
subsidies are being used. The credit alone is simply inadequate
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to develop low-income housing in most areas. A recent report of
the Coqncil of State Housing Agencies notes that nearly 80
percent of all credit projects received some other federal orstate subsidy. States already have'authority to reduce the
credit amount where appropriate. Because the credit is targeted
only to those units that actually serve low income tenants, we
believe the chances for abuse are minimized. The current
restrictions prevent many projects from being undertaken.

AARP also supports modification of the credit carryover
provisions to allow carry-over for projects that are substan-
tially ready but miss the December 31 deadline. This change
would recognize the difficulty of low-income development where a
variety of'.financing sources must be arranged and delays are
frequent.

Finally, AARP believes that the committee should consider
incentives to assure that the housing built with the credit
remains available to low-income tenants after the expiration ofthe use restrictions. This might take the form of front-end
agreements to donate properties to nonp:ofit, sponsors or, as
previously mentioned, allowing corporations to invest in pooled-
income trusts that support nonprofit ownership. Such incentives
are needed if we are to avoid a displacement problem 15 years inthe future.

Recommendations on HR 3663, The Low-Income Housing Tax Act

HR 3663 would complement the preservation provisions of the
Housing and Community Development Act of 1987 and provide some
important new incentives to preserve assisted housing. However,
AARP does have concerns about the targeting of the tax
incentives and provisions providing for transfers of properties.

AARP has supported the targeting provision incorporated into
the low-income housing credit because of the need to restore some
balance to the distribution of tax subsidies among low, moderate
and upper income households. Under HR 3663 owners could receive
considerable tax relief, even if only 20 percent of the units
were serving low-income households. This trade-off may not be
cost-effective, particularly in light of the generous tax
benefits given to investors prior to 1986. Priority in the
allocation of scarce tax incentives must be given to housing that
primarily serves low-income households.

AARP also believes that a first purchase option for
nonprofit and public buyers should be incorporated into HR 3663.
Such a provision would make it consistent with Title II of the
Housing and Community Development Act of 1987. AARP believes
that if additional tax incentives are provided, priority should
be given to ownership that will guarantee permanent occupancy by
low-income tenants.

Finally, AARP supports inclusion of a certification of
habitability before properties are transferred and the additional
tax incentives activated. This would prevent owners from
"dumping" neglected properties. Also, for-profit buyers should
be required to show that they have sufficient resources to
maintain and/or repair the property.

AARP would like to commend Chairman Rangel for introducing
this legislation and scheduling these hearings on preservation of
our nation's supply of assisted housing. Maintaining and
expanding the supply of low-income housing is of critical
importance to low-income Americans of all ages. We look forward
to working with you and the entire committee in developing viable
solutions to our nation's housing problems.
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Cothaemen Dor0
of Governors CAA
STEVEN COOOSTENI
PETER KAUKOW
HOWARD MILSTEIN
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Associated Builders and Owners of Greater New
York, Inc. ("ABO") members include a number of owners
of government-subsidized low and moderate-income rental
housing projects who are or shortly will be eligible to
"opt out" of their respective governmentally-restricted
programs. ABO supports HR 3663, sponsored by Chairman
Rangel and Representative Frank, which would provide
additional tax incentives to encourage the voluntary
preservation of existing Federal, State, or locally-
assisted rental housing for low and moderate-income
use.

Given the almost total lack of new low and
moderate-income housing development and the large num-
ber of housing units that are subject to being removed
from the existing low and moderate-income supply as a
matter of right over the next few years, we believe
that it is critically important to provide new fin-
ancial incentives to persuade the present owners of
such housing to forgo their right to convert such
properties to more profitable uses. At the same time,
we firmly believe that any such measures must be
voluntary and must not impair the owners' contractual
right to prepay their government-subsidized mortgages
and rent or sell their properties free from regulation
under the government-subsidy program.

As we understand it, HR 3663 would provide the
following tax benefits to owners of existing gov-
ernment-subsidized rental housing projects, who would
otherwise be eligible to free their projects from
program restrictions on rents or income, provided that
such owners agreed to (i) continue operating the pro-
jects under the restrictions of the government-subsidy
program for an additional period equal to the greater
of twenty years or the remaining term of any gov-
ernment-subsidized debt on the property, and (ii) make
capital contributions in an amount the appropriate
government official determines to be necessary to re-
store the property to sound physical and financial
condition.
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1. The adjusted basis of the property would
be increased to the original acquisition cost plus 011
amount of any expenditures for capital improvements
incurred-before the agreement date. This "stepped up"
basis would determine the future depreciation deduc-
tions allowable to the owner as well as the amount of
taxable gain on ultimate disposition of the property.

2. Assuming that 10 years have passed since
the property was placed in service (or substantially
rehabilitated) and the project, or a portion thereof,
otherwise qualifies for the low-income housing tax
credit, the owner would be treated as placing the prop-
vrty in ,service on the agreement date. The amount of
the tax credit would be based on the "stepped up" basis
described above.

3. The 10-year "anti-churning" requirement of
the low-income housing tax credit would also be waived
if (1) the appropriate government official determined
that the availability of the credit was necessary to
avoid default or enable the project to be retained for
lowincome use, or (2) the owner had acquired the prop-
erty from a governmental body after a default.

Alternatively, non-corporate owners of exist-
ing low and moderate-income projects would be encour-
aged to sell their projects to (a) a non-profit ten-
ants' organization or other non-profit entities whose
exempt purpose includes the fostering of low-income
housir, (b) a state or local government unit, or (c) a
partnership that contributes enough capital to restore
the project to sound condition. in the event of such a
"qualified disposition", the seller or sellers of such
property would be allowed to exclude from gross income
an amount equal to the excess of the indebtedness on
the property over its adjusted basis (without regard to
the "step-up" referred to in 1. above). Thus, if such
a disposition can be structured (which seems at first
blush unlikely except in the case of a re-syndication
to a new partnership which can take advantage of the
other benefits provided by the bill), such non-
corporate taxpayers could avoid being taxed on the
"phantom gain" that occurs when a property has in-
debtedness in excess of adjusted basis.

While we applaud the concept of HR 3663 as a
first step toward the enactment of the kind of volunt-
ary incentive program that we think is necessary to
encourage owners to continue to operate low and
moderate-income rental housing projects under the re-
strictions of existing programs, we do not believe that
the legislation will achieve its intended objective
unless several important changes are made.

I. Exemption From Passive Loss Rules

Because the "stepped up" basis provided under
HR 3663 will produce "passive losses" which are useable
only against "passive activity income" for most non-
corporate taxpayers, the benefits provided by the bill
will have limited utility to individual and partnership
owners of existing low and moderate-income projects.
The present limited exception to the passive loss limi-
tations of the Internal Revenue Code (the "Code"),
permitting individual taxpayers with adjusted gross
incomes of less than $250,000 to use up to $7,000 of
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the low-income housing tax credit annually to offset
nonpassive income, has not achieved its purpose and
certainly will not constitute a realizable benefit to
many, if not most, owners of existing low and moderate-
income projects. Thus, in order to make the proffered
incentive real, the depreciation deductions generated
by the "stepped up" basis provided by the bill must be
exempted from the passive loss rules of the Code.

II. Housina Tax Credit Allocation

Without an increase in credit authority to the
states, or an exemption from credit authority limita-
tions, use of the low-income housing tax credit to
encourage preservation of existing low-income housing
could have the unintended effect of substitutilv,i pres-
ervation of the existing low-income housing stock for
the addition of new low-income units to the stock when,
in fact, both are sorely needed. Thus, we urge either
an increase in funding for the credit sufficient to
cover the anticipated preservation need or an exemption
from the credit authority limitations for such preser-
vation projects.

III. Technical Corrections

In order to make the low-income tax credit a
viable incentive for either the preservation of exist-
ing low-income housing or the production of new low-
income housing it is imperative that the Congress
promptly enact both the technical and substantive
modifications to that credit embodied in HR 3545 as
passed by the House of Representatives in 1987, but not
included in the bill as finally enacted. In testimony
before this Subcommittee, Deputy Assistant Treasury
Secretary C. Eugene Steurle conceded that the un-
certainty engendered by the delay in enacting these
critically-needed modifications has been a significant
impediment to the use of the credit and urged that
passage of these "technical corrections" should not
again be delayed by "other unrelated considerations".

If HR 3663 is amended to incorporate the
changes that we have recommended, we believe that the
owners of a significant number of government-subsidized
rental housing projects in New York City and New York
State (including a large number of State and City-as-
sisted "Mitchell-Lama" projects) will continue to
operate their projects under the rent and income re-
strictions now applicable, or to sell to partnership
which will agree to do so, in return for the sub-
stantial tax incentives that would be provided by the
bill as so amended.

Respectfully submitted,

Associated Builders and Owners
of Greater New Yitrk, T c.

2(10 °1.,
,r,
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SHELDON L.BASKIN
ATTORNEY AT LAW

35 C. w4C1C01 OnneC

1114.11TC 1300

C22.4.012 mt. 60401

It.. 312 724.2063

March 16, 1988

Rep. Charles Rangel
Chairman. Subcommittee on Select Revenue Measures
Ways and Mecns Committee
U. S. House of Representatives
Washington, D. C.

RE: Low Income Housing Tax Credits

Deer Congressman Rangel:

I as responding to the invitation of your committee for
written comments on the working of the low income housing tax
credit provisions of the Tax Reform Act of 1986. I have been
involved in and committed to the development, management and
financing (including syndication) of low and moderate income
housing for almost 25 years.

We recently completed construction of a 30 unit
rehabilitation project which is eligible for the low income
housing tax credit, and we recently started construction of a 178
unit new construction and rehabilitation project which is also
eligible for the credit. Both are scattered site projects. In
each project a non-profit neighborhood based housing
redevelopment corporation is our equal 50,050% joint venture
partner.

From this background, I would like to comment on the low
income housing tax credit:

1. The Technical Corrections Act, which was supposed to
be passed with the 1986 Act, failed to pass in 1986 and again in
1987. There are provisions in the proposed Technical Corrections
Act which are essential to the proper working of the low income
housing tax credit. For example, there was a. "glitch" in the
original legislation with regard to Section 8 tenants whose
incomes increase after they assume occupancy in the project; the
Technical Corrections Act corrects this unintended problem.
Perhaps the technical corrections to the low income housing tax
credit could be enacted separately, since they should be
essentially non-controversial; the amount of the credit is
limited, so the changes would have no revenue impact.

2. The changes contained in the proposed Technical
Corrections Act with respect to the ten year holding period are
inadequate. The intention of the tan year period was that
txpAyers not reap the substantial udvantages of rehabilitating a
property using the rapid ACRS or Section 167(k) write-offs and
soon thereafter take advantage of the low income housing credit
with respect to the same property. Presumably most Congressmen
and other knowledgeable laymen assumed that a project is placed
in service when its initial construction is completed or
when a major rehabilitation is completed and new tenants are
allowed in. However, the statute is subject to the
interpretation that the project is "placed in service" every time
there is new owner. Thus, if the property was transferred from
one slumlord to another with no improvement and no significant
new depreciation benefits, the property would nevertheless be
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disqualified from the benefit of the low incoae housing tax
credit for, ten years notwithstanding a substantial rehabilitation
during that period by ,e responsible purchaser. This is en absurd
result which could nrt have been intended. There is no valid
policy reason for this interpretation, and Section 42 should be
revised to preclude this interpretation.

3. There should be a provision (really a technical
correction) permitting the credit to be allocated by "project" or
some such term rather then by "building." The result of the use
of the word "building" is that our 178 unit project may need
somewhere between 46 and 76 separate allocations -- one for the
acquisition of each of our 38 scattered site buildings or vacant
lots and one for the rehabilitation or construction If each
building. We will allocate of construction costs among all of
the buildings on some theory, since a single contractor makes a
single bid for all of the construction. We also have to predict
in advance when each building will be finished, since if we guess
the wrong year for completion we may lose our credit (see
paragraph 4, below). We will have to keep track of the
completion date of each building for the next 15 years. For ten
years, each building will be on a different credit schedule.
Additionally, the credit allocating agencies in Illinois (and
probably many other states) charge an adsinistretive fee which is
not only a percentage of the credit, but also a flat fee per
building, which results in an excessive and burdensome fee for
scattered site projects. The owner/taxpayer should at least have
the option of applying for a single credit where there is
single mortgage and/or construction contract and/or owner.

4. Under existing law, the credit percentage is not
known until the project is completed. The proposed Technical
Corrections Act allows the credit percentage to be fixed at the
-beginning of project construction rather then at the end, which
is on important improvement.

5. Even more important, however, under existing law the
credit allocation mast come out of the yLar in which the project
is completed and allocations cannot be carried over from one year
to the next. The credit allocation should be made from the year
in which construction begins rather than the year in which it
finishes. Our situation illustrates the problem perfectly. We
started construction on our scattered site townhouse and
rehabilitation project in February. Units will probably be
completed starting in October, 1988 and ending in the spring of
1929. It is impossible to predict accurately the completion date
of each building. We are subject to weather conditions, strikes,
shortages of materials, delays in deliveries, etc. Yet if we
take u 1988 allocation and do Dot finish in 1988, the agency may
be unwilling or unable to issue us 1989 credits. On the other
hand, if we initially take 1989 credits but finish in 1988, end
the agency is unwilling or unnble to allocate us 1988 credits at
the last minute, we will either lose the credit entirely or be
forced to keep the units empty until 1989, foregoing substantial
income and preventing good low income housing from being
available to needy families, a ridiculous result.

6. The program is schizophrenic in that it provides
credit to help low income housing, but then puts restrictions on
it that make it unavailable to practically all of the investors
who sight be able to use the credit and who can afford to make
investments in low income housing. Investors who take advantage
of the credit are not avoiding paying "their fair share" of
loxes. They are putting their money directly into low incoae
housing, which is unlikely to give them any return other then the
credit, instead of funneling the money through the federal
government, which has done a particularly bad job of financing
public housing directly. Under these circumstances any investor
should be permitted to utilize the credits regardless of the
investor's annual income. As it is, no individucl who makes
lot of money or thinks he might make a lot of money in the next
ten years (or that Congress might change the rules) would or

q
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should be interested in investing in low income housing tax
credit projects. This restricts the market for plading these
investments, which reduces the capital which can be raised by
developers. rliminating the imposition of these "passive loss"
limitations on low income housing tax credit investors should
have no budgetary impact, since there is an annual dollar
limitation on the amount of low income housing tax credits
available.

The foregoing are among the important improvements which
should be made immediately to the low income housing tax ..redit,
and which should be relatively non-controversial. Anyone who
opposes these changes is probably using them agben excuse for
opposing the credit itself, hoping that its difficulties and
complexities will make it unusable. However, there is a much
more significant change wnich should be made in the low income
housing tax credit which would make it substantially more
effective in- accomplishing its goals:

The credit should be "refundable," i.e., the owner of
the property (or perhaps the partners or shareholders of the
owner in the case of a pass-through entity) should file a tax
return showing the amount of credits for which the project (or
the partner), is eligible. If the amount of the credit exceeds
the amount,of tax owed, the government should send a "refund"
check to the taxpayer. This could apply to tax=exempt entities
as, well taxable entities. The budgetary impact would be
exactly the same as the present law. However, the amount of the
.credit which weitld benefit the project would be substantially
- 'Teased: The process would be speeded up and simplified. The
participants in the syndication proc.as who have so often been
pilloried by the-Congress and otheis would be eliminated from the
process. In other wordi, syndicators, brokers, syndication
attorneys and accountants, and investors would no longer be a
part Of,the low income housing development process. This should
be very appealing to those Congressmen and others who argue
(mistakenly) that the doctors, dentists, lawyers and businessmen
who made the investment whidh Congress induced them to make in
:order to carry out the governmental function of providing low and
moderate income housing are "not paying their fair share."

To the best of my knowledge, for every dollar which the
Treasury loses because of the low income housing tax credit as
now constituted, the actual developer of the housing receives
between $.35 and $.45. Some of this shortfall has to do with the
present value of investor payments as compared to the present
value of the ten year credit. But most of it is due to the
(necessary) costs of raising money, including the time, efforts
'and substantial risk taken by syndicators, lawyers, accountants,
brokers and others who must do their due diligence, as well as a
(justified) skepticism on the part of investors who have been
badly hurt recently by retroactive coigressional changes in the
federal income tax. If the credit were made refundable, every
dollar that left the Treasury would go directly to the producer
of the housing.

The low i..come housing tax credit approach to the
production of low income housing is certainly not an ideal
solution, but it is the only method presently available for
providing any real volume of badly needed housing for low income
families. Many improvements could be made in addition to those
described above. However, adoption of the above-referenced
suggestions would substantially simplify a very complicated
process and would ensure that the government would get a lot more
bang for the buck than it now does from the low income housing
tax credit program.

Thank )J13 for your consideration of my views.

Sincerely,

(31.4,L,
Sheldon L. Baskin
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STATEMENT OF RICHARD L. O'TOOLE, BATTLE FOWLER, NEW YORK, NY

This Submission relates to the hearings held by the
'Subcommittee on Select Revenue Measures of the HouSe Committee
on Ways & Means on March 2 and 3,-1988 concerning tax incen-
tives for low-income housing.

I am a partner in the law firm of Battle Fowler,
which represents a number of clients active in the development
of low-income housing. Our clients currently are engaged in
development work that is expected to produce in excess of 1,000
units of .ov- income housing in the greater New York area.
Although the low-income housing tax credit set forth in Section
42 of the Internal Revenue Code is, in general, of substantial
assistance in the development of low-income housing, a number
of clarifications and changes to the credit are necessary in
order to insure that the credit will function in the manner
originally intended. This Submission addresses changes to the
low-income housing credit that were included in H.R. 3545,
passed by the House of Representatives in 1987.

Substantive Amendments to the
Low-Income Housing Credit included in H.R. 3545

In 1987, a number of important changes to the low-
income housing credit, passed by the House of Representatives
in H.R. 3545, were deleted during the final development of the
Revenue Act of 1987. These provisions would resolve a number
of troublesome issues that could not have been foreseen at the
time the low-income housing credit was enacted. It is impera
tive that certain substantive and technical anendments Included
in H.k. 3545 be enacted in order for the low-incer.> hous ng
credit to operate as contemplated. The most essential elements
included in H.R. 3545 are as A-:Mows:

(a) H.R. 3545 provided that credit authority
could be carried, over by a State for specifically identified
projects where.a project could not be placed in service due to
uravoidable circumstances beyond the control of the developer.
This change and an amendment in H.R. 3545 that would permit
carryovers in the case of new construction and rehabilitation
projects without regard to special circumstances are necessary
to allow for the significant difficulties encountered in urban
construction, particularly in areas such as New York. If this
change is not adopted, it is possible that residential con-
st.uction projects intended for occupancy by low-income tenants
will be converted to market-rate housing if construction delays

' r
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are encountered, because operation of a project as low-income
housing will not be economically viable in the absence of the

- low-income housing credit.

(b) H.R. 3545 provided that decieases are not
made in a low-income tenant's rents to reflect certain reduc-
tions in family size. The viability of low-income housing
developments depends upon the ability to predict, with a high
level of certainty, that rental revenues will be sufficient to
cover maintenance and operating expenses.

(c) The House Ways & Means Committee Report on
H.R. 3545 included a provision, printed on page 1522, entitled
"Certain zoning swaps," to the effect that the Committee
intended that a housing project not be disqualified from
receiving the low-income housing credit solely because state
and local programs intended to foster low-income housing pro-
vided the owner of the housing zoning variances for other, non-
low-income-housing property.* It is imperative that Congress
clarify that restrictions placed on housing by an owner, which
are consistent with use of the housing by low-income tenants,
will not jeopardize the availability of the credit. Accord-
ingly, we suggest that the following language, which is similar
to the provision included on page 1522 of the House Ways &
Means Committee Report on H.R. 3545, be included in legislation
or in an accompanying committee report:

A housing project shall not be prevented from qual-
ifying for the low-income housing credit because of a
commitment undertaken by the owner to maintain the
project as low-income housing in order to receive
zoning benefits.

Restrictions on an owner's ability to maximize profits
that are imposed by Section 42 of the Internal Revenue Code and
by state and local programs intended to foster low-income hous-
ing raise technical questions as to whether tax benefits avail-
able to the owner could be disallowed on the basis that the
owner did not have a sufficient profit motive, did not "own"
the housing for federal income tax purposes, or did not satisfy
other general criteria for tax benefits. In the past, e.g.,
Rev. Rul. 79-300, 1979-2 C.B. 112, these questions have been
resolved by a recognition that restrictions imposed by govern-
mental authorities on rental housing should not prevent the
owner from qualifying for the very tax benefits that are
received as a result of low-income restrictions.
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California Association of Housing Cooperatives

A Non-Profit Corporation

Mr. Robert J. Leonard. Esq.
Chief Counsel
Committee on Ways & Sietzis - Re: HR 3663
1102 Longworth House Office Bldg.
Washington. -D.C. 20515

Regarding: HR 3663

Dear Mr. Leonard.

March 15, 198S

The California Association of Housing Co-operatives is a statewide organization
of housing co-operatives. These co-operatives represent a source of affordable
housing consistent with your attempts to preserve this country's affordable
housing stock.

We encourage you to broaden HR 3663 to preserve affordable housing by allievia-
ting inequitable taxation. As income which is integrally intertwined with the
cooperative. functions, interest on reserves should be treated as member income.
This income is demonstrably linked to physical and operational requirements of
the cooperative and should be treated as part of the cooperative enterprise.
The same is true for government subsidies and grants that make cooperative
housing available to low and moderate income families.

As it regards Sections 5 & 6 of HR 3563, we support refinement to allow:
1. Interest from the prudent investment of reasonable reserves should be

treated as member income.
2. Subsidies, grants and similar forms of income should be treated as

member income.

3. Insurance proceeds earmarked for reinvestment should be treated as
if already invested.

4. The 80/20 rule should be replaced by a principal purpose test.
5. Commercial income of limited equity co-operatives should be allowed

to offset the cost of low income housing.
6. The definition of limited equity co-operative should insure the inclusion

of all, bonafide limited equity co-operatives.

Thank you for giving the above your attention.
In Cooperation,

Lydia Joseph akobi
Executive D rector

2330 Marrnship Way. Suite 200. Sausalito. California 94965
Telephone, (415) 3324021

cc: NAIIC

20 4
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Representative Charles B. Rangel
and Members of the Subcommittee on
Select Revenue Measures
Committee on Ways and Means
United State House,of Representatives
Washington, D.C. 20515

COMMON GROUND
107 Cherry St., Suite 410
Seattle, Washington 98104
March 2, 1988

Dear Subcommittee Members,

Common Ground Is a non-profit charitable organization In Seattle,
Washington dedicated to developing low - Intone housing on behalf of area
non-profit, church, and community groups. Our testimony today suggests ways
Low - Income Housing -Tax Credits could result In greater use by non-profit
charitable organizations of private equity while ensuring maximum public
benefit-through housing dedicated to low-Income use In perpetuity.

`Common'Ground's comments address several problems that currently exist with
respect to non-profit charitable organization use of private equity investment
Induced by the Low-Income Housing Tax Credit:

1.

2.

3.

NON- PROFIT ORGANIZATIONS SEEKING TO DEDICATE
THE HOUSING THEY PRODUCE TO USE BY LOW-INCOME PEOPLE
IN PERPETUITY HAVE ERVERY FEW WAYS-TO DO SO UNDER THE
CURRENT TAX CODE WHEN WORKING WITH PRIVATE INVESTMENT
CAPITAL.

PROPOSED LOW-INCOME TAX CREDIT REGULATIONS WOULD PROHIBIT
HOUSING DEDICATED TO HOUSING THE DISABLED FROM QUALIFYING
FOR LOW - INCOME HOUSING TAX CREDITS.

LOM-INCOME HOUSING TAX CREDITS EXPIRE AT THE END OF THE
YEAR IN WHICH THEY ALLOCATED ALLOWING INSUFFICIENT TIME FOR
A NONPROFIT ORGANIZATION TO DEVELOP A PROJECT AND ATTRACT
INVESTORS.

To solve these problems, Common Ground proposes that the law be changed toallow or clarify that:

1.

2.

3.

4.

PRIVATE INVESTORS SHALL BE DEEMED TO HAVE ENTERED INTO LOW-
INCOME HOUSING VENTURES WITH NON - PROFIT CHARITABLE ORGANIZ-
ATIONS "FOR PROFIT", EVEN THOUGH THEY HAVE ENTERED INTO
BINDING AGREEMENTS WITH THE NON-PROFIT TO GIVE LP OR TO S&L
AT LESS THAN FAIR MARKET VALUE A LOW - INCOME HOUSING PROJECT'S
RESIDUAL EQUITY.

CORPORATE DONORS TO A POOLED INCOME FUND (WHICH ALLOWS
NON-PROFIT CHARITABLE ORGANIZATIONS TO RECEIVE A DONATION
OF A PROJECIS EQUITY) MAY RETAIN AN INCOME INTEREST IN TIE
FUNDS THEY DONATE FOR INVESTMENT IN LOW-INCOME HOUSING FOR A
PERIOD CF YEARS.

CLARIFY THAT CONFERENCE COMMITTEE REPORT LANGUAGE
SPECIFYING "USE BY THE GENERAL PUBLIC" Cp. II-957
WAS NOT INTENDED TO EXCLUDE FROM LOW-INCOME HOUSING
TAX CREDIT_ QUALIFICATION HOUSING DEDICATED TO SERVING
PEOPLE AFFLICTED WITH A PARTICULAR DISABILITY.

ALLOW NON-PROFIT CHARITABLE CORPORATIONS, AND PERHAPS
OTHERS AS WELL, TO CARRY OVER ALLOCATED LOW-INCOME HOUSING
TAX CREDITS INTO A SECOND AND THIRD YEAR, IF NECESSARY,
TO COMPLETE HOUSING AND HAVE IT READY FOR OCCUPANCY.

Each of these problems and solutions is covered In more detail in the pagesthat follow. Thank you for your consideration of these corrections. We lookforward to working closely with you as you Improve this important resource for
providing low-Income housing. If you wish to discuss Common Ground's proposed
changes, please call the undersigned at (206) 461-000:

encloasas

Since y, /
eve age

Executive Director
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PROBLEM:
NON-PROFIT ORGANIZATIONS WHICH WOULD LIKE TO DEDICATE
THE HOUSING THEY PRODUCE TO USE BY LOW-INCOME PEOPLE
IN PERPETUITY HAVE VERY FEW WA7570'150-5171713EFUTFE
CUtRENT TAX CODE WI-EN WORKING WITH PRIVATE INVESTMENT

CAPITAL.

SOLUTIONS:
J. PRIVATE INVESTORS SHALL BE DEEMED TO HAVE ENTERED INTO LOW -

INCOME HOUSING VENTURES WITH NON-PROFIT CHARITAME ORGANIZ-
ATIONS 'FOR PROFIT', EVEN THOUGH THEY HAVE ENTERED INTO
BINDING AGREEMENTS WITH THE NON - PROFIT TO GIVE UP OR TO SELL
AT LESS THAN FAIR MARKET VALUE A LOW-INCOME HOUSING PROJECT'S
RESIDUAL EQUITY.

2. CORPORATE DONORS TO A POOLED FUN (A WAY TO ENSURE THAT
NON- PROFIT CHARITABLE 0- -Iniku rE A DONATION OF A
PROJECT'S EQUITY) MAY RETAIN AN INCOME INTEREST IN THE FUNDS
THEY DONATE FOR INIVESTMENT IN LOW-INCOME HOUSING FOR A PERIOD
OF YEARS.

DISCUSSIO*

The current tax code encourages private Investment in low-Income honing,
but prohibits Investors, unless they wish to lose tax benefits, from agreeing,
upfront, to give up some or all of the residual value some years out so as to
allow that housing to remain available, in perpetuity, to low-Income people.
On the one hand, the federal government gives up revenue in exchange for
investment in low-Income housing, but then limits the benefit It receives in
return by encouraging-or assuming a subsequent sale for the highest and best
use, a use which often will not be low-income housing. The Code does this by
requiring that investors be engaged in low-income housing "for-profit." This
Is interphited to 'mean that an Investor may not give up at the outset Its
ability to realize the maximize return, through a sale of a housing project's
residual value at "fair mar.cet value", at some future date.

Mcst non - profit- organizations engaged In producing low-income housing in
this era of a reduced rederal role in tow-income haAnd are concerned that
scarce federal, state, and local low-income housing subsidies be devote: to
lmousing that remains affordable to low-income people in perpetuity. Fifteen
years Is awfully-short in our view. Unfortunately, we believe others will soon
better understand our concern as prepayments and expiring contracts of Section
236 loans and other federal subsidy obligations drastically diminish our
nation's supply of low-income housing. Non-profit organizations need ways to
ensure that housing qualifying for Low-Income Housing Tax Credits in whith they
participate will remain affordable to low-income people after the tax credit
benefits have been exhausted and the required fifteen-year dedication to
low-Income use has expired. The Tax Code makes It difficult to achieve this.

under the current Tax. Code, non-profit organizations are forced to attempt
to lock-in low-Income/lEng-term by roaxiabout methods. These have Included:

Accruing and - deferred Interest-bearing loans to the non-profit's for-profit
partner which pass on zero-cost public subsidy money coming first to the
non-profit organization. These are coupled with an option to the
non-profit to purchase the project at some future date at its fair market
value.

A ground lease from the non-profit to Its partnership set to expire so as
to force low-prices or an advantageous sale to the non- profit at some date
in the future.

Liens on the property which restrict Its use to low- Income housing, thereby
lowering Its fair market value

Common Ground urges the Subcommittee to explore the means to allow private
Investors to give up the residual value of a low-Income project to a non-profit
partner without losing important tax benefits

POOLED INCOME FUNDS

Common Ground, Eastside Community Development in Indianapolis, and others
have found a means to use the Low-income Housing Tax Credit without having to
risk the loss of low-income housing in perpetuity. A non-profit charitable
organization can set up a Pooled Income Fund which Invests exclusively in
low-income housing. Donors contribute to the Fund and receive in return during
their lifetime, or that of a designated beneficiary, the benefits that would be
derived if they Invested directly in that housing. However, a Pooled Income
Fund provides that upon the death of the beneficiary, their Interest In the
fug becomes the property of the non-profit group that established the fund.
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Common Ground sees great value in opening this resource to corpOrations.
Several cornmmitles such as Boston and Chicago have established elaborate
multiple-tiered partnership structures to Invest In low-Income housing Inpartnership with non-profits. Unfortunately, the level of complexity and the
need for sizeable volumes of projects make such equity funds difficult toestablish In smaller comrnuniUes. Pooled income Funds appear to offer a very
attractive alternative for the latter areas, Including Seattle.

Although It is generally accepted that corporations may be donor
beneficiaries to Unitrusts and Charitable Remainder Trusts, the IRS has ruledin Revenue Ruling 85-69 that, while corporations may donate to a Pooled Income
Fund, "The only limitation in the case of a donor who is not an Individual Is(i) an inability to retain an income Interest in favor of the donor...."
Apparently, this ruling Is based upon the fact, that the Pooled Income Fuldlegislation I.R.C. Section 642(0(5) speaks only of a donor retaining a
lifetimiAncome Interest and corporations do not have lifetimes.

Common Ground urges the Subcommittee to support H.R. 4048 submittedyesterday, March 1, by Representative Barbara Kennelly. The bill containslanguage that would amend Sectin 642(cX5) to specify that corporations
Investing in qualified low-Income housing would be deemed to have a life oftwenty years for purposes of the Section. This period matches the period
allowed corporations donating to Charitable Remainder Trusts.

Pooled Income Funds investing in low-Income housing are In their infancy.
Common Ground is convinced that they will prove to be a very popular means to
achieve acceptable partnerships between non-profits and donated individual andcorporate capital.

PROBLEM
PROPOSED LOW-INCOME TAX CREDIT REGULATIONS WOULD PROHIBIT
HOUSING DEDICATED TO HOUSING THE DISABLED FROM QUALIFYING
FOR LOW - INCOME HOUSING TAX CREDITS.

SOLUTIONS

CLARIFY THAT CONFERENCE COMMITTEE REPORT LANGUAGE
SPECIFYING "USE BY THE GENERAL PUBLIC" (p. II-953
WAS NOT INTENDED TO EXCLUDE FROM LOW - INCOME HOUSING
TAX CREDIT QUALIFICATION HOUSING DEDICATED TO SERVING
PEOPLE AFFLICTED WITH A PARTICULAR DISABILITY

DISCUSSION

Common Ground has found that It is very difficult to provide low-income
housing for many of today's homeless and ill-housed people without confronting
other problems that may have led to or been caused by poverty such as mental
illness, developmental disabilities, and alcoholism. it is estimated that 40%
of Seattle's downtown homeless population suffer from mental illness. Even
housing for the so-called general public, the generic poor, benefits when it
Can be combined with dedicated programs of employment and counselling. We
believe that Low-Income Housing Tax Credit housing should be available to
disabled populations and that that housing should be dedicated to those
populations when It will help them back to self - sufficiency and independence.

We agree that Tax Credit housing was not intended to include nursing homes
or institutions. However, Common Ground has assisted the development of a
number of projects that simply were dedicated to a particular special
population that might be visited once a week for a housing meeting by a
counsellor or where drugs and alcohol were prohibitted to facilitate recovery
after more intensive treatment.

Common Ground has learned that the IRS and the Treasury Department favor
LowIncome Housing Tax Credit regulations that will disallow housing for the
disabled as qualified housing. Common Ground urges the Subcommittee to make
clear that it Is not the intent of Congress to preclude efforts to provide
"housing plus" that serves special populations with more than just a roof over
their head.

i- el el
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comrnunity associations institute
1423 Powhatan Street. Suite 7 Alexandria. VA 22314 (703) 548.8600

Marjorie A. Peterson. PC,A.M.,J, Pres<kat
Katharine Rosenberry, Pres<,soni-Eicioi

C. Jomc: Dowden, Execove \Ice Prextrs

March 15, 1988

Mr. Robert J. Leonard
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth Office Building
Washington, DC 20515

Dear Mr. Leonard:

The Community Associations Institute offers the following
statements for the printed record on HR 3663. The Community
Associations Institute is a national non-profit membership
organization for condominiums, cooperatives and homeowners
associations. CAI has over 9,000 corporate members and 43
local chapters around the country. CAI's mission of
comprehensive information for all who are involved in
creating, operating, and regulating community associations is
supported through a wide variety of publications,
periodicals, audio cassettes and workshops and seminars.

In general we support the testimony provided by Mr. Terry
Lewis, president of the National Association of Housing
Cooperatives. But we wish to bring certain other items to
the Committee's attention.

Cooperative housing is not the only ownership alternative for
low to moderate income families. In 1980, the Community
Associations Institute prepared An Action Manual for Housing
Ownership and Urban Neighborhoods: An Introduction to Low and
Moderate Income Community Associations, under a cooperative
agreement (H-2948CA) with the U.S. Department of Housing and
Urban Development. This manual sets forth proven mechanisms
for utilizing the condominium form and the fee simple
homeowners association form in developing and operating
limited equity ownership opportunities for low and moderate
income families. The Office of Community Investment of the
Federal Home Loan Bank Board has documented several
non-cooperative forms of low and moderate income ownership
housing, such as Shannonwood (Tulsa, Oklahoma), Julius Hobson
Plaza (Washington, D.C.), Chestnut Court (Seattle,
Washington), La Solana Condominiums (Hayward, California),
and others.

Working to Improve Condominium. Cooperative and Homeowner Associations
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CAI urges that the benefits and incentives of HR 3663 be
extended to qualified condominiums and homeowner
associations. Like cooperatives, condominiums and homeowner
associations are potentially subject to Section 277 of the
Internal Revenue Code. If HR 3663 is broadened to eliminate
cooperatives from the coverage of Section 277, we ask that
condominiums and homeowner associations be afforded the same
benefit.

Condominiums and homeowner associations share witn
cooperatives the concern that interest on permanent reserve
funds not be taxed as non-member income, because such
taxation only increases the difficulty which all community
associations have in establishing and maintaining adequate
reserves for the future repair and replacement of major
physical components of their buildings.

It would benefit condominiums and homeowner associations, as
well as cooperatives, if government subsidies and grants are
clarified to be member income.

Finally, I wish to point out the tax inequities uncle," Section
528. Condominiums and homeowner associations have been
subject to a 30 percent flat tax rate since 1980, despite the
reduction in individual and corporate rates in, 1986. As a
result, nearly half of the community associations responding
to a CAI Research Foundation questionnaire in 1987 reported
that they file form 1120, instead of form 1120-H, in order to
gain the benefit of lower corporate tax rates available
through that filing. We believe that if the tax rate under
Section 528 were lowered to, say 21 percent, many
associations would switch back to the 1120-H form which is
simpler for them to fill out and simpler for IRS to process.
Indeed, given the market today, some associations that file
form 1120-H have invested their funds in tax-exempt bonds
because the difference in yields is offset by the potential
of a 30 percent tax rate.

it is not possible for the Committee to address the issue
of a rate change for Section 528 through HR 3663, we urge the
Committee to consider such a rate change in subsequent tax
legislation and correct the current inequity.

4a4o
cutive Vice President
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Statement of F.McDonald Ervin
President

Covenant Development Corporation
Before the

Subcommittee on Select Revenue Measures
Committee on Ways and Means
U.S. House of Representatives

March 14, 1988

Mr. Chairman and Members of the Subcommittee:

I thank you for this opportunity to present the
following comments on H.R. 3663. Covenant Development
Corporation supports legislation which seeks to preserve
the stock of low income houising. We believe that such
housing is best organized and operated on a cooperative
basis; however, such organization and operation is threatened
if large amounts of income are taxed at a high corporate
rate.

The immediate problem is taxation of income from
"non-member"sources separtely from income from "member"
sources, as if members of a cooperative can realize a
benefit from the income from the "non-member" sources.
In fact the only benefit, if such income is integrated
with other income, is the benefit of cooperative housing,
which Is the single benefit which a cooperative.housing
association is established"to provide.

The singleness of purpose of income to a housing
cooperative- to preserve the housing differentiates
the housing cooperative from a social club. The latter
may have income from dues and also income from investments,
which are not necessarily integral to its purpose.

The use of interest on the invested reserves of a
housing cooperative illustrates the point of difference.
Interest, when added to the reserves, helps insure the
adequacy of the reserves for future use, by providing a
cushion against inflation, and a contingency fund as a
cushion against unexpected costs.

There is a method of financial management which members
of a cooperative- may take. it uses the income from
invested reserves to defray the cost of contribution to
those reserves. This method is different from the use
of interest. Just described. The second method may make
the income taxable. It more closely corresponds with
financial management in a social club.

Section 277 does not differentiate between prudent
management, which integrates all income for the maintenance
of the cooperatives, and income which is partly for the
benefit of members.

Reference to Section 277 in H.R. 3663 should be
deleted. The bill, which we hope will become law, should
more fairly treat taxation of cooperatives by allowing
Subchapter T of the Internal Revenue Code to govern taxation
of housing cooperatives' income. Such a method of taxation
will allow developers of low income housing to plan accordingly,
and allow plans to be implemerted without threat of taxation
of income which at best only covets the cost of housing

o t4 1
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STATEMENT OF ROBERT GORDON
PRESIDENT

EAST MIDTOWN HOUSING COMPANY, INC.
BEFORE TOE

SUBCOMMITTEE ON SELECT RavamuE MEASURES
COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES

March 14, 1988

Honorable Mr. Chairman &
Members of the Sub-Committee:

I am the President of East Midtown Plaza Housing Company,
Inc. ("EMP"). The EMP cooperative is located on the block bounded
by East 23rd Street and First and Second Avenues in the Borough of
Manhattan, New York. It's office address is 319 East 24th Street,
New York, New York. EMP is a low and moderate income housing coop-
erative organized under the New York Private Finance Law and whose
mortgage is insured by the Secretary of the Department of Housing
and Urban Development under the provisions of section 223f of the
National Housing Act. I believe the experiences of E,A15 may be
instructive to the members of your subcommittee as they have par-
ticular reference to sections 5 and 6 of proposed HR3663, and I

thank you for the opportunity of sharing them with you.

I speak for all 746 cooperative families at EMP (and I am sure
for all other cooperators similarly situated) in thanking Chairman
Rangel and the other subcommittee members for seeking to preserve
and augment housing opportunities for low and moderate income
families.

DISCUSSION

EMP was created under the provisions of the New York Private
Housing Finance Law some 17 years ago with subsidy assistance of
the City of New York, to house low and moderate income families.
Some 8 years ago it refinanced it's underlying mortgage so that its
mortgage holders were afforded mortgage insurance under the Nation-
al Housing Act. Accordingly, it is required to maintain in accor-
dance with a regulatory agreement substantial replacement reserves
mandated by the mortgage documents.

EMP was onstructed on a site acquired by the City of New York
under a Urban Renewal Plan which' the City financed with federal
funds again, under the National Housing Act. Its development into
the present cooperative included income limitations, provisions for
the rehousing in EMP of individuals displaced by the Urban Renewal
Program, and provision for the creation of commercial store space
the priority of occupancy of which, had to be granted to commercial
businesses displaced by the Urban Renewal Program.

In the past two years the Internal Revenue Service has comb;
menced an audit of EMP's tax returns for the 1982 through 1985
fiscal years. The service within the past month advised EMP that
for the years in question it is in deficiency in tax payments on
the order of $1,245,000.00.

The Service findings relate to section 277 of the Internal
Revenue Code and assert that under the Code, income that EMP
received from interest on its reserves (substantial portions of
which are mandated by the Federal Government; are taxable; and that
income that EMP receives from its commercial store space (mandated
by the governmental authorities that fostered EMP's development,

`)
.1 4,
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and supervise it) is taxable. In addition, the Service claimed
that DIP is also taxable on income derived from the excess of the
interest paid by EMP to its mortgage holder fan agency of the City
of New York) over the interest received from the mortgage holder on
the bonds the agency issued and which are secured by the mortgage.
That differential is not received by EMP, rather it is applied
against debt service payable by EMP on a subordinate mortgage held
by the City of New York.

Based therefore on the Service contention that Section 277 of
the Code applies to cooperative housing companies, tne Service

'asserted that for the tax years from 1982 through 1985 EMP owes in
additional tax in excess of $1,245,000.00 which, with interest is
estimated to exceed 51,500,000.00.

If the Sqrvice position is upheld, (and EMP intends to contest
that position vigorously) the consequences will occasion a rent
increase that the cooperators of EMP shall have to face of some 45%
of present rent (maintenance) to defray the expense of the claimed
deficency, and an annual further increase of approximately 12 to 15
percent to cover claimed taxes for each ensuing year.

EMP cooperative families like others in similar governmental
housing programs are required to resell their apartments when they
vacate EMP at es.lentially the price they paid for them. Thus, the
governmental programs under which EMP was built prohibits resale by
a cooperator at a profit. The rents EMP charges its cooperators
are similarly regulated and of course DIP as a cooperative gene-
rates no profits. I`s reserves are in part mandated by the govern-
mental programs under which it °pirates, and those reserves it
maintains under prudLat management principles, are maintained
specifically to provide for a means for leplacing it's physical
plant over vime. The roserves it invests, generate interest and
the earnings of the reserves permit EMP to avoid assessing i.s low
and moderate income cooperators for needed replacement work or
borrowing funds which woult increase rent to cover the debt service
of such borrowed funds.

EMP generates commercial income as mandated by its governmen-
tal sponsors in order to provide neighborhood shopping for its
cooperators; to further offset the cost of housing it's low and
moderate income inhabitantri and; was created with commercial store
space under governmental mandate to place relocated merchants in
such spaces pursuant to the governmental program seeking to allevi-
ate the consequences of site clearance.

I submit to the Hombre's of the subcommittee that the experi-
ence of EMP is particularly relevant in the Members consideration
of UR3663. Our cooperators and their families are already strug-
gling to to defray the mom.hly maintenance charges that they must
pay to EMP. The position of the Internal Revenue Services if it is
upheld, will doubtless mr.ke it impossible for many of our families
to meet the increased (sponse of EMP apartm, Its. Utilizing those
of EMP's reserves as mat be used for operational needs, to pay the
taxes the Service would impose would denude this cooperative of
needed funds for future maintenance and replacement. Further
borrowing to meet the Internal Revenue Service claims would obvi-
ously increase further, maintenance charges to defray debt service
costs. Application by the Service of Code section 277 to EMP and
similar cooperatives would thus wreak havoc with the salutary
government purposes which all levels of local and the federal
government have combined to accomplish, the housing of low and
moderate income families.

Under the terms of EMP's mortgage documents, and under present
law, EMP can elect to repay its mortgage indebtedness and be
relieved of governmental regulations as to maintenance or rent
levels, and non-profitability some 20 years after it was created.
Thus, within three years, EMP would have the opportunity of deter-
mining whether its limited profit, limited equity position would
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continue or, end. The esce.ation,of .maintenance levels ,..- repelled
by the position of the Internal. Po.e, service and the additional
tax expense visited upon EMP will be great. Cooperator's whove rent
levels will be forced higher, to,defrof the additioaal income taxes
assessed by the Service will, for thee, economic well being have to
consider the-option of freeing to Igoz regulatxon. If they are
unable to defray the increased rent co:: would thus ,Uve V vacate
their apartments, they would'have tf. consider 0,e desirability of
resale of their apartments on the free market, 064 of regulation,
as a desirable alternative to vacating- their dIrtments because
they cannot afford to pay the rent. Thus it in joisible that tne
Internal Revenue service may compel the termlorAtiun of the very
class of housing your subcommittee is valiantly seeking to foster
and preserve.

RELIEF REQUESTED

We-appedl to members of the subcommittee to adopt a measure
that would determine that Ration 277 is inapplicable to the types
of income described above low and moderate income housing coop-
eratives, even if the Courts ultimately hold that section 277 does
apply to such'cuoperatives. Of cz,Jrse the legislation st-ould indi-
cate no inference is to be drawn from the adoption of the proposed
legislation as to the applicability of section 277 of the Code to
housing cooperatives.

On behalf of the 746 families of the Ea-et-Midtown-Plaza coop-
erative, I thank you for your concern for continuation of success-
ful programs for affordable housing for low and moderate income
families and, urge you to support legislation that will permit its
continuation.

Respectfully Submitted:

EMT MIOT9i4N HOUSING
COMPOF,

t

By: IX(
Robert Goridon, President
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March 7, 1988

Mr. Robert J. Leonard, Chief Counsel
Committee on Ways and Means
U. S. House of Representatives
1102 Longworth House Office Building
Washington, D. C. 20515

RE: HR 3663

Dear Mr. Leonard:
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Please provide the Committee on Ways and Means and to its Subcommittee
on Select Revenue Measures this communication.

I am an attorney with 36 years of active practice experience in Milwaukee,
Wisconsin and Chicago, Illinois. For the past 26 years I have been involved
as a participant and an attorney in cooperative housing. Both my own
experience as well as statistics available thro'gh the Department of Housing
and Urban Development substantiate that the cooperative housing form of
ownership provides the most stable and well maintained properties of all
of the HUD programs for families of all income levels. Unlike other forms
of home ownership, its successful experience is shared by all income level
families from the cooperators to the high income cooperative shareholders,
all sharing one common experience and goal: the perpetuation of democractically

operated cooperative communities providing well maintained housing in accordance
with its owners' abilities and rams.

Assistance in avoiding undue burdens which have no or little significance
in the revenue generating abilities of our Internal Revenue Code deserves
favorable attention to these simple and basically non-controversial requests.

HR 3663 should provide that Section 277 of Internal Revenue Code relating
to social membership organizations is not applicable to cooperative housing
corporations as defined in Section 216 of the Internal Revenue Code.

It should further define as member or patronage source income or income
earned or received to facilitate the principal purpose of the cooperative
as the following:

A. Government subsidies (such as Section 8 housing assistance) and
grants;

B. Insurance proce Is which are placed in a reserve for repair
or improvement of the prope ty;

C. Interest on mortgagee, mortgage insurer
and other reasonable reserves and escrows related to
purpose of the cooperative housing corporation;

D. Commercial income in Cooperatives housing
families.

The bill should also utilize a principal purpose
80-20 test.

Very truly yours,

Herbert H. Fisher

HHF.i

t-1 3 'a

or governmental agency
the required principal

low and moderate income

test in place of the
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Honorable Rill Green

A Representative from the State of New York

March 1988

Mr. Chairman and Members of the House Committee on Ways and
Means, thank you for the opportunity to offer some comments on HR
3653, a bill to amend the Internal Revenue code of 1986 to provide
incentives to preient the loss of low-income housing stock. There are
several key provisions in this bill which concern housing cooperatives
which I should like to address.

AS a Member of Congress with a large number of housing
cooperatives in his district, I am concerned that this:bill, by
providing relief only to limited-equity housing cooperatives as
defined-by the Tax Reform Act of 1986; is too limited in scope. I

strongly believe that it would be a mistake to divide our forces with
a bill which is-exclusively limited to low income housing. We must
not forget the much larger group of housing cooperatives which is also
confronting the adverse tax consequences-of the application of Section
277 of the Internal Revenue Code and the_80/20 income requirement of

Section-216. Let me explore these two concerns more specifically.

First,-as you know, current Federal law permits a co-op
"tenant-shareholder" to deduct from federal income tax returns his
proportionate share of the corporation's expenses for interest and
real estate taxes only if commercial revenue totals no more than 20%
of the corporation'S gross income. No stockholder is permitted to
receive any distribution not out of earnings and profits, except in
the case of liquidation. Thus, at least 80% of the gross income for
the taxable year must-be derived from "tenant-stockholders," as
defined by the code. I do not think we are well-served by exempting
only limited-equity housing co -ops from the 80/20 income rule such as
is proposed_in HR 3663. I believe that at a minimum the application
of the 80/20 test should be modified, or preferably repealed and
replaced uith a principal purpose to -t for all housing cooperatives.
In many parts of the country it is normal for apartment housing to
contain professional offices or retail` establishments; there appears
to -be no reason to penalize co-ops that follow that normal practise.
In some cases, housing co-ops have had to hold commercial or
professional rents artificially low to meet the 80/20 test, su.ely a
result unanticipated by the drafters of Section 216.

Second, there has been a great deal of debate as to whether
Section 277 applies to housing cooperatives. As you know, Section 277
was enacted by the Congress in 1969 and was intended to apply to
social clubs and other membership associations. It provides that such
organizations may be required to pay taxes on income that is defined
by the IRS to have rio relationship to the organizations' primary
purpose. In the last several years, however, the IRS has increasingly
sought to broaden the definition of what organizations are included in
the phrase "membership associations," and has included residential
associations and cooperative housing organizations in that category.
In recent years many cooperatives have cane under audit for
application of Section 277. In view of the specific applicability of
Section 216 to housing co-ops, application of Section 277 is
unwarranted, and Congress should make that clear.

In conclusion, while there are special problems applicable to
certain government assisted co tps, the 80/20 problem and the Section
277 problem apply to all housing co-ops and should be dealt with as to
all of them.
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GREENBELT HOMES, INC.
HAMILTON PLACE. GREENBELT. MARYLAND 20770

Ares Cott NI 474-4161

March 3, 2988

The Honorable Charles B. Rangel
Chairman, Subcommittee on Select Revenue Measures
Committee on Ways and Means
U.S. House of Representatives
1102 Iongworth Building
Washington, DC 20515

Dear Clair: ran Rangel:

We are submitting a written statement for the record of the Fenix hearings on
March 2 and 3, 1988, concerning the role of the tax policy in preservi g the stock of
low income housing. This statement is pursuant to instructions contained in your
press release $8 dated Wednesday, February 10, 1988.

Greenbelt Hares, Inc. is a 1,600 unit meMber-cwned, not-for-profit housing-
cooperative which was founded in 1953 through a conversion of homes developed by the
United States Public HousingrAdministration. G.H.I. has a rather diverse re:bership

with a broad spectrum of incomes. However, the ra5crity would be classified as

;Tolerate to riddle income persons. The Cooperative as have to a significant =ter
of senior citizens, single parents, and low - income families.

We haVe reviewed House of Representatives Bill $3663 entitled the 'Low Income
Housing Tax Act of 1987'. As-one of the largest providers of base ownership
opportunities for low and moderate income families in the Washington area, we support
enactment of H.R.3663, which will help to preserve the limited stock of low inane
housing that presently exists. Few initiatives have surfaced Curing the last eight

years to preserve affordable housing. Many actions have been taken to reduce or
eliminate proams that formerly produced such housing. Enactment of H.R.3663 should

help,stem the attrition of this scarce and valuable resource. If this legislation is

not enacted, the displacement which would result from lifting the restrictions on
housing developed under Section 221(d)4 could be severe.

G.H.I. is a market equity cooperative and would receive no benefit from Soctions
Vaal VI of H.R.3663. However, we belong to a regional association -- the Eastern
Cooperative libusingOrganization (ECHO) -- which contains many limited equity
cooperatives, as does the National Cooperative Business Association, of which we are

a rember. Our obcervation is that limited equity housing cooperatives provide a
unique opportunity for families of low and rederate income to attain the-benefits of
home ownership. Due to cost constraints, the private sector is unable to offer such
ownership opportunities to these families. The limited equity principle preserves

these cooperatives as affordable housing for future generations. Enactment of

Section VI of the bill would assist such cooperatives to retain adequate reserve
rurCs to reet their goal of providing a permanent low and :moderate income housing
resource.

The dwelling units which comprise Greenbelt Homes were constructed in 1937 and

1941. Greenbelt racked its 50th Anniversary in 1987. We, and the other ECHO coops
(which are of s-milar vintage) haVe devoted considerable effort in analyzing the
necessity of establishing reserve funds to ensure timely replacement of building
components in order to rake our cooperatives last another 50 years. In the early
1980's, Greenbelt Homes borrowed approximately S18 zillion dollars to fund a
comprehensive rehabilitation of our community. Needless to, say, we will be paying

interest on those funds for the next 20 years (and our members will be deducting that
interest from their income taxes). G.H.I. dOes not want to repeat this process

within the next 50 years. Our Board of Directors has adopted a policy wherepy we
will save the necessary reserves to avoid such future borrowing. Other ECHO coops

discussed this at our annual conference and have begun a simi:ar planning process.

1-1 pry

a3.t
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Too often in the history of the United Stares housing has been %ewed as a

disposable commodity. The current budget pressures at the federal, state, and local

level mandate that we maximize the effective life of all of America's housing

resources,_ particularly if we are to meet the goal of the 1937 Housing Act of

'providiia a deceit home for every Aerican. A decision to tax the interest income
earned on reserve funds, which income could otherwise be used for the Purpose of the

reserve, would contradict these efforts to meet the stated purposes of America's

housing policy.

The policy contained in Section VI of H.R.3663 is the most cost effective means

available to preserveAmerica's affordable housing stock. For this reason, we would

not be adverse to expanding the scope of the bill to treat interest on mandatory and

reasonable reserves and escrows for all housing cooperatives ae'rember inoome under

Section 216 of the Internal Revenue Cade.

We would also encourage enactment of a technical amendment which would clarify

that insurance proceeds from residential property, which would be reinvested or

placed in a reserve for the property's repair or improvement, should be classified as

member income under Internal Revenue Code Section 216.

Sae members of our cceounity receive rental assistance undeiSection VIII of

the United States-Housing Act and similar programs. These programs provide a

valuable service in enabling low and moderate incase persons to reside_in communities

such as Greenbelt. We pride ourselves on the diverse socioeconomic ne6omo of our

community. We, like other coops, would appreciate it if the bill could be axed to

clarify that such goverment subsidies and/or-grants are member incase under I.R.C.

Sectian 116.. G.H.I. makes no distinction whether monthly cooperative fees (carrying

charges) are received directly from the mommer or through an assistance program such

as Section VIII. This is as the government intended, and such a clarifying amendment

would only confirm that fact.

We thank the COccittee for the opportunity to subtit this .rzaterent for the

hearing_record. The last eight years have witnessed the retrenchment and, in some

cases, total dismantling of many of the federal housing prograls which contributed to

a dramatic improvement in the-nation's housing stock over the last SO years -- an

improvement which was unprecedented in the annals of western civilization. Greenbelt

Hants and our sister cooperatives in ECHO were constructed as a means of-implementing

America's housing policy which was first set forth in the National Housing Act of

1937. We view H.R.3663, the Low Dionne Housing Act of 1987, as a step to preserve

the gains which were made over the last 50 years. We hope the Committee reports

favorably on this much needed legislation and that it will be adopted by the House

and Senate.

Please feel free to call upon us if we can provide any additional information or

supporting

Sincerely,

/70/af
Margaret Hogensen
President

roue-Ate,

Ronald Colton
General Manager
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March 17, 1988

Hon. Dan Rostenkowski
Committee on Ways Means
1102 Longworth House Office Building
Washington. D.C. 20515

Dear Mr. Chairman:
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I am writing to request that the enclosed report entitled "The
Preservation of Low and Moderate Income Housing in the United States
of America." be included in the hearing record on low income housing
which was recently held by the Select Revenue Measures Subcommittee.

Thank you for your assistance in this matter.

With kindest regards,

;ILK J. GUARINI
Member of Congress,

FJG:sc
Enclosure
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THE PRESERVATION OF
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INCOME HOUSING
IN THE. UNITED STATES

OF AMERICA

A REPORT BY THE
NATIONAL HOUSING PRESERVATION TASK FORCE
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THE NATIONAL HOUSING PRESERVATION TASK FORCE

1625 Eye Street, NWSuite 1015
Washington, DC 20006

February 15. 1988

Mr. Daniel C. Grady
Chairman
The National Advisory Council of

HUD Management Agents
1625 Eye Street, NW
Suite 1015-
Washingto n, DC 20006

Dear Mr. Grady:

It is an extreme pleasure to forward to you under cos er of this letter the Report of the National
Housing Preservation Task Force on the pmsen at ion of low and moderate Income houswg for the
United States of America.

This Report is in response to action taken by The National Advisory Council of HUD Management
Agents in March 1987 to sponsor a task force that would address the serious national problem of a
potential loss of the inventory of privately ow ned assisted housing presently serving families of
low and moderate income in the United States. The findings that would result from this effort
would be furnished as a report to the Council for its presentation to the United States Congressas
recommended solutions to the problem.

This task force was to be representative of the assisted multifamily housing industry nationally,
with its select membership reflecting the collective experience of those engaged first hand in
tenant advocacy, state and local government, management, ownership, financeand the legal
profession.

As you know, this did lead to the establishment of the National Housing Preservation Task Force,
as intended. Since its first meeting in April 1987, the membership of this Task Force has worked
diligently on the complex social and financial issues that surround the problem. Throughout, there
has been a strong concern for objectivity and for the need to establish responsible positions that
are in the best interests of the United States of America. It is trusted that the results of this effort.
as contained in the attached Report, will be found consistent with those concerns.

The membership of the Task Force joins me in expressing our appreciation to the National Ad% isory
Council for the opportunity to contribute to a solution of this serious problem and wishes also to
compliment the Council on its splendid initiative to address the problem so directly.

Sincerely yours,

7 A
G. Lindsay Crump/GPM
General Chairman
National Housing Preservation 'Risk Force
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FOREWORD
The supply of afftmlable hou.sing for low
and moderate income households of the
Unned State, cs an inereeangly serious

national problem.
While the gap between supply and demand

for this housing has been increasing, the proh
lem may soon reach crisis proportions because
the present inventory of privately owned,
assisted housing is being threatened by expir
ing Federal and private commitments along
with in absence of any affimiativensleral
action to maintain and expand the Mw and
moderate income housing stock.

In response to this i -tionaltridemma the
National Housing Preservation Usk Force has
come together, under the sponsorship of the
National Advisory Council of HUD Manage
ment Agents, with a mandate to examine the
problem and to provide recommended actions.

Membership of the Task Force has been com-
prised of twenty-seven leading experts drawn
from a broad spectrum of interests in multi-
family rental housing, with extensive expen-
encr. in property management, ownership,
tenant interests, the legal profession and the
administMtion of government programs.

In carrying out its mission, the Task Force
has focused on the preservation of the existing
inver,,ory, leaving to others the important task
of determining how'additional affordable
housing should best be provided. The Task
Force has convened repeatedly since April 29,
1987 in the form of six committees and in full
session. It has had the encouragement of the
Department of Housing and Urban Develop-
ment and of the staffs of the Subcommittee on
Housing and Urban Affairs of the Senate Bank-
ing, Housingand Urban Affairs Committee,
and the Subcommittee on Housing and Com-
munity Development of the House Banking,
Finance and Urban Affairs Committee, as well
as the assistance of the staff of the National
Advisory Council.

This Report is the product of that work. It
has been developed with sincerity of purpose
and has been motivated by a deep concern for
an adequate supply of affordable shelter for
low and moderate income Americans. The con-
clusions and recommendations it contains are
believed to be in the collective best interests of
all Americans.

This Report reflects the consensus of the
diverse views of the member, of the Task
Force. Although there were differences among
the members of the Task Force on individual
issues and no individual member necessarily
endorsees every reeonimendation. no minority
report has been drafted because we were able
to reach broad areas of agreement on these
Important matter, This Report IS the product
of the individuals who served on the Task
Force and does not represent the position of
any organization or institution with whom
those individuals may he associated.

The Task Forie recognizes that many of its
recommendations will require changes to
existing statutes along with, in many
instances, specific. action in appropriations
bills. It urges the Administration to endorse
the necessary statutory changes and to seek
enactment of those changes this year. It fur-
ther urges that the HUD budget request for FY
1989 be revised to include the additional fund-
ing called for in this Report. Congress is urged,
then, to enact these statutory changes and
take the necessary appropriations actions.

At about the time the work of the Task Force
was concluding, the Housing and Community
Development Act of 1987 was given final
approval by the Congress. We commend the
Congress for this action and the President for
his recent signature of this important legisla-
tion. The Task Force did not have an opportu-
nity to consider the final provisions of the 1987
Act but it does applaud the Congress' recogni-
tion of the major threat to the nation's supply
of low and moderate income housing posed by
impending mortgage prepayments and expir-
ing housing subsidies. We trust that the recom-
mendations contained in this Report will assist
the Congress to take the next step toward
resolving these matters on a permanent basis.

G. Lindsay Crump, CPA!
Chairman
National Housing Preservation Task Force

NA....-*cp
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EXECUTIVE SUMMARY
The Problem

The Report addresses the serious national
problem of the potential loss by the year
2000 of a very substantial portion of the

existing inventory of privately owned, assisted
rental housing for the low and moderate
income. This loss would start occurring at the
same time that the supply of affordable hoiis-
ing, in general, is becoming increasingly short.

While the Task Force's study has revealed a
complex involvement of legal and social issues,
conflicting perspectives among the principal
parties, and ultimate public obligations that
are fundamental to the success of any pro-
posed solutions, the dimensions of the problem
are clear. They are:

The potential loss from the existing inven-
tory is between 1.2 million and 1.5 million
units by 1995 and over 1.8 million units by
2000.

While most attention has focused on the
potential loss from the inventory as the
result of mortgage prepayments, much
greater losses will occur as the result of
expiring Section 8 contracts.

The number of units in 221(dX3) and 236
projects lost through prepayment could be
sharply increased as the result of the expira-
tion of project-based, rentsubsidy contracts
and the lack of funds for capital repairs and
improvements.

Notwithstanding the necessary participation
of the tenants and the owners in achieving
solutions, the Federal Government must
accept the motor responsibility for positive
remedial action if solutions are to be found.

A re-establishment of the public/private
partnership that created this housing Is neces-
sary to create a workable environment for the
solutions being proposed.

Only through such a reestablishment can the
sometimes conflicting positions of owners, ten-
ants and the various levels of government be
brought together to assure that:

the obligation of the Federal Govenment to
preserve the existing Inventory of low and
moderate income housing is reaffirmed.

the contractual rights of the owners are pro-
tected, and

every existing low or moderate income ten-
ant of a project whose mortgage is prepaid is
provided continuing, affordable shelter.

A Measurement of the Problem

The existing inventory of privately owned, low
and moderate income housing consists of
approximately 2 million units receiving assis-
tance in specific projects (project-based) and
about 960,000 units occupied by tenants
receiving assistance under the Section 8 certif-
icate or voucher programs (tenantbased).

The threat to this inventory arises in three
principal areas:

1. The Prepayment of' MortgagesWhen the
mortgage is paid off on a HUD - assisted project,
HUD's controls over that project cease, such as
those limiting occupancy to low and moderate
income tenants. Also, the favorable financing,
which is the subsidy for 221(dX3) BMIR and
236 projects, ceases. According to HUD

360,000 units, out of the total 604,000 units
in 221(dX3) and 236 projects with mortgages
insured or held by HUD, are eligible to be
prepaid after 20 years

the remaining units are in projects (non-
profits, cooperatives and projects receiving
rent supplement assistance) whose mort-
gages cannot be prepaid without HUD
approval

by 1995, prepayment-eligible mortgages cov-
ering 316,000 units will have attained 20
years

total prepayments are expected not to
exceed about 154,000 units because of such
factors as project location, physical condi-
tion of the project, owner preferences and
restraints imposed in connection with other
subsidies provided the project.

The Task Force estimates that total prepay-
ments should be below 100,000 units and could
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go to as low as 50.0(X) units, provided proper
incentives are provided to owners.

The Tisk Force believes that prepayments of
Fmli A Section 515 mortgages and state
financed 236 mortgages should both be

2. Expiring SubsidiesRental subsidies
under the several Section 8 programs are avail
able for specific time periods, generally shorter
than the 30 to 50 year terms of project mort-
gages. These terms are 5 years for vouchers, 15
years for loan management setasides (1.MSA),
moderate rehabilitation and certificates, and
20 years (common) to 40 years (rare) for new
construction,an 3 substantial rehabilitation.
These terms cannot be extended without stat
utory change In some cases and without signif-
icant Federal budgetary impact in all cases.
The present distribution of these subsidies is,

280,000 LMSA units presently assist almost
one-half of the inventory of 221(dX3) and
236 units; the contracts on at least 100,000
cf .nese units will expire by 1995 and almost
all will have expired by 2000; these expira-
tions will seriously jeopardize the financial
stability of 221(0X3) and 236 projects

over 700,000 units arc receiving Section 8
assistance In newly const meted or substan-
tially rehabilitated projects; these contracts
will start expiring in 1996, with 200,000
units off subsidy by 2000; 180,000 of those
200,000 units could be removed front sub-
sidy by 1994, if owners elect not to renew
contracts at the end of their second or third
five-year terms

over 100,000 units are in Section 8 moderate
rehabilitation projects; contracts on 90.0(9)
units will have expired by 2000

over 960,000 units are occupied by tenants
using Section 8 certificates or vouchers, con-
tracts on at least 636,000 of these units will
have expired by 1995, with almost altof the
remainder expired by 2000.

3. Physical ConditionAbout 33 percent of
all Oler, HUD multifamily projects have high
repair needs or very little cash flow to meet
ordinary repair needs. This percentage is
believed to be higher in low and moderate
income projects, and the lack of funds to meet
increasing capital replacement and hnprove
ment needs in these projects Is expected to

lead to both increased mortgage defaults and
mortgage prepayments.

The losses to the inventory of low and mod-
crate income housing, through both prepay-
ments and expiring subsidies, could start
occurring in sismificant amounts in 1989 and
by 1991 could excec t 200,000 units per year.
As this starts to occur, there is little likelihood
of any change from the present situation,
which finds the gap between the supply of
:musing for the low and moderate income and
the need fc r such housing being at its widest in
many years This has been exemplified by sig-
Lficant increases in low income households,
millions of %Atom are paying over 60 percent of
their income i'or rent, and tit. estimated
700,000 homeless, many of them families with
children.

While this gap has been widening, the Fed-
eral Government has been making sharp cuts
in its low and moderate income housing pro,
grains and removed most tax incentives for
owning such housing with enactment of the
Tax Reform Act of 1986.1t, further, has made
no plans to deal with the impending losses
from the inventory, let alone meet the nation's
other growing low and moderate income bons-
ing needs.

The Conflict of Perspectives

During its eight-Month study, the Task Force
dealt continually with the conflicting positions
of the tenants, the owners and the Federal
Government. Only by returning to the funda-
mental reasons why the housing was created
could these conflicts be put Into a basic per

from which' the Task Force itself could
function effectively.

From that basic perspective there is much
evidence that the housing has worked gener-
ally as intended. At this point, the government
has net a public obligation by providing the
housing; many millions of persons have
enjoyed affordable housing that otherwise
would not have been available; and owners
have had an opportunity to realize their vary-
ing financial and/or social objectives.

Still, separate, conflicting perspectives of
the parties do exist:

Residents of the existing stock know that
they may have no place to go if their present
housing becomes unaffordable. Therefore,

2
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they feel that they must be guaranteed a
continuation of affordable shelter.

The owners believe that there is a clear con-
tractual right to prepay their mortgage and
change the use of the project, without any
continuing financial obligation to subsidize
the rent of their present tenants. The own-
ers also believe that so long as Federal con
straints continue on use and on the manner
of project operations, the Federal Govern-
ment has an obligation to provide a renewal
of rent subsidy contracts if that subsidy sup
port is critical to the continued viability of a
project,

The Administration's position on low and
moderate Income housing Is generally at
odds with the concerns of both tenants and
owners. These differences arc:

Ownertertant
concerns

A widening gap Is
OCrtarillg between the
supply of and the
demand for affordable
housing.

Long term, hroled
based rent subsidy Is
C1,411113i 10 continued
polled viability.

The tenant Is concerned
about displacement for
any reason In a tight
housing market.

The need for tow-cost,
capitabimprovement
funds is serious and
growing.

Administration's
Position

The question Is only one
of affonisbility, not
supply.

Short term housing
vouchers provide an
acceptable substitute
for pridembased
subsidy.

Housing vouchers will
satisfy the Problem

active support for
such funds.

The nature of the ownership of assisted
housing further complicates the problem. The
majority of project ownership interest is in the
hands of passive, limitedpartner Investors,
who purchased those interests solely for busi-
ness reasons. Owners of these projects are now
faced with expiring tax benefits, phantom
Income (taxable income in excess of cash flow)
and questionable project residual values due to
the effects of the Tax Reform Act of 1086. At
the same time, the need for capital repairs is
growing while project cash flow Is limited.

This is the context in which an owner must
decide a project's future course when Its mort-
gage i)ecomes eligible for prepayment. When
that decision is to be made by a limited ps

nership's general partner, the limitedpartner
Investors will expect it to be made in a
businesslike fashion in keeping with the gen-
eral partner's fiduciary obligation to them.

Conclusions

Every reasonable effort must be made to pre.
serve the existing stock of privately owned,
low and moderate Income housing.

For these efforts to be productive, it is essen
tint that there be a revitalization of the earlier
public/private partnership. The Federal Gov-
ernment should serve as the convener of this
revitalized partnership. In turn, state and local
governments and private owners must actively
work with the Federal Government.

While the solutions must be individually
structured to fit the unique circumstances of
each project, they should all fall within one or
more of the following three categories:

incentives to induce owners to retain their
prqjects' low and moderate income
character

longterm renewal of projectbased, rent-
subsidy contracts

lowinterest loans 'or project repairs and
improvements.

All tenants should pay a fair share of their
income for rent.

Preventive action taken should be of a long-
term nature.

Owners should take Into consideration the
needs of their tenants and should be respon
sive to offers of governmental incentives to
deter prepayment.

Specific Recommendations

1. The Prepayment Issue
In making decisions on the prepayment issue,
the Task Force recommends that the following
principles guide the actions of the parties
involved.

a. Basic Precepts
(1) The owner has a clear contractual
right to prepay and to use the property
for other purposes, unless prohibited by
other contracts.

(2) Low and moderate income tenants
of the existing Inventory of privately

:1
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owned, assisted housing should be pro'
vide) continuing. affordable shelter of
at least comparable quariry and cost, in
the event the tenant's lost to the
inventory due to prepayment.

(3) in the event of prepayment, the ten-
ant should be permitted to remain in
place at no increase in rental cost to the
tenant, except for regulatory reasons,
until replacement housing of compara-
tile cost and quality is available.

(4) It Is the abligatior of the Federal
Government to provide this affordable
replacement housing, as well as Section
8 rental assistance, as long as a tenant
remains In the project pursuant to the
preceding paragraph. The Government
should also accommodate any relocation
costs that might occur.

b. ieAt int a tes YfiltratorY Loss
These estimates should be based on the pre-
payment problem being dealt with realisti-
cally and in a t 'sylashion and after
taking into consideration the following
factors:

Many owners would choose to remain in
place if appropriate benefits and a suit-
able operating environment are
provided.

The cost of conversion to market-rate
rental operation could be prohibitive in
terms of physical Improvements,
expenses and potential tenant unrest.

Many markets could not sustain the size-
able rent Increase that would be neces-
sary to accommodate expanded debt
service and capital improvements.

c. Market Value
The market value of a project should be
used by !IUD as a basic guide to determine
the level of incentives, if any, that should
be offered by 11W) in endeavoring to per-
suade an owner to retain the low and mod-
erate income character of a project.

As soon as possible but in any event no
later than the seventeenth anniversary of
final endorsement, every project should be
appraised to determine its market value at
its highest and best useabsent of any reg.
Watley constraints and /or any rent subsidy.

This inarket value should be compared to
the replacement cost of building similar

projects, at the same time as the appraisal,
on available land In the same market area.
The difference between the market value
Wed the loan balance should be calculated
so as to determine the amount of "locked-
In" or imputed equity.

d. Housing Vat_bers as Displacement
AssLsta rice
In areas of tight housing supply, vouchers
should be supplemented with a relocation
benefit that, together with the voucher
allowance, will enable a displaced tenant to
afford to pay true market rent.

2. Incentives to Owners
The incentive or combinations of incentives
offered to a project owner should be based on
the specific characteristics of that project,
including its market value and replacement
cost, market area, location, design, physical
condition, tenant profile and the requirements
of its ownership.

Negotiations with owners whose mortgages
will be eligible for prepayment should begin no
later than three years prior to the date of tho
project's twentieth anniversary, In order that
the problem can be addressed In an orderly,
cost-effective manner. This wit }quire some
900 projects containing over 100,i0 units to
be addressed during 1988.1n order that poten-
tial prepayments through 1991 may be dealt
with in a timely fashion.

Any rent Increase necessitated by the use of
one or more of the suggested incentives should
be phased.in, so as to assure that no unit's
rent Increases by more than 10% over the pre-
vious year's rent, in addition to any Increase
required to cover Increased operating
expenses. Where the incentive Increase would
cause the tenant's portion of the rent to
exceed 30% of income, extra rental subsidy
should be provided by the Federal
Government.

Incentives can take different forms:

a. Financial Incentives
(I) An Increase in Allowable
Distributions
The difference between appraised value
and the existing mortgage balance
would be the new imputed equity on
which the allowed 6% return on Invest-
ment would be applied,

4
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(2) Recovery qf Accumulated Equity
Secondary financing, based on value
and ability to service the debt, should be
permitted in order to release part of the
locked -in equity.

The amount to be borrowed sh..41d be
limited to the greater of 815,000 per
unit, or an amount based on debt ser-
vice that could be met by rents not
exceeding 30% of 80% of the area
median Income.

(3) Low Interest Loans for Capital
Improvements
HUD, as part of its management over-
sight responsibility, should make loans,
for major project capital repairs and
improvements, that would carry an
interest rate of no more than 6% and be
amortized over a time period compatible
with the project's cash flow. These
direct loans should be made on a revolv-
ing basis as part of the present flexible
subsidy program.

b. 76x Inceatives
(1) Re-establishment of Depreciable Mx
Basis
The owner of a project eligible for pre-
payment should be permitted to re-
establish the depreciable tax basis of the
project at an amount determined by the
project's appraised market value at its
highest and best use. In return, the
owner would have to agree to maintain
the project as low and moderate income
housing until the original maturity of
the mortgage.

Any owner who agrees to such a lock-
in, with or without a re-establishment of
depreciable basis, should be permitted
to use 65% of any tax losses gene-eted
by the project to offset other income,
without regard to the new passive loss
restrictions imposed by the Tax Reform
Act of 1986.

(2) 1,ow-Income Housing Mx Credits for
Existing Owners
Owners of existing projects also should
be permitted to qualify for low-income
housing tax credits, without regard as to
when ownership of the property was
obtained. The Federal tax code should
be further modified to permit these tax
credits to be used to offset taxes on any

other income of the taxpayer, regardless
of source and without any maximum
limit.

(3) Non-Thxable Sale to Public and
Non.Profit Entity Ownershi,
The sale of a limited-dividend, low and
moderate income housing project (e.g.
221(dX3) and 236) to a public entity or
non-profit organization should be
treated as a non-taxable event, if the
sale takes place prior to mortgage pre-
payment and if the purchaser agrees to
continue the low and moderate income
Tharacter of the project. This would
enable the seller to avoid taxation on
the gain realized in the sale.

3. Expiring Subsidies
In order to r.event 221(dX3) and 236 projects
from being financially jeopardized or, in the
alternative, induced to prepay their mortgages
as the result of the expiration of LMSA rent-
subsidy contracts, it is recommended that:

a. HUD offer to extend all LMSA contracts
to the maturity date of the mortgage in
return for a waiver of the owner's mort-
gage prepayment right.

b. Housing vouchers not be used as a sub-
stitute for expiring, project-based subsidies
at any time prior to prepayment.

c. Any recaptured LMSA contract author-
ity and/or budget authority be recycled to
subsidize units in other projects.

d. The use of five-year, LMSA contracts
should be discontinued and any new LMSA
contracts should be for a period equal to
the remaining mortgage term.

4. Tenant Protection
Owners of projects whose mortgages have
been prepaid should be encouraged to retain,
to the greatest extentpossible, their present
low and moderate income tenants, and assis-
tance should be provided to those tenants to
assure that they are not required to pay more
than 30 percent of income for rent.

Projects whose mortgages are prepaid and
are converted to other uses should be replaced
so that the inventory of low and moderate
it :ome housing is not diminished, especially in
tight housing markets

The Federal Government should determine
the need for such replacement housing and be
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primarily respOnsible for overseeing its' devel-
opment by providing grants, project -based sub-
sidies or other-appropriate resources.

A "Notice of Fund Availability" (NOFA),
should be used to recruit developers for this
replacement housing, with priority given to
developeriwho commit to lock-in, without
incentive and for the balance of the mortgage
term, a project otherwise qualifying for owner
incentives-and comprising at leant the same
number of units as those ,rich are applied for
under the NOFA. This program would become
the "2 for 1 Program."

5. Incrcaied Income-to-Rent Ratios
All residents of Section 236 and 221(dX3) BMIR
projects presently paying less than 30% of
their income for rent should have that rent
payment increased to the lesser of 30% of
income or the Section 8 Existing Fair Market
Rent for the area. In addition, Section 236 Fair
Market Rents, where they are less, should be
increased to the Section 8 Existing Fair Market
Rents in the area and maintained at that level.

Rent increases necessary to overcome any
differential caused by these increases should
be limited to 10% per year, in addition to any
increase required to cover increased operating
expenses.

6. Less Governmental Oversight
The resources of exper.enced HUD personnel
at the field level should be reallocated from
routine management oversight to the more
complex issues related to inventory preserva-
tion. Managements with a history of compli-
ance should be reviewed only through annual
audits and periodic physical inspections.

7. Section 8 New Construction and
Subs:Ando: Rehabilitation Projects
Owners of Section 8 projects, whose contracts

allow them to be cancelled at the end of five-
year periods, should be encouraged to forgo
these options through use of a revised rent
increase formula that will assure every project
a reasonable annual rent increase.

HUD should be required to adjust the equity
of limited- dividend ,Section 8 projects, as pro-
vided in existing regulations.

8. A National Housing Advisory
Commission
In 1987, Congress gave recognition to the hous-
ing supply problem by supporting the creation
of the National HousingTask Force. Support
and encouragement was Aso provided the
National Low Income Housing Preservation
Commission and this Task Force to examine
these issues and to recommend solutions. Col-
lectively, their findings will reflect the best
advice that private industry, state and local
government, and the general public can
provide.

Congress should continue to benefit from
this collective wisdom as it proceeds to address
the questions of both preservation and future
housing supply needs.

The Task Force recommends that the Con-
gress bring together representative's of the
three groups, augmented as appropriate, into a
National Housing Advisory Commission that
would advise the Congress on the effective-
ness of different program designs. Importantly,
it would tend to infuse the deliberations with
the practicalities of housing construction,
financing, and management.

It would also provide an unusual opportunity
for those interested in solving the housing
problems to debate their views and assist Con-
gress in developing a comprehensive new
housing policy for this nation.
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THE REPORT
I. The Problem

A. The Problem Defined
The problem addressed by this Report is the
potential loss by the year 2000 of a very
substantial portion of the existing inven-
tory of privately owned, assisted housing
units for the low and moderate income.

The Task Force believes it is clear that the
United States faces the risk of wide-scale

- social unrest, substantial losses to the FHA
mortgage insurance funds and embarrass-
ment in the world community, unless the
Federal Government focuses on the prob-
lem in a positive manner so that most of
this housing will be preserved for its origi-
nal purpose.

At the center of this problem are the
approximately 2,000,000 housing units
(ErhibitB) that were built or rehabilitated
under the various housing programs
described elsewhere in this Report. Their
continued use as low and moderate income
housing is beingthreatened in varying
degrees by:

The expiration of project-based, rent-
subsidy contracts considered essential to
the continued existence of the projects
they serve.

The potential prepayment of project
mortgages by owners, resulting in a ter-
mination of the obligation to use the
properties for low and moderate income
housing.

Aging pLysical plants that require major
capital fu ids unavailable from conven-
tional sources.

The potential non-renewal by owners of
rent-subsidy contracts for projects which
have no other use restrictions, thus per-
mitting the properties to be used for
other than low and moderate income
housing.

The absence of future financial incen-
tives to owners to continue to operate
within assistance programs, dictating
either withdrawal or mortgage default.

A low level of trust in the Federal Gov-
ernment by the housing industry and the
investment community, aused by incon-
sistency of program administration and .:
lack of any affirmative Federal policy
toward housing; in general, and toward
housing for low and moderate income
persons, in particular

The Task Force believes that although the
problem is national in scope, it must be
solved on a project-by-project basis. Based
on individual project circumstances, a vari-
ety of solutions will be required.

The dynamics of market value further
exacerbate the problem. In markets of high
prosperity, the value of a property as a con-
dominium may be several times its value as
a rental operation, whereas in economi-
cally depressed markets, rental units, at
any price, presently lie vacant. These
dynamics, in turn, influence the decision-
making process of an owner.

It was determined that an evaluation of
the problem an-i the extent to which solu-
tions might be necessary should be con-
ducted from a macro perspective.
Therefore, the Task Force has not
attempted to create additional statistics
that would more minutely define the prob-
lem but, instead, has generally relied upon
data developed by the Congressional Bud-
get Office, the General Accounting Office,
and the Department of Housing and Urban
Development.

B. The Cowes
The problem, as previously defined, is the
result of a Federal housing policy that has
become increasingly less responsive to the
shelter needs of the low and moderate
income.

The Task Force believes this has been
demonstrated through:

The widening gap that has been permit-
ted to occur over the past two decades
between the supply and need for afford-
able housing units.

A failure by both the Congress and the
Administration to appreciate, during the
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legislative process, the devastating
effect that the Tax Reform Act of 1986
would have on both the financial incen-
tives to maintain the present inventory
of low and moderate income housing, as
well as on the financial ability to build
future housing at affordable rents.

Failure to provide adequately, in
advance, for the housing needs that
would arise upon the expiration of the
Federal and private commitments sup-
porting the present inventory of pri-
vately owned low and moderate income
housing.

Although these conclusions come across as
critical, it is acknowledged that housing
policy and programs developed ten to
twenty.five years ago were never designed
to face today's problems. The focus of both
the Congress and the Administration dur-
ing that period was supply-oriented. (The
Housing and Urban Development Act of
1968 contemplated the provision of six mil-
lion low and moderate income housing
units over the ten-year period ending in
1978. The initial budget requests by the
Administration in 1974-76 for Section 8
funds contemplated 300,000-400.000 units
per year, 75% of them for construction or
rehabilitation.) It was also anticipated that
the population segment being served
would be upwardly mobile, thereby dimin-
ishing the need for further housing assis-
tance.

Unfortunately, that upward mobility, in
relation to housing costs, did not occur to
the degree anticipated. At the same time,
the nu.nber of those in need of housing
assistance grew without a corresponding
increase in the supply of affordable hous-
ing, as the projections and promises of 1968
and 1974-76 were never fulfilled.

As a result, a massive housing preserva
tion and supply problem has come pass.

C. The Extent
I. The National Scene
lb fully understand the severity of the
problem that a loss of any significant
portion of the existing inventory of low
and moderate income housing would
cause, it is necessary to review the
totality of circumstances confronting
the Mw and moderate income.

In the 1983 Annual Housing Survey
(the latest one available), the Census
Bureau found 8.4 million renter
households earned less than $7,000;
over one.half of these households
paid more than 60% of their income
for rent.

Also in 1983, 86% of the 2.2 million
renters with incomes below $3,000
per year paid more than 60%-of their
income for rent.

Between 1970 and 1980 the number
of housing units affordable to a
household earning $5,000 or less a
year dropped from 15 million to 3
million, while in 1980 there were still
6 million households earning $5,000
or less a year.

At the end of 1987, an estimated
700,000 people in the United States
were homeless: It has been estimated
that this number will grow signifi-
cantly unless the supply of low-
income housing is increased. Even
worse, this does not include the "hid-
den homeless,"- those who live in
overcrowded conditions.

The number of low-income house-
holds rose by 5.8 million between
1975 and 1983, according to Anthony
Downs of the Brookings Institution,
far in excess of new housing supply
for that segment of the population.

Hundreds of thousands are on the
waiting lists of existing low and mod-
erate income housing projects.

Since 1981, Federal housing assis-
tance funds for additional low and
moderate income housing units haVe
been reduced nearly 70%.

The effects of the 1986 'Pax Reform
Act have contributed to a substantial
decline in construction of any new
rental housing.

It seems clear, therefore, that tenants
who may be displaced from the existing
inventory of low and moderate income
housing could well fall out of the hous-
ing market altogether.

Charsetenancs and 11011,Ing NMI" of the llomeIe ks.
pared for The COMMIllte for Food and Shelter. Int- by ICF
Incorporated, December 31.1987.

8



326

2. The Existing Inventory
There are approximately 2,000,000
units of federally assisted, privately
awned housing for the law and moder-
ate income. (A precise count does not
seem to exist. While HUD is the prime
source, data issued by it does not
always agree with data issued by GAO
and atheri, even though purportedly
derived from HUD data.) Over 900,000
other privately awned units are occu-
pied by tenants with assistance under
HUD's Section 8 certificate ar voucher
programs. Exhibit B provides an esti-
mated breakdown, between programs,
of this inventory.

The threat to this inventory arises in
three principal a:tas:

a. The Prepayment of Mortgages
According to HUD, there were in
June, 1987, 860,528 units in 8,215
projects with mortgages whP:h were
either insured or held by HUD under
its 221(dX3) and 236 piograms and
which are eligible for prepayment
after their twentieth year. Through
1995, 316,481 of these housing units
in 2,875 projects will have achieved
that eligibility, fur prepayment
(Exhibit C).

Not included in the above totals
are 240,906 units in 221(dX3) and
236 projects awned at the time of
final endorsement by a nonprofit
organization ar a cooperative ar
which are receiving, for some ar all
of their units, payments under
HUD's rent supplement program.
The mortgages an these projects can
only be prepaid before, their 40-year
maturity with HUD approval.

In addition, several hundred of the
projects eligible far mortgage pre-
payment after twenty years have
been assisted with flexible subsidy.
While the mortgage on a project
which has received flexible subsidy
assistance may be prepaid after
twenty years if there is no other
inhibition, the project is still
required to be maintained for low
and moderate income use until the
end of the original mortgage term. It
is expected that this latter require-
ment will forestall the great majority

of permitted prepayments for
projects whicn received flexible sub-
sidy.

Even when a project has the unfet-
tered right to prepay its mortgage,
the decision as to whether to exer-
cise that right will depend an the
unique circumstances affecting that
project in such areas as: market con-
ditions, level of dependence on
direct rent subsidy, physical condi-
tion, attitude of the owner toward
change, etc.

A single project, otherwise eligible
for prepayment, is immediately
faced with a series of practical busi-
ness questions, indeed a combination
of such questions, far which na sin-
gle answer may suffice:

Will the market support necessary
higher rents?

Will the physical condition and/or
design permit upgrading at an
acceptable cost?

Will present dependency an rent
subsidy permit market oriented
rent levels without significant ten-
ant displacement?

Will replacement housing be avail-
able if tenant displacement occurs?

Will a reasonable incentive(s) to
maintain the project for low and
moderate income occupancy be
preferable in lieu of converting the
property to other purposes?

From a practical standpoint, the
owner may elect to prepay for the
purpose of converting to a market-
rate rental ar condominium opera-
tion, if it is reasonably apparent that
the property will command rents ar
sales prices that will yield an accepta-
ble profit after renovation costs,
rent-dawn and rent-up expenses and
increased debt service payments.
Because such a conversion involves a
fundamental change in a project's
image and market, the task, in the
majority of cases, will not be an easy
one.

A most significant factor in deter-
mining the probability of prepayment
is the rather extensive existence of
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direct rent subsidy in the eligible
projects.

HUD statistics show that a substan-
tial percentage of the 3,215
prepaymenteligible projects have
varying levels of Section 8 project
based assistance (L..ISA); in fact, 42%
of all units in those projects eligible
for prepayment through 1993 have
such assistance. This level of depen-
dence on artificial rent support sug
gests that mail, of these projects are
not in market. locations that will per-
mit any conversion of use, regardless
of the owners' desires.

The physical condition of many of
the prepaymenteligible projects will
be such as to cause improvement
costs to be prohibitive, if a conver-
sion to market-rental use is under-
taken. Although dealt with
elsewhere in this Report, a recent
HUD study indicated that 23% of all
projects insured becnre 1975 were in
poor physical condition, suggesting
the additional obstacles of poor mar-
ket image and the need to incur high
renovation costs if a conversion to
nonsubsidized operation is to be suc-
cessful.

HUD took these many factors into
account in its March, 1987 project-by-
project analysis of prepayment prob-
ability. The results of that analysis, as
contained in Assistant Secretary
Thomas T Demery's March 26, 1987
testimony before the House Subcom-
mittee on Housing and Community
Development, indicated that 84,257
units in 739 projects would "deli.
nitely prepay" and that an additional
70.022 units in 622 projects would be
likely to prepay:' These 154,279
units in 1,361 projects represent
25.5% of HUD's present inventory of
221(dX3) and 236 units.

The HUD estimate, however, does
not reflect the individual owners atti-
tudes, nor does it reflect the extent
to which any reasonable financial
incentives (including longterm, rent-
subsidy contract extensions) would
affect the apparent bias to prepay.

The Task Force believes that the
HUD estimates are high and that the
concern over inventory loss due to

prepayment has been somewhat
overplayed. The Task Force believes
that positive Federal intervention, in
the form of subsidy contract exten-
sions, lowinterest improvement
loans and other financial incentives,
should reduce the loss of the HUD-
insured inventory from prepayment
to below 100,000 units, perhaps to no
more than 50,000 units.

A separate analysis was not made
of either state-financed 236 projects
or of the low and moderate income
housing projects financed by the
Farmers Home Administration under
its Section 515 program. According to
HUD, there are 117,627 units con-
tained in projects receiving assistance
under the 236 program but financed
under a state or local program.
Approximately 13,000 of these units
receive rent supplement assistance
and another 15,000 receive 236 RAP
deep subsidy payments.

According to GAO, there were
approximately 319,000 Section 515
units in 1985. About 44,000 of these
units receive HUD Section 8 assis-
tance. Other units receive deep sub-
sidy through FmHA's rural rental
assist nce program. While 515 loans
made since December, 1979 have a 15
or 20 year bar on prepayment, loans
made before that date can be prepaid
at any time without prior approval.
These represent about one-half the
present inventory.

FmHA projects serve small commu-
nities, where the opportunity for
conversion and added cash flow is
relatively limited. In that sense the
potential for loss from the inventory
would seem to be quite low.

Perhaps the most effective incen-
tive that could be offered owners of
these projects would be some relaxa-
tion of bureaucratic control of rents
and project operations. Many owners
feel that the degree of control exer-
cised by FmHA offices, frequently
unfamiliar with rental project opera-
tions, is stifling and counterproduc-
tive to longterm continuation with
FmlIA. Many projects also have to
contend with depressed rents and
almost non.existent cash flow. A
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more relaxed operating environment
would be an important deterrent to
prepayment.

For the most part, units financed
by state agencies have been well
monitored, the quality of the housing
is high, and reserves are reasonably
ample. The relationship between
owners, the state agencies and the
individual communities is relatively
strong. The determination of
whether a prepayment will occur or
whether the project will otherwise
cease to serve low and moderate
income tenants is governed in most
instances by state statutes and regu-
lations. As a result, there is a high
potential for understandings being
reached for retaining much of this
housing for low and moderate income
occupancy. The recent initiative of
the state of Massachusetts in this
regard is an outstanding example of
this working relationship.

The Task Force believes that the
losses from the inventory of state-
assisted 236 housing will be relatively
small, due to expected initiatives en
the part of state agencies and the
municipalities in which the projects
are located. Such a positive result
will be even more likely if HUD is
given the authority and funds to sup-
port these state agency initiatives.

b. Expiring Subsidies
Expiring subsidies are a matter
entirely different from prepayment
and, by far, represent the major
threat to the existing inventory of
low and moderate income housing.
The loss of these subsidies, whether
project-based or tenant-based, will
affect a much larger number of units
than those contained in projects eli-
gible for prepayment.

There are some 280,000 project-
based, rent-subsidized units (com-
monly referred to as loan
management setasidzs or LMSA) in
privately owned, assisted housing,
representing almost 50% of the
existing inventory of units in Section
236 and 221(dX3) projects with
mortgages insured or held by HUD.
These units are more heavily con-

centrated in the projects eligible for
prepayment prior to the maturity of
their mortgages.

Almost one-half of these units
were allocated in the late 1970s to
help out projects which were in dif-
ficulty, primarily those under the
221(dX3) EMIR and 236 programs.
Another large percentage of these
units was allocated during the first
half of the 1980s to replace rent sup-
plement units in projects with mort-
gages insured or held by HUD.
Another smaller percentage has
been used by HUD in connection
with its disposition of properties
acquired by it through foreclosure.
This last use is continuing, as is the
use of a limited amount annually to
assist troubled projects.

These LMSA units were usually
allocated for a 15-year period (the
maximum permitted by statute for
Section 8 existing housing assis-
tance). The contracts were for an
initial period of five years, renew-
able for two additional five-year
terms at the option of the owner
(sometimes with HUD assent). How-
ever, many allocations and contracts
in the last few years have been for
only five years, except for rent sup-
plement conversions.

There are over 700,000 units
receiving Section 8 assistance in
projects that were newly con-
structed or substantially rehabili-
tated in order to receive the Section
8 assistance. About 40% of then'
units are in projects with mortgages
insured or held by HUD. The major-
ity of the other 60% are in projects
financed by state and local agencies,
usually with tax-exempt bonds.
Approxh. xly 44,000 units are in
FmHA 515 projects and a relatively
small number of units are in projects
conventionally financed. (Not
included in this total are about
190,000 units in Section 202 direct-
loan projects for the elderly.)

While the largest percentage of
Section 8 projects receit e the sub-
sidy for all units in the project, there
are a substantial number of projects
with a lesser percentage of units
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:misted. Many of these latter
projects have only 20% of their units
subsidized under Section 8. In 1979,
HUD mandated that al!Sz..tion 8
projects enter into a minimum 20-
year contract. Prior to that time,
contracts were for five years,
renewable at the option of the
women In a limited number of situa-
tions, HUD permitted maximum
contract terms to extend for as long
as 40 years, predoininantly for
projects financed by a local or state
agency.

There are over 100,000 units in
Section 8 moderate rehabilitation
projects. This assistance is project-
based, and in some instances, does
not cover all the units in the project.
The program commenced in 1980,
with the Section 8 assistance pro-
vided for a single 15-year term.

in addition to the abovelisted
types of Section 8 project-based
assistance, HUD has contracts out-
standing under the Section 8 exist-
ing program for over 960,000 units.
These contracts are predominantly
for certificates, although in the past
few years vouchers have come into
substantial use. In either case, the
assistance is provided to a particular
tenant and not for a unit in a spe-
cific project.

Assistance under the Section 8
existing program is provided
through public housing authorities
(PHA). In the case of certificates,
the PHA contracts with the owner
to provide assistance for the tenant;
in the case of vouchers, the tenant
receives the assistance directly. Cer-
tificates are funded through con-
tracts between HUD and the PHA
for an initial five-year term, renew-
able for two more five-year terms.
Voucher assistance, however, is only
for one five-year term.

With project-based Section 8 assis-
tance covering about 1,300,000
units and Section 8 tenant-based
assistance covering another 960,000
units, the total of over 2,200,000
units constitutes the overwhelming
portion of the nation's inventory of
privately owned low and moderate

income housing. These units are in
danger of being lost from the low
and moderate income housing
inventory at a much faster pace, and
in much larger numbers, than the
units at risk as a result of the pre-
payment of 221(dX3) and 236 mort-
gages.

This threat to the inventory arises
for the following reasons:

(1) The largest dropout will occur
in the Section 8 tenant-based sub-
sidy area. Starting in 1990 when
the contracts for 12,000 units will
expire, contracts for a total of at
least 636,000 units will expire by
the end of 1995, assuming maxi-
mum contract terms. By the year
2000, almost all of the present
inventory of Section 8 certificates
and vouchers will have expired,
leaving over 800,00014)w and mod-
erate income tenants without
needed housing assistance. These
expirations could occur even ear-
lier, if PHAs chose not to maintain
their contracts with HUD for their
maximum 15-year terms. At the
present time, this is deemed
unlikely.

(2) Starting in 1991, subsidy con-
tracts will begin to expire for
LMSA units that, in large part,
were furnished during the last half
of the 1970s to distressed Section
236 and 221(dX3)BMIR projects
with HUD-insured mortgages.
However, with many thousands of
the units made available since FY
1984 carrying only one five-year
term, some of the LMSA expira-
tions will begin to occur in 1989
and increase each year thereafter.
Practically a') of the 280,000
LMSA units will have lost their
Section 8 support by 2000, with
the rate at which that assistance
actually terminates depending
upon the extent to which project
owners exercise the option for
their third, five-year term.

(3) In 1996, the 20-year terms on
Section 8 new construction and
substantial rehabilitation con-
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tracts will begin expiring. The
expiration rate will increase rap-
idly through the year 2000, by
which time over 200,000 units will
be off subsidy. About 180,000 of
these units could be lost to the low
and moderate income housing
inventory by 1994, if their owners
elect to terminate their Section 8
assistance at the end of their Sec-
tion 8 contract's second or third
five-year term.

(4) Between 1995 and 2000, the
contracts on over 90,000 Section 8
moderate rehabilitation units will
expire.

In summary, over 700,000 Section
8 units will be lost from the low
and moderate income housing
inventory by 1995. If owners
ch^ le to opt out of their contracts
early, this loss could approach one
million units by 1995. By 2000,
the loss will be close to 1.4 million
units. These losses will be occur-
ring at the same time that the pre-
payment limitations are expiring
on some 300,000 221(dX3) and 236
units. In fact, many of these Sec-
tion 8 subsidies are being used to
enable tenants to pay their rent on
these 221(dX3) and 236 units. The
expiration of the rentsubsidy
assistance for a project could well
be the precipitating factor in a
decision to prepay.

c. Physical Condition
For several years, the assisted hous-
ing industry has warned the Federal
Government that the aging of physi-
cal plants was a growing threat to
the viability of the existing inven-
tory of low and moderate income
housing.

This concern has arisen because of
an absence of adeo uate project cash
flow levds for marr component
replacement and an inadequacy of
project replacement reserves.

1982 industry and HUD surveys of
the problem supported these conclu-
sions and indicated a wide-spread
need for significant continuing

repairs and improvements to the
existing stock.

This need was alleviated, to some
degree, during 1981-1984 when the
re-syndication of project ownerships
generated an average of $1000 per
unit for upgrading of physical plants
for over 100,000 units of the older
HUD inventory.

Despite this fairly recent infusion
of funds, the problem continues,
threatening project viability and
influencing the owners' attitude
towards continuing in business
under any terms. Unless a viable
source of funds is made available, an
important percentage of the existing
stock will fail despite best inten-
tions.

Exhibit D shows that 33% of the
older HUD inventory, or about
300,000 units (at least 80,000 in
assisted projects) are in trouble
either because of high repair needs
or very little cash flow from opera-
tions to meet ordinary repair needs.
Although many of these units are in
projects with a high level of Section
8 rents: assistance, the projects are
still functioning at the margin. This
situation,highlights the critical need
for long-term continuation of these
projectbased subsidy contracts.

D. Summary
The present inventory of privately owned,
low and moderate income housing faces
sulx,tantlal reductions over the next sev-
eral years. By 1995, the reduction could
approach 1.2 million units. By the year
2000 that reduction could exceed 1.8 mil-
lion units.

As the foregoing analysis shows, how.
ever, the greater risk of loss is not from the
area about which most of the concern has .
been expressed. While there is no question
that the prepayment of mortgages on HUD-
insured 221(dX3) and 236 projects could
result in the loss of about 316,000 units by
1995, over 700,000 units could be lost by
1995 as the result of expiring Section 8 sub-
sidy contracts. The loss from such expiring
contract could be almost 1.4 million units
by 2000.

HUD has estimated that a maximum of
154,000 units can be expected to be lost
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from the low and moderate income housing
inventory as the result of the prepayment
of 221(dX3) and 236 mortgages. It is likely
that this number can be reduced to below
100,000 units, with the provision of appro-
priate project aid and financial incentives.

In fact, if additional assistance is not pro-
vided in the form of extensions of subsidy
contracts and low-interest improvement
loans, many more units may be lost, not
from prepayment but from foreclosure and
physical deterioration. Even with the
Financial stability that comes with Section
8 LMSA rental subsidies, many projects are
finding it increasingly difficult to raise the
funds needed for capital repairs and
replacements. For those projects, the non-
renewal of their subsidy contracts will be
disastrous. Beyond that, however, all of
these projects will need a source of afford-
able funds to overcome the effects on their
physical plants of age and forced neglect.

IL The Conflict

Solutions should not be pmposed without full
consideration and understanding of the con-
flicting perspectives and positions of the three
parties to the problem: the tenants, the owners
and the Federal Government.

During the Task Force's eight -month study,
these conflicts continually confronted the Task
Force. What seem?d at times to be a deep
ravine between the positions of the owner and
the tenant was bridged by returning to the
fundamental reasons why and for whom the
homing was created. The existing inventory of
privately owned low and moderate income
housing was the result of a public/private part-
nership tint combined public resources and
private expertise to build this needed housing.
It represents rn almost irreplaceable invest-
ment of public and private resources. The Task
Force concluded, therefore, that thi, housing
can .mntinue to serve its original purpose only
with continued Federal support and with a
continuation of the public/private partnership.
Straying from this basic premise only leads to
an intractable problem that has no solution.

The Task Fo .ce believes that this present
inventory has worked as intended and has
served the country well. AB parties involved
the tenants, the owners and the Federal Gov-
ernment have realized intended benefits.

The government has met a public obligation
of providing needed housing for those who
could not otherwise provide for themselves.

Many millions of persons have enjoyed
decent, affordable housing that would not
have been available in the absence of
the public/private effort to provide that
housing.

Owners have had an opportunity to realize
their goal of a return on their invested capi-
tal or the fulfillment of a community obliga-
tion, as the case may be.

Each of the three parties continuos to have its
own perspective of the problem, however.
Summarizing these perspectives helps to pro-
vide a better understanding of the complexity
of the problem.

A. Perspective of the Tenants
There are several million persons pres-
ently occupying this housing. Many have
occupied the same dwelling unit for years.
These people understand, from their per-
sonal experience, that there is a shortage
of affordable housing. They clearly under-
stand that if their present housing is no
longer affordable, they may have no place
to go.

As a result, those who express the ten-
ants' viewpoint believe that no dwelling
unit should be lost from the current inven-
tory for any reason, unless an affordable
unit of equal quality and at no higher cost
is provided the tenant being affected.

B. Perspective of the Owner
The owner believes that there is a clear
right to prepay the mortgage upon the
expiration of any contractual limitation on
prepayment and, then, to use the prop-
erty for other purposes.

The owner believes in protecting the
tenant but feels it should not have the
financial burden of providing such protec-
t if all its other obligations have been
met. Furthermore, protection C.:the ten-
ant should not override the owner's right
I.) decide how to use the property.

The owner also believes that there is i
Federal obligation to provide continaing
rent-subsidy support to any project, if the
proj.ct's viability as low and moderate
income housing is dependent on that sup-
port. If there are Federal restrictions on
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occupancy, rent levels and mode of opera-
tion, there is also a Federal obligation to
assure that the project can function
within those constraints.

C. Perspective j the Federal
Government

In recent years, there has frequently been
sharp variance between the Congress and
the Administration as zo wh :;t role, if any,
the Federal Government should have in
preserving the present inventory of low
and moderate income housing. There even
has been sharp, if not as public, vanance
within the Administration, between the
Office of Management and Budget and
the Department of Housing and Urban
Development.

From the evidence at hand, OMB seems
to have prevailed within the Administra-
tion where there has been relatively little
concern shown during the past several
years for preserving the supply of afford.
able housing for the low and moderate
income. This demonstrated lack of con-
cern has placed the Administration in
direct conflict with the position of both
the tenants and the owners. This is illus-
t-ated by the following points:

Whereas the owners and tenants
believe that the widening gap between
housing supply and demand for loa and
moderate Income housing is exacerbat-
ing the inventory preservation problem,
the Administration holds to the position
that there is an adequate supply of
housing and that the question is only
one of affordability.

The Administration has consistently
sought to reduce funds for subsidized
housing programs, resulting in a 70%
decline in the amount of funds available
for additional low and moderate income
housing since 1980.

Whereas the owner believes that a con-
tinuation of longterm, project-based
rent subsidies is essential to the viability
of projects that have depended on that
subsidy to date, the Administration's
position is that relatively short-term
housing vouchers provide an acceptable
substitute.

Whereas the tenant asks ''Where do I go
if I am displaced by prepayment in a

tight housing market?" the Adnumstra-
Wm's position is that housing vouchers
will satisfy the problem.

The Congress, on the other hand, has
expressed increasing concern over the
past three years, holding hearings and dis-
cussing extensively how best to preserve
the present inventory. In its actions, it has
also recognized the need to cont int. e to
maintain a substantial supply of low and
moderate income housing, instead of rely-
ing solely on providing assistance through
such means as vouchers. The recent
actions by the Congress in the Housing
and Community Development Act of 1987
are indicative of this concern and of the
recognition that the Federal Government
must take positive action for preservation.

D. The Ownership Environment
The ownership environment is a further
complicating factor.

In the majority of cases, the ownership
of limit ed.dividend, low and moderate
income housing is in the form of limited
partnerships, made up of at least one
general partner and up to 35 limited part-
ners. Although the general partner is
regarded as the owner, in fact only I% to
5% of the ownershi.) normally is held by
that entity, with the remainder held by
limited partners. Both types of partners
may share equally in any residual value in
the property.

The limited partners made their invest-
ment as a financial transaction involving
required payments and the expectation of
commensurate tax losses. They have had
no emotional involvement in the housing
and, In most cases, may never have seen
the property in which the investment was
made. Most likely, the investment was not
socially motivated. While the general part-
ner has the responsibility of determining
when a project's mortgage will be refl.
nanced or the project sold, he has a fiduci-
ary obligation to exercise that
responsibility in the best interests of the
limited partners.

The right to prepay will usually arise at
the same time that a project's original
investment benefits will have been fully
dissipated. As a result, there is little incen-
tive, whether the owner is a limited part-
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nership, an individual or a corporation, to
maintain the status quo. For example:

Tax loss benefits will have been extin-
guished, due partly to the Tax Reform
Act of 1986 and partly to the passage of
time.

Phantom income (taxable income with-
out cash flow to pay the tax) will occur
increasingly, as tax losses disappear and
as project cash flow is used for such tax
able purposes as principal payments,
replacement reserves and residual
receipt funds. This situation will be
exacerbated for 236 projects, as the
interest reduction payment is credited
increasingly toward non-deductible
principal rather than tax-deductible
interest.

Permitted mtum on equity is totally out
of tune with today's economic realities

time has long since passed by both
the maximum 6% return rate and the
20year old equity base against which
that rate is applied.

The need for major capital repairs is
growing without any affordable source
of funds to meet the need.

There is no resale market for the
projects with their present HUD-
imposed limitations, due to the effects
of the Tax Reform Act of 1986.

77:is's the environment in which the
owner, usually through a general partner,
must decide when the prepayment option
matures and/or rentsubsidy contracts
expire.

E. Summary
The confluence of these conflicting pers-
pectives surfaces a number of questions,
the answers to which are critical to deter.
mining workable solutions:

1. If a tenant is displaced for any rea-
son, where will a replacement unit be
found in areas of high market value
and who will bear the responsibility of
finding that unit?

2. How will rental increases be paid
by those presently paying 30% or more
of their income, if a subsidy contract
expires or if rents use to market levels

in a project where a mortgage is pre-
paid?

3. What obligation does the Federal
Government have to continue to pro-
vide the support necessary to maintain
project viability and affordable shelter
for the ten: tts?

III. Conclusions and
Recommendations

A. Conclusions
1. It is important to recognize that
the low and moderate income hous
ing in question Is the result of an ear-
lier public/private partnership, which
combined public resources and pri-
vate development expertise in pro-
ducing housing which served an
isepurtant public purpose. There is a
need to reaffirm that public purpose
and recognize that just as the Federal
Government has a responsibility to
honor its contracts with the owners,
it also has an obligation to protect the
low and moderate incot Ae residents
of this housing and that this obliga-
tion continues to be in the public
interest.

The public/private partnership
which produced this housing must be
revitalized to focus on this dual
responsibility to the owners and to
the low and moderate income resi-
dents. The Federal Government
should, logically, serve as the con-
vener of the partnership the
reviewer of plans and the first source
of incentives to preserve the greatest
possible number of units in the
present inventory of low and moder-
ate income housing. The States and
their local governments and the mi.
vote owners must assume active roles
in working with the Federal Govern-
mem and residents to structure plans
which address, cost-effectively, the
individual needs of developments.
Each of the participants has a stake
in the positive resolution of this
issue.

2. Every reasonable effort must be
made to preserve the existing stock
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of privately owned. itssisted housing
as on:tinned :shelter for the low and
naxierate income.

a. Incentives should be provided
to Project owners in a manner and
at a level that will induce the
owner to retain the low and mod.
erate income character of the
project for the long tens: and in
the most cost effective manner
available.

b. hongtenn renewal of expiring,
projecthased rental subsidy con
tracts should be provided for the

.viability of the projects and the
protection of the tenants.

Lownteres loausshould be
made by I WI), Is part of its man-
agement oversight responsibility,
for major project repairs and
improvements.

3, _Low and moderate income resi
dents of existing, assisted housing
should be provided continuing,
affordable shelter of at least compa
rable quality and cost, if their hous
log is lost from the Inventory due to
governmental action.

4. All tenants should pay a fair share
of their Income for rent.

The contractual rights of the
owner should be honored, both rem)
actively and prospectively.

6. Preventive action taken should be
of a longterm nature.

7. Ownersshould take into consider.
allot the nets& of their tenants and
should be responsive to offers of gov.
ernmental incentives to deter pre.
payment,

SNcille Recommendations
1. l'he Pris:lime:a Issue
The Section 221(dX3) and Section 236
housing programs were created to
provide affordable shelter for the low
and moderate income.

LowInterest loans, interest.
reduction subsidies. and direct rental
assistance were provided by the Fed.
oral Government, in order that rent
levels could remain affordable. Fri-

vale industry was asked to contribute
capital and expertise through
aping, owning and managing this
housing. Mechanisms were devised
that made this participation both pos.
slide and worthwhile.

The mortgages on limit ed.dividend
projects provided that the mortgage
could be prepaid without the consent
of IIW), starting twenty years after
the final endorsement of the mort
gage by the government. The prop-
erty would then be freed of any use
restrictions Imposed by the regula-
tory agreement, absent other con.
tractual arrangements to the
contrary,

These 20.year prepayment limit a.
lions have begun to expire in the last
few years and their number will
Increase substantially starting in 1989
and peaking In 1994. Unfortunately,
these limitations are expiring at the
same time that years of neglect of the
nations low and moderate Income
housing needs have resulted in a
growing shortage of affordable shel-
ter. The peak expiration period will
also coincide with the beginning of
largescale expiration of rental sub.
silly contracts under the various Sec-
tion 8 existing housing programs.

a. Basic Precepts
In providing solutions to this prob
lent the 'ask Force believes that:

(I) The owner has a clear eon.
tractual right to prepay and to
use the property for other Miry
poses, intim prohibited by
other contracts.

(2) Low and moderate income
tenants of the existing Invew
tore of privately owned
assisted housing should be pro.
sided continuing, affordable
shelter of at least comparable
quality and cost, in the event
the tenant's unit is lost to the .
inventory clue to prepayment.

(3) In the event of prepay.
meta, the tenant should be per
milted to remain in place at no
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increase in rental cost to the
tenant, except for regulatory
reasons, until replacement
housing of comparable cost and
quality is available.

(4) It is the obligation of the
Federal Government to provide
this affordable replacement
housing, as well as Section 8
rental assistance, as long as a
tenant remains in the project
pursuant to the preceding para.
graph. The Government should
also accommodate any reloca-
tion costs that might occur

It Is imperative that the seri-
ousness of this issue be fully
recognized by the Administra-
don and the Congress. Pro-
grams should he put in place as
soon as possible, to encourage
owners to maintain their
projects as low and moderate
income housing and to assist
the tenants in those projects
whose mortgages are prepaid.
If vouchers are chosen as the
preferred tenant aid, those
vouchers must be structured so
as to protect the tenant against
high market rents In tight hous-
ing markets. Further, the3e
vouchers or other aid must be
provided on a timely basii, so
that prepayment action is not
hindered or otherwise delayed.

A mechanism should be
established that will identify an
owner's intent for the future
use of a project early enough to
provide effective aid to
affected tenants. If that future
Use is marketrate rental, stall-
dent rental assistance to keep
existing tenants' payments
affordable should be provided
until alternative, affordable
housing is located. If other than
marketrate rental use is
intended by the ownet, a rea-
sonable time period should be
provided for the Federal Gov-
ernment to identify altema-
tive, affordable housing for all

low and moderate income ten-
ants.

b. Estimates of Inventory Loss
The Usk Force believes that solu-
tions can be found to reduce sig-
nificantly previous estimates of
the number of units that may be
lost to the inventory through pre-
payment.

Indeed, it is possible that losses
due to prepayment may not
exceed 50,000 units if the problem
Is dealt with realistically and in a
timely fashion. The reasons are:

Many owners would choose to
remain in place if appropriate
benefits and a suitable operat-
ing environment are provided.

The cost of conversion to
marketrate rental operation
could be prohibitive In terms of
physical improvements, rent-
down and rentup expenses,
and the potential problem of
tenant unrest.
Many markets could not sustain

the sizeable rent increase that
would be necessary, to accommo-
date expanded debt service and
capital improvements.

c. Market ValueA Fundamental
Determinant
The market value of the project
should be a fundamental determi-
nant in the negotiation process to
decide the level of action, If any,
that should be taken by HUD in
endeavoring to persuade the
owner to waive prepayment rights
and/or to retain the low and mod-
erate income character of the
project. It Is also market value
that will influence the owner in
evaluating the decision to prepay
or to remain In place.

The lksk Force, therefore, rec-
ommends that the following pro-
cedure be adopted by HUD for
universal use as a basic beginning
point for negotiations with
owners.
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(I) As scon as possible but in
any event no later than the
seventeenth anniversary of
final endorsement, every
project should be appraised to
determine its market value at
its highest and best use
absent of any regulatory con-
straints andfor any rent
subsidy.

(2) In order to evaluate prop-
erly the cost of retaining the
project in the low and moder-
ate income housing inventory,
the market value, as deter-
mined above, should be com-
pared to the replacement cost
of building similar projects, at
the same time as the appraisal,
on available land in the same
market area.

The difference between the
market value and the loan
balance should be calculated
so as to determine the amount
of "locked-in" or imputed
equity. This amount should
then be used to determine the
extent and nature of incen-
tives to be offered to the
owner to maintain the project
in the low and moderate
income housing inventory.

If the market value is above
85% of the replacement cost of
the project, it probably would
be cost effective to allow the
owner to prepay the mortgage
and to replace the project with
a new project.

d. housing Vouchers as
Displacement Assistance
It should be recognized that the
use of housing vouchers to assist
M providing affordable replace.
ment housing in the event of pre-
payment is apt to encounter
difficulty in areas where housing
is at a premium.

It is believed imperative, there-
fore, that in these areas of tight
housing supply, the vouchers
should be supplemented with a
relocation benefit that, tegether

with the voucher allowance, will
cause full fair market rent to be
affordable to the tenant displaced
by prepayment.

Failure to do this will result in
an unworkable voucher pro-
gram in areas whe.a the need is
greatest.

2. Incentives to Owners
Limited- dividend owners of assisted
housing had varying reasons for their
original investment in the housing.
For the most part, they were moti-
vated by the level of return that
could be realized from the invest-
ment, expressed in terms of syndica-
tion profit, cash flow, tax losses
andfor residual value.

In many cases, circumstances have
changed since that original invest-
ment was made and original invest-
ment expectations may no longer be
achievable. Nevertheless, the owner
continues to be motivated by what
makes financial good sense, either M
terms of converting the property to a
more profitable use, maintaining
present uses, or permitting default to
avoid future losses.

The preservation of the inventory is
largely dependent, therefore, on pro-
viding the owner with a proper rea-
son or incentive to maintain a
project's present lowAnd moderate
income housing use. While state and
local governments, and h some cases
nonprofit organizations, may be in
the posit'..n to provide the necessary
incentives, the Task Force believes
that the predominant incentive
source will have to be the Federal
Government, as it has been in the
past.

No one incentive or reason may
respond to the needs of the universe
of properties involved. The posture of
each project is unique in terms of
market, loca:ion, design, physical
conditicn, tenant profile, the level of
dependence on rent subsidy, and the
requirements of the owners.

These factors may dictate the need
for a combination of incentives, in
order to provide an appropriate long-
term solution.
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Using the results of the market
value appraisal as a negotiating tool,
incentives should be offered to all
owners whose mortgages will be eligi-
ble for prepayment. These negotia-
tions should begin as soon as possible
but, in any event, no later than three
years prior to the dat of the project's
twentieth anniversary, in order that
the problem can be addressed in an
orderly, cost-effective manner. This
would require some 900 projects con-
taining over 100,000 units to be
addressed during 1988, in order that
potential prepayments through 1591
may be dealt with in a timely fashion
(see Exhibit C).

Any rent increase necessitated by
the use of one or more of the sug-
gested incentives should be phased.
in, so as to assure that no unit's rent
increases by more than 10% over the
previous year's rent, in addition to
any increase required to cover
increased operating expenses. Where
the incentive increase would cause
the tenant's portion of the rent to
exceed 30% of income, extra rental
subsidy should be provided by the
Federal Government.

Because any rent increase must be
approved by HUD, the decision, as to
whether to permit the full amount of
the rent increase necessary to fund
implementation of one or more of the
suggested incentives, can be part of
the negotiation process between HUD
and the owner. Many projects will not
necessarily need as high a rent
increase as would be possible by mak-
ing full use of the proposed incentives
and those owners could likely be
induc:d to maintain their projects for
low and moderate income occupancy
for a lesser amount. HUD will also
have to weigh the reasonableness of
the increased rent in the project's
market area.

a Financial Incentives
(1) An Increase in Allowable
Distributions
The differential between the
project's appraised value and
the principal balance due on
the original mortgage would

become the new imputed
equity against which the
allowed 6% return on invest-
ment would be applied.

An example of this incentive
in practice is set out in Exhibit
E. It shows that if the appraised
value per unit is $40,000 and
the mortgage balance is
512,000, the new equity level
will yield a 6% return of $1,680
per unit per year This com-
pares with an estimated $99
present return. Coviously, this
would be an attractive
incentive.

Because present rent calcula-
tion formulas include tl,e 6%
return on investment as a cost
item in the determination of
approved rents, the above
example would result in an
increase of about 5131.00 per
month per unit.

(2) Recovery ((Accumulated
Equity
The owner should be permitted
to secure secondary financing
based on the appraised value of
the project and subject to a
determination by HUD of the
ability of the project to gener-
ate rents that will amortize the
expanded debt service.

(a) The proceeds from such
financing would represent .
a recovery of the equity
that had accrued since orig-
ination of the project.

(b) The amount that could
be borrowed should be lim-
ited, however, to the
greater of:

$15,000 per unit, or

the amount of debt ser-
vice that could be met by
rents that did not exceed
30% of 80% of the project
area's median income.

(c) 'lb the extent that the
project's cash flow (as a
result of phasedin rent
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increases) is not expected
initially to accommodate
the increased debt service,
an escrow account should
be established by the mort-
gagee from the loan pro-
ceeds to ensure that debt
service payments are made
when due. As soon as cash
flow permitted, the escrow
would be released to the
owner and the owner
repaid the portion used for
debt service.

(d) The project's replace-
ment reserve should have a
minimum balance ade- b. Mx Incentivesquate, with future regular

(I) Re-establishment of Depre-monthly payments, to meet
ciable Rix Basisthe project's anticipated
The owner ofa project eligibleneeds, as a condition of
for prepayment should be per-loan proceeds being
'flitted to reestablish the depre-released.
ciable tax basis of the project at

(e) The Task Force believes an amount determined by the
that as a matter of public project's appraised market
policy, all mortgagees value at its highest and best
should consider this second use. This should enable the
mortgage arrangement. owner to shelter from taxation
However, any program any phantom income arising
developed should recognize from the increasing portion of
the economic interests of project debt service allocated
the project mortgagee, to principal, as well as shelter
whose approval of any such some or all of the increased
financing is in many income generated by other
instances required by the incentites.
terms of the mortgage. It is In return, the owner would
recognized that the mortga have to agree to maintain the
gor would have to be credit project as low and moderate
worthy and the project via- income housing until the origi-
ble before any loan should nal maturity of the mortgage.
be made. Any owner who agrees to such

a lock-in, with or without a
(3) Low-Interest Loans for reestablishment of depreciable
Capital basis, should be permitted to
Improvements use 65% of any tax losses gen-
The Federal Government erated by the project to offset
should establish a revolving other income, without regard
loan fund from which the to the new passive loss restric-
o wner of a project, requiring tions imposed by the 'Pax
repair or replacement of major Reform Act of 1986.
components or the moderniza-
tion of units, co,,Id be permit-
ted to borrow the necessary
amounts.

Such loans would be amor-
tized over a time period and at
interest rates compatible with
the cash flow of the project,
although the interest rate on
the loan should be no more
than 6%.

The loans should be made by
HUD :s part of its management
oversight responsibility and
administered as part of the
present flexible subsidy pro-
gram. This would eliminate
costly underwriting procedures
and cause funds to be available
on comparatively short notice.

(2) Low-Income Housing Mx
Creditsfor Existing Owners
Owners of existing projects also
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should be permitted to quality agencies. Whenever possi-
for low-income housing tax ble, this financing should
credits, without regard to the be placed on top of the
present statutory provision existing financing, in order
which generally restricts the to preserve the financial
credits to purchasers of low benefits that accrue from
and moderate income housing the favorable terms of
projects which have not 221(dX3) and 236 mort-
changed hands for at least 10 gages.
years. The Federal tax code

t,b) HUD should provideshould be further modified to
financial assistance topermit these tax credits to be

blicused to offset taxes on any pr,

other income of the taxpayer, profit organizations pur-
entities and non -

other
of source and with- chasing these projects. This

out any maximum limit. assistance could take the
form of grants to reduca

(3) Non-lbxabl e Sale to the acquisition cost,
of

low-
Public and Non-Profit Entity interest loans for part
Ownerships the acquisition cost and
The sale of a limited-dividend, necessary repairs, and

interest writedowns.low and moderate income e-

housing project (e.g. 221(dX3) (c) Any offers to buy exist-
and 236) to a public entity or ing properties should not
non-profit organization should be treated as imposing a
be treated as a non-taxable sell-or-else option to own-
event, if the sale takes place ers, who should retain the
prior to mortgage prepayment final right to accept or
and if the purchaser agrees to reject any such offers.
continue the low and moderate
income character of the 3. Expiring Subsidies
project. This would enable the The Task Force believes that the mat-
seller to avoid taxatica on the ter of expiring rent subsidies is the
gain realized in the salethe major threat to the existing housing
difference between net sales inventory and that it far overshadows
price and the property's depre- the threat posed by prepayment.
ciated basis. Approximately 50% of the tenants,

(a) Non-profit organiza- in units in 221(dX3) and 236 projects
[ions, state and local hous- eligible for prepayment at the end of
ing agencies, cities, their first 20 years, are dependent on

rental subsidy received under thecommunity groups and ten-
Section 8 LMSA program. The maxi-ant cooperatives should be
mum 15year contract terms for thatencouraged to buy existing

for continued low and

projects as a way of pre- assistance will begin to expire in 1991
serving the housing inven- with an estimated 100,000 units of
tory such assistance disappearing by 1995.

Without the LINSA assistance, manymoderate income use.
of these projects will be either placed

The financing for such in severe jeopardy for the lack of any
transactions could be pro- other viable tenant population or
vided from a variety of forced to look to nonsubsidized ten-
sources, with probably the ants. In the first instance, default will
best and most financially occur; in the second instance, prepay-
feasible source being tax- ment is likely to occur.
exempt bonds issued by The Section 8 c ,---tracts for over
state and local housing 600,000 other units will also expire by
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1995, and as many as another 400,000
units could be lost if project owners
decide not to renew their Section 8
contracts for additional five-year
terms.

Clearly, this problem must be dealt
with immediately and affirmatively.
Otherwise, mortgage assignments and
foreclosures, deteriorating physical
plants and a massive displacement of
tenants will occur.

The Task Force strongly recom-
mends the following actions as essen-
tial to preventing such circumstances
from occurring in 221(dX3) and 236
projects:

a. All Section e Loan Manage-
?Tient Setaside Contracts Should Be
Extended
All Section 8 LMSA rent-subsidy
contracts, which expire prior to
prepayment of the mortgage,
should be extended by HUD to the
rncturity date of the original mort-
gage. In return for this extension,
the owner should be required to
waive its mortgage prepayment
right. It is probable, however, that
the issue of incentives will also
have tobe addressed at the same
time, to induce the owner to give
up its prepayment right.

Short-term contract extensions
serve only to delay the inevitable.
The 'ask Force strongly believes
that any solutions adopted should
be of a more lasting nature.

b. Inadequacy of Housing Vouch-
ers as a Ptrtiect-Based Subsidy
Substitute
The Task Force considers housing
vouchers to be an inadequate sub-
stitute for expiring, project-based
rent-subsidy contracts in projects
whose mortgages have not been
prepaid.

The portability of the voucher
would prove damaging to projects
that depend heavily on rent-
subsidy assistance. Even in the
case of well-managed properties,
annual tenant turnover may
approximate 35%. Thus, a vacant
unit to which rent subsidy is not

assigned may prove unaffordable
for a tenant who has no voucher
but who is otherwise eligible.
Many such occurrences would
quickly destroy the viability of the
project.

Furthermore, the single, five-
year term of vouchers and their
limited provision for necessary
rent increases would also soon
undermine the viability of any
project whose tenant population is
generally drawn from the low
income.

The Task Force urges, therefore,
that vouchers not be used as a
replacement for existing project-
based rent subsidies in any project
whose mortgage has not been pre-

c Recycle All Recaptured Project-
Based Subsidy Funds
Wh6n LMSA contract authority
and/or budget authority is recap-
tured by HUD due to non-use, that
authority should be recycled and
put to use for the benefit of other
projects.

cf. Discontinue Five-Year Project-
Based Subsidy Contracts
The current practice of using five-
year LMSA contracts to assist dis-
tressed projects should be
discontinued. Future contracts
should be for a term ending on the
maturity date of the original mort-
gage. In return for this assistance,
the owner should be required to
waive its mortgage prepayment
right . The need for any additional
incentives to induce this waiver
should also be addressed at this
time.

4. 7bnant Protection
Owners of projects whose mortgages
have been prepaid should be encour-
aged to retain, to the greatest extent
possible, their present low and mod-
erate income tenants. lb assure that
those tenants are able to afford any
increases in rent, assistance should be
provided on their behalf so as to
assure that they are not required to
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Pay more than 30% of income for
rent. This assistance would be per-
sonal to the tenant and would remain
in place as long as the tenant resided
in the project.

Projects whose mortgages are pre-
paid and which are converted to
other uses should also be replaced so
that the inventory of low and moder-
ate income housing is not diminished.
Such action is particularly necessary
in tight housing markets where
affordable, acceptable units are
unlikely to be found by displaced ten-
ants, even if they are provided with
vouchers and other relocation bene-
fits.

The Task Force recommends that
the Federal Government should
determine the need for such replace-
ment housing and be primarily
responsible for overseeing and fund-
ing its development by providing
grants, project-based subsidies and
other appropriate resources. In turn,
state and local agencies should assist
this development as their resources
permit.

It is recommended that a "Notice of
Fund Availability" (NOFA) process be
used to recruit developers for this
replacement housing. It is further
recommended that priority be given
to developers who commit to lock in,
without any new incentive and for
the balance of the mortgage term, a
project otherwise qualifying for
owner incentives and comprising at
least the same number of units as
those which are applied for under the
NOFA. This program would become
the "2 for 1 Program.

5. Increased Income-to-Rent Ratios
All residents of Section 236 and
221(d)(3) BMIR projects presently
paying less than 30% of their income
for rent should have that rent pay-
ment increased to the lesser of 30% of
income or the Section 8 Existing Fair
Market Rent for the area. In addition,
Section 236 Fair Market Rents, where
they are less, should be increased to
the Section 8 Existing Fair Market
Rents in the area and maintained at
that level:

Rent increases necessary to over-
come any differential caused by these
increases should be limited to 10%
per year, in addition to any increase
required to cover increased operating
expenses.

HUD estimates that approximately
15% of tenants residing in these two
types of assisted projects pay less
than 30% of income for tent, with
some tenants paying as low as 15%.
The Task Force believes that this is
unfair to those who wait in line for
assisted housing.

An additional benefit from this
change would be an increase in
excess rental paSments to HUD from
236 projects. This would increase the
funds available for flexible subsidy
assistance and, perhaps, help finance
the low-interest loans for capital
improvements that the Task Force is
recommending.

6. Less Governmental Oversight
The Task Force recommends a relaxa-
tion of HUD oversight related to the
operation of some assisted projects,
thus permitting a reallocation of
resources to dealing with the increas-
ingly complex issues of preservation
that will confront HUD.

Presently the level of control
exerted by HUD over the daily per-
formance of management activities
is frustrating to competent mutt
agement and counter-productive to
the goal of encouraging owners to
maintain their projects in low and
moderate income occupancy.

Owners and management agents
with a history of compliance and
satisfactory performance should be
removed from the normal oversight
system, subject to a review of
required annual audits and rent
increase proposals and to an annual
physical inspection.

Uninsured projects receiving Sec-
tion 8 project-based assistance ate
not subjected to the same detailed
management oversight as are
221(dX3) and 236 projects whose
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mortgages are insured or held by
HUD. Some owners of 221(dX3)
and 236 projects might be willing to
forgo their right tr> convert their
projects to other uses upon exercis-
ing their right to prepay after 20
years, in return for relief from this
present burdensome management
oversight. This would be accom-
plished by allowing the owner to
prepay before 20 years and then
providing Section 8 existing assis-
tance to the project for all, or as
many of its units as might be appro-
priate, at the then current Existing
FMRs. The Section 8 assistance
would be available until the origi-
nal maturity date of the insured
mortgage and the owner would be
required to agree to maintain the
project as low and moderate
income housing for that period.

C. Section 8 New Construction and
Substantial Rehabilitation
Projects

The manner in which HUD has been
administering Section 8 annual rent
adjustments in the past few years has
greatly disturbed Section 8 project own-
ers.Routine increases based on the
annual adjustment factor, in many cases,
have ceased occurring or even turned
into rent decreases. In some cases,
project owners have been actively dis-
couraged from submitting rent increase
requests by the threat of a decrease.

These problems have arisen because of
the inequitable way in which HUD has
been making rent comparability determi-
nations. Welcome new statutory provi-
sions contained in the Housing and
Community Development Act of 1987
will remedy many of these problems,
including preventing any further rent
decreases. However, there is still a great
deal of discouragement among project
owners and many, whose contracts allow
them to withdraw from the program at
the end of each five-year term, are
actively considering taking that route.

In order to encourage owners to renew
their contracts and not opt out of the

Section 8 program, the Task Force recom-
mends that a revised rent increase for-
mula be devised that will assure every
project a reasonable annual rent
increase. Such an incentive is essential in
order to avoid the premature loss of
thousands of low-income housing units.

The Task Force also recommends, in
the case of limited-dividend Section 8
projects which are not able to opt out
every five years, that HUD be required
to adjust the equity as provided in exist-
ing regulations. This is a benefit to which
the owners are entitled, but are not
receiving.

D. A National Housing Advisory
Commission

In 1987, Congress gave recognition to the
housing supply problem by supporting
the creation of the National Housing Task
Force. Support and encouragement was
also provided the National Low Income
Housing Preservation Commission and
this Task Force to examine these issues
and to recommend solutions. Collec-
tively, their findings will reflect the best
advice that private industry, state and
local gs. vemment, and the general public
can
provide.

Congress should continue to benefit
from this collective wisdom as it pro-
ceeds to address the questions of both
preservation of the present supply of low
and moderate income housing and future
housing supply needs.

The Task Force recommends that the
Congress bring together representatives
of the three groups, aug,men 'ed as appro-
priate, into a National Housing Advisory
Commission that would advise the Con-
gress on the effectiveness of different
program designs. Importantly, it would
tend to infuse the deliberations with the
practicalities of housing construction,
financing and management.

It would also provide an unusual
opportunity for those interested in solv-
ing the housing problems to debate their
views and assist Congress in developing a
comprehensive new housing policy for
this nation.
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EXHIBIT A

Membership of the
National Housing Preservation Task Force

General Chairman
Mr. G. Lindsay Crump, CPM
Vice President
Marvin F. Poer & Company
Fairfax, VA

Executive Director
Mr. Carl Coan, III
Coan, Couture, Lyons & Moorhead
Washington, DC

committee Chairmen

Prepayment
Mr. Charles Edson
Senior Partner
Lane & Edson
Washington, DC

Owner Incentives
Mr. Lawrence Simons
Partner
Powell, Goldstein, Frazier & Murphy
Washington, DC

Expiring Subsidies
Mr. Conrad Egan
Executive Vice President
National Corporation for Housing Partnerships
Washington, DC

ihnant Impact
Mr. Barry Zigas
President
National Low Income I lousing Coalition
Washington, DC

State and Local Initiatives
Mr. Carl W. Reidy, Jr.
Executive Vice President
iiational Council of State Housing Agencies
Washington, DC

Rent Levels and Tenant Rights
Ms. Sarah Johnson for
Ms. Marilyn Melkonian
President
TELESIS
Washington, DC

Report Writing
Mr. Michael Carliner
Staff Vice resident
National Association of Home Builders
Washington, DC

Members

Mr. Charles Achilles
Vice President
Institute of Real Estate Management
Chicago, IL

Mr. Peter Bell
Executive Director
National Housing Rehabilitatirm Association
Washington, DC

Mr. John Bohm
Director
Income Properties Department
Mortgage Bankers Association
Washington, DC

Ms. Kathleen Boland
Staff Vice President
National Association of Home Builders
Washington, DC

Mr. Michael Carliner
Staff Vice President
National Association of Home Builders
Washington, DC

Ms. Janet Charlton
National Leased Housing Association
Washington, DC
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Mr. Carl Coan, Jr.
Senior Partner
Coan, Couture. Lyons & Moorhead
Washington, DC

Mr. G. Lindsay Crump, CPM
Vice President
Marvin F. Poer & Company
Fairfax, VA

Mr. Larry Dale
Senior Vice President
Federal National Mortgage Association
Washington, DC

Mr. Charles Edson
Senior Partner
Lane& Edson
Washington, DC

Mr. Conrad Egan
Executive Vice President
National Corporation for Housing
Partnerships

'Washington. DC

Ms. Colleen Fisher
Vic:. President
National Apartment Association
Washington, DC

Mr. George Genung
Staff Director
National Association of Home Builders
Washington, DC

Mr. Daniel B. Grady
President
Monfric, Inc.
San Diego, CA

Mr. William Harrison
President
Housing Resources Management
Los Angeles, CA

Mr. Gary R. Ilediger, CPM
Executive Vice President
US Shelter Corporation
Greenville, SC

Mr. William Kargman
?resident
First Realty Management Company
Boston, MA

Ms. Juliette Madison
Executive Director
National Housing Conference
Washington, DC

Ms. Cheryl P. Malloy
Staff Vice President
Mortgage Bankers Association
Washington, DC

Ms. Marilyn Melkonian
President
TELESIS
Washington, DC

Mr. Harold Platter, CPM
President
Alco Management, Inc.
Memphis, TN

Mr. Carl W. Reidy, Jr.
Executive Vice President
National Council of State Housing Agencies
Washington, DC

Mr. Sheldon Shreiberg
Partner
Brownstein, Zeidman & Schomer
Washington, DC

Mr. Marvin &flinger
Executive Director
Massachusetts Housing Finance Agency
Boston, MA

Mr. Lawrence Simons
Partner
Powell, Goldstein, Frazier &Murphy
Washington, DC

Mrs. Johrita Solari
National Federation of AHMA
Anaheim, CA

Mr. Ronald D. Weaver
President
Management Systems, Inc.
Detroit, MI

Mr. Irwin Yeagle, CPM
President
Community Realty Management, Inc.
Pleasantville, NJ

Mr. Barry Zigas
President
National Low Income Housing Coalition
Washington, DC
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E X HIBIT B

The Existing Inventory of
Privately Owned Assisted Housing

(as of February, 1987)

PROJECT-BASED

Program
Section 221(dX3)8MIR

Number ..:Units

Section 221(dX3) Market Rate / 604,000
Section 236HUD
Section 236State Financed 117,000
Section 8Insured and HUD Held 298,000
Section 8Non-insured 437,000
Section 8Moderate Rehab 100,000
Section 202 200,0001
Section 515Farmers Home Administration 275,0002

TOTAL UNITS 2,031,000

TENANT-BASED
Program Number of Units

Section 8 Certificates 876,000
Section 8 Vouchers 85,000

TOTAL UNITS 961,000

1 About 192,000 of these 202 units are assisted with 20year Section 8 contracts. These are not
included in the 437,000 non-insured Section 8 units.

2 Another 44,000 Section 515 units are assisted under Section 8 andare included in the total of
non-insured Section 8 units.

Source: HUD; GAO
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E X H BIT C

Projects Eligible for Prepayment
(National Mats by Por of i,:: igibilitN

(through BM)

Year of
Eligibility

Total
Projects

BAUR
Units

Section 236
Units

Total
Units

1982-87 71 8,724 8,724
1988 60 8,660 8,660
1989 166 20,285 840 21,125
1990 225 18,334 0,239 27,573
1991 396 13,625 31,509 45,134
1992 489 7,393 41,082 40,375
1993 534 4,282 51,575 55,859
1994 672 4,559 66,157 70,725
1995 262 1,793 27,514 29,307

TOTAL 2,875 87,655 228,826 316,481

Source: litIDSchettute*June. 19,17
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Physical Cash Flow Number of Percent ofCondition Status Properties Thtal Units
Poor Poor 264 3.6%
Poor Good 1,434 19.8%
Good Poor 696 9.6%
Good Good 4,872 67M%
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E X H I B I T. D

Estimated Repair Needs of
Privately Owned Projects With Mortgages

Insured or Held by HUD
(As of 1985)

7,266 100.0%

Source* 11111)Offierct Pal ley Detrlopment and Reseurrh Report dalMAptil. 1987 and entitled, IIUD/FI IAInsured
Rental !lousing Physical and Financial Conditions of Multifamily Properties Insured Before 1976Bowdondata
collected in !Mon a rrprrbentativ e sample qf peopc7tieS

EXHIBli E

An Increase in Allowable Distributions
(An Example ofthe probable results of

implementing this incentive with the owner
(de Section 221(03) BM project)

Amounts at Amounts Based
Final Endorsement on Appraisal

Cost or Appraised
Value per Unit $16,500 $40,000
Mortgage Balance S14,850 $12,000
Equity S 1,650 $28,000
6% Allowable
Distribution Based
on Equity S 99 S 1,680
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SOURCE MATERIALS
A Decent Home

The Report on the President's Committee
on Urban Housing
December 1968

HUD/FHA Insured Rental Housing
U. S. Department of Housing and Urban
Development
Apr111987

The Potential Loss qf Asctsted Housing
Units as Certain Mortgage-Interest Subsidy
Programs Mature

The Congressional Budget Office
March 1987

Potential Reduction in Federally Assisted
Rental Housing

United States General Accounting Office
Statement of Mr. Neal Curtin before the
Subcommittee on Housing and Community
Development
House of Representatives
March 1987

At Risk qfLoss: The Endangered Future of
Low Income Rental Housing Resources

Mr. Phillip L. Clay
Mitssachusetts Institute of lechnology for
Neighborhood Reintrestment Corporation
May 1987

The Declining Supply of Low Cost Rental
Housing

Testimony provided by Mr. William C.
Apgar, Jr., Joint Center for Housing Studies
of MIT and Harvard University, for U.S.
Senate Subcommittee on Housing and
Urban Affairs
June 1987

nstimony
Mr. Thomas T. Demery, Assistant Secretary
for HousingFHA Commissioner, Depart-
ment of Housing and Urban Development
before Subcommittee on Housing and Com-
munity Development
House of Representatives
March 1987

nstimony
Mr. Barry Zigas, President
National Low income Housing Coalition for
Senate Subcommittee on Housing and
Urban Affairs
June 1987

Pushed Out: America's Homelem
The National Coalition for the Homeless
Thanksgiving 1987

Characteristics and Housing Needs of the
Homeless

Final ReportPrepared for the Committee
for Food and Shelter
ICF Incorporated
December 1987

356



350

ACKNOWLEDGMENTS
The 'Risk Force would like to acknowledge
and thank the National Association of
Home Builders and the Northem Califor-

nia Association of HUD Manse:- rnt Agents
for their contribution and support of the 'Risk
Force's efforts. In addition, the Task Force
would like to extend a special thanks to Mrs.
Kitty Ingram of Vienna, Virginia, who was
responsible for the provision of invaluable sec-
retarial assistance. Without Mrs. Ingram's com-
mitment to the finalization of the Report, the
1L.* Force would have been unable to com-
plete its task in a timely fashion.

37

0 (-r



351

JCHE
30 Wallingford Road
Brighton, MA 02135
617/254.8008

March 17, 1988 .

Mi. Robert J. Leonard, Esq.
Chief Counsel
House Ways and Means Committee
1102 Longworth HOB
Washington, DC 20515

Dear Mi. Leonard,

Rudolph Kass
President

Filen Ringo Id
Executive Vice President

Jewish Community Housing for the Elderly is a non-profit developer and
manager of housing for low-income elderly. At this time, we own and
operate 934 units of houiing in the Boston area built under the federal
Section 202 and 236 programs, and under the Massachusetts Housing Finance
Agency. The rents of all but 23 of our tenants are further subsidized
under the Jection 8 program. Our tenants' median age is over 80 and
their median income is under $6,000.

We are constantly working to develop additional housing resources for
this population-- growing in numbers, living longer, and needing spe.ial
help. We are planning our next development as a limited equity
cooperative for a variety of reasons, and are trying to figure out how to
make the co-op model work for people of modest income. Every financial
scenario we develop utilizes reserves and the income from reserves as
elements in the long term viability of this housing.

The current interpretation by the Internal Revenue Service of Section 277
of the Code as being applicable to housing cooperatives, and requiring
that cooperatives pay separate taxes on certain "nonmember" income
without the benefit of any offsetting deductions, jeopardizes our ability
to move forward.

Apparently the IRS classifies interest on reserves, even reserves
mandated by the b.S. Department of Housing and Urban Development (HUD) or
other public lenders, as nonmember income, and therefore subject to
taxation. From our point of view, this approach doesn't make sense,
since keeping reserves is an essential part of the operation of any
housing development, especially a low and moderate income housing
development. To provide for separate taxation of any income on these
reserves undercuts the value of the Federal and state subsidy which is
used to make these projects feasible.

We believe it is urgent that Congress clarify this issue to insure that
t:,a original purpose of these Federal programs is served, and we
taerefore support the proposed amendments to provide relief from this IRS
interpretation for certain limited equity cooperatives.

Thank you for your consideration.

Sincerely,

Ellen Feingold
Executive Vice President

0
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27780 Novi Rd. Novi. MI 48050 (313) 348.5400

March 14, 1988

The Honorable Charles B. Rangel Chairman,
Subcommittee on Select Revenue Measures,
Committee on Ways and Means,
U.S. House of Representatives

RE: HR 3663

Dear Chairman Rangel and Members of the Subcommittee:

As a cooperative housing professional with ten years of experience in the
field, I am writing in support of the testimony of Terry Lewis, Esq.,
President of National Association of Housing Cooperatives. The changes
requested in HR 3663 are necessary if well managed low-income housing
cooperatives are to be treated equitably.

As managing agent of three limited equity housing cooperatives in Michigan, I
am familiar with the need for adequately funded reserves and escrows for the
on-going preservation of this form of housing. As these cooperatives have
become financially stable and strong, serious concerns have arisen around the
treatment of the income derived from their reserves under the current tax
code.

The changes suggested by the National Association of Housing Cooperatives go a
long way toward alleviating the concerns of well managed housing cooperatives
in Michigan and throughout the nation.

Thank you for your on-going attention to these issues. I am appreciative of
your efforts to assure that housing c eratives are treated fairly.

Sincerely,

John E. Lawton

Executive Vice Prebident

Rochester Branch Office:
1400 Drexelgate Parkway

Rochester, MI 48063
(313) 652-3485

Flint Branch Office:
5145 Ridgebend Drive

Flint, MI 48507
(313) 238.9689
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MED-PENINSULA COALITION
HOUSING FUND
430 SHERMAN AVENUZ

PALO ALTO, CALIF. 34304

3o.amome (41$) 3274)230

February 19, 1988

The Honorable Barney Frank
U.S.. House of Representatives
1030 Longworth Building
Washington, DC 20515

Attn: Nan Elwood

F$ 2h 198it

Dear Representative Frank:

I am writing in regard to HR 3663, the "Low Income Housing Tax
Act of 1987." We are very pleased that you are co-sponsoring
this legislation, as we believe the provisions will play a very
important role in providing affordable housing. However, we
would like,to askfor your additional assistance in adding
provisions to this bill to modify the existing,federal low-income
housing tax credit legislation in a manner which could have a
significant impact in preserving tht axisting stock of subsidized
housing.

As you are well aware, there are hundreds of thousands of units
of privately-owned HUD-subsidized housing throughout the country
that are at risk of conversion to market rate rentals and
condominiums over the next several years as a result of mortgage
prepayments and Section 8 contract opt-outs. The probleu is
particularly acute in California, where rapid growth and
escalating real estate values over the past two decades have
greatly increased the market potential of these projects.

The Mid-Peninsula Housing Coalition is a private non-profit
organization with seventeen years of experience in developing and
managing housing affordable to low and moderate-income families
in Santa Clara and San Mateo counties. We are currently
attempting to purchase existing HUD projects which are at-risk of
conversion. Our goal is to maintain these units as affordable
housing to the greatest extent possible.

The most valuable resource now available to non-profit
organizations fo% the purpose of constructing or acquiring
affordable housing is the federal low-income housing tax credit.
In California, a parallel state tax credit can be combined to
generate additional subsidy. By creating limited partnerships,
tax credits allow us to raise substantial equity, thereby giving
us the ability to charge very low rents.

We are currently negotizting purchases with owners of several
threatened HUD projects in our area. Most owners have indicated
that they do not intend to stay in the HUD programs longer than
required, yet are favorable to the idea of selling the projects
at fair market value to our organization for the purpose of
preserving the low-income character. The main problem we are
facing in assembling the financing for these buy-outs is that a
project is only eligible for federal tax credits if it has not
been "placed in service" within the past ten years. In other
words, a project must oot have been sold in the past ten years if
we intend to raise equity by selling tax credits. We are finding
that approximately half of the HUD projects now eligible to
convert to market rate have been sold during the past ten years,
many following the enactment of the 1981 tax act.
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There are several-owners of'HUD projects in our area who are
currently interested in-selling the housing to our organization
to maintain long -term affordability. 'However, because these
Owners have owned the projects for less than ten years, we do not
have_access to tax credit financing and it is doubtful that we
will be able to outbid profit-motivated buyers. The ultimate
result will be displacement of low-income tenants.

We would like to encourage you to amend HR 3663 to provide for a
waiver of the "ten-year placed in service-rule" for buyers of
HUD-subsidized-projects-that are at risk of conversion to marketrate housing. Currently, a waiver is available for troubled
projects to prevent assignment of the mortgage to HUD. We _believe that this waiver should be expanded to include all HUD
projects at risk of mortgage prepayment and/or Section 8 opt out.
The waiver would-not require additional expenditure from the
federal government,- since tax credit allocations are subject to
existing statewide volume caps.

In exchange for this waiver, it would be desirable to require
more stringent guidelines for the length of time the housing must
remain affordable to low-income tenants. RequlaUons modeled
after the California state tax credit, for example, would require
thirty years of low-income use restrictions as long as the low
rents are economically feasible. This would essentially
eliminate potential abuses .f this provision.

A waiver from the "ten-year placed in service rule" for all
threatened HUD projects was included in the reconciliation bill
which was passed by the House. This waiver, as well as several
other miscellaneous provisions included in the reconciliation
bill to amend the Tax Reform Act of 1986, could have a
significant impact on strengthening the ability of non-profit
organizations to utilize the tax credits. We believe these
miscellaneous provisions should be attached to HR 3663.

I would be happy to discuss this issue with you or any of your
staff in greater detail. Thank you very much for your
consideration, and for your continued interest in affordable
housing.

Si7erely,

Fran Wagstaff
Executive Director

- p
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MITCHELL-LAMA COUNCIL
MITCHELLLAMA & ALLIED HOUSING COUNCIL. INC. 175 East 4th Street

New York, N.Y. 10009(212) 677 -4609

Robert J. Leonard
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Bldg.
Washington, DC 20515

Dear Sir:

March 14, 1988

RE: H.R. 3663

I submit herewith the written statement of the Mitchell-Lama
and Allied Housing Council, Inc., with regard to tAe hearing of the
Select Revenue Measures Subcommittee on H.R. 3663.

The Mitchell-Lama Council represents the organized body of
housing cooperatives in the Mitchell-Lama publicly-assisted pro-gram in New York. As an affiliated member of the National Asso-ciation of Housing Cooperatives, we fully support the position
stated by RAMC at the recent public hearing on H.R. 3663.

Very truly yo

MURRAY RAP
President
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STATEMENT OF THE MORTGAGE BANKERS ASSOCIATION OF AMERICA

The Mortgage Bankers Association of America submits this statement on low-income
housing tax credits and on the role of tax policy in preserving the stock of low-income
housing.

The tali credit is of concern to MBA because of its importance -s an incentive for the
production of low-Income housing. It is almost the only rem ,ning tax vehicle for
attracting investment enital to providing affordable rental housing opportunities for low-
income households.

- AFFORDABILITY

The Housing Act of 1949 established as a national goal "a decent home and suitable living
environment for_every American family." About 60 percent of the housing units in
existence today were built between 1950 and 1980, with the quality of our housing stock
being signi''eantly improved, as well as the quantity. However, particularly during the
1980s, for a growing number of households, acquiring adequate and uncrowded shelter has
become a greater financial burden. In a July 1986 study done by the Department of
Housing and Urban Development (HUD), "Attaining the Housing Goal?", a renter is
considered to be cost burdened when more than 30 percent of gross household income is
devoted to housing costs. Between 1975 and 1983 the number of cost burdened households
increased from 12.1 percent to 17.0 percent, or from 8.8 million to 14.4 million
households. According to the HUD study, 43 percent of all renters are very low-income
households, and in 1983, 45 percent of them were cost burdened, an increase from
37 percent in 1975. The incidence of cost burden for low- and moderate-income
households increased from 10 percent to 18 percent. Clearly, housing costs are rising
faster than income for an expanding segment of our society.

The need for the preservation of existing low-income housing is as great as the need for
new construction. During the last 20 years, about 2 million low-income housing units were
constructed with the assistance of various housing programs. Almost half of these units
may be removed from the low-Income inventory by the year 2000 as either the
restrictions on the prepayment of existing Federally assisted mortgages or Federal subsidy
credits expir, and owners potentially convert the property to other uses.

Congress has already recognized the need to minimize this loss and in the "Housing and
Community Development Act of 1987," PL 160-242, enacted a number of measures aimed
at doing this, one of which places restraints on the prepayments of mortgages by owners.
In addition, HR 3663, the "Low-Income Housing Tax Act of 1987," has been introduced by
Representative Charles Rangel (D-NY) to provide tax Incentives to prevent the loss of
low-income housing. These irclude restoring depreciable basis to owners who maintain
their low-income housing for an additional 20 years, excluding from taxation the gain
from the sale of low-Income housing due to assumption of indebtedness by a buyer who
maintains the housing as low- or moderate-income for another 15 years, and allowing
more opportunities fo: using the low-Income housing tax credit.

The units most at risk of being lost as low-income housing are located in larger urban
areas with strong markets, because owners can make profitable returns by converting the
properties to market-rate rents. Higher returns or greater tax incentives will be
necessary to induce owners to continue low-income usage.

"The Mortgage Bankers Association of Americ is a nationwide organization devoted ex-
clusively to the field of housing and other real estate finance. MBA's membership
comprises mortgage originators and scrvicers, as well as investors, and a wide variety of
mortgage industry-related firms. Mortgage banking firms, which make up the largest
portion of the total membership, engage directly in originating, selling, and servicing real
estate investment portfolios. Members of MBA include:

o Mortgage Banking Companies
o Commercial Banks
o Mutual Savings Banks
o Savings and Loan Associations

616rtgage Insurance Companies
o Life Insurance Companies

o Mortgage Brokers
o Title Companies
o State Housing Agencies
o Investment Bankers
o Real Estate Investment Trusts

MBA headquarters is located at 1125 15th Street, N.W., Washington, D.C. 20005;
telephones (202) 861-6500.
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The low - income housing tax credit was enacted es part of the 'Tax Reform Act of 1986
(the "Act") because Congress recognized that tax incentives are needed to attract
investors to low-incomehousing. The Act eliminated many existing tax incentives for
real estate investment such as accelerated depreciation, preferential treatment of capital
gains, and deductions for construction period interest, while imposing the passive activity
loss limitations. All of these provisions discouraged future investments in low-Income
housing. Because Congress realized that the economics of l"w-income housing do not
provide investors with an adequate return on investment, it developed a new tax incentive
focused particularly on the production and rehabilitation of such housing..

To its disadvantage, the tax credit is temporary, complex, not fully explained and
understO6d, and in need of some revisions. For these reasons, plus the long lead.time
needed for real estate development, the tax credit has not been fully utilized. It is
crucial that the tax credit be made more attractive in order to counteract the predicted .
loss of low-income housing units over the next decade.

MBA's involvement with the tax credit has been relatively small. However, MBA supports
its continued use and improvements as one means by which we can still produce low -
income housing.

OTHER ASSISTANCE AND INCENTIVES

In addition to the low-income housing tax credit, the only other tax incentive for the
production of low-!ncome rental housing is the use of tax-exempt bondi. However, the
Tax Reform Act of 1986 placed volume caps on the use of these bonds. Clearly, these two
vehicles are not sufficient to meet the needs of low .income households. Other forms of
direct and indirect (credit enhancement) assistance are needed at all governmental
levelsFederal, state, and local. Public housing is needed for the very low-income, as
this group needs special support services that are not available in Privately produced
housing. Production incentives are necessary in tight housing markets to induce Private
investors to develop housing for low- and moderate-income families and individuals at
rents they can afford.

In addition, continued rental assistance is required in areas with an adequate housing
supply to help low- and moderate-income households find affordable private sector
housing.

USE OF LOW-INCOME HOUSING TAX CREDIT

The low-income housing tax credit became effective on January 1, 1987, and expires on
December 31, 1989. In order to use the credit, projects are required to meet a variety of
restrictive and complex provisions. The credit was not heavily utilized in the first year of
its existence; and when it was used, projects had certain characteristics.

According to a study prepared by the Joint Center for Housing Studies of the
Massachusetts Institute of Technology and Harvard University for the National Council of
State Housing Agencies, Early Experience with the Low-Income Rental Housing Tax
Credit, less than one-fourth of the tax credit authority was used in 1987. it is Premature
to predict that such low utilization of the tax credit will persist. As familiarity with the
credit increases and problems are resolved, it will become more apparent whether the
credit can function as an efficient incentive for Production and Preservation of low-
income housing. Therefore, more time ;5 n,..eded to assess the efficiency of the credit.

The Joint Center study found that almost all of the projects were 100 percent low-
income. One possible reason for this is that the tax credit subsidizes only low-income
units, so there is little incentive to provide mixed-income housing, especially in areas
where relatively higher income houscholds prefer to own rather than rent housing. More
information Is needed, such as the geographic areas where these projects are located, in
order to more accurately determine why the projects are predominantly 100 Percent low -
income.

Evidence also shows that the projects using the tax credit are of a smaller scale, with the
average size being a little over 30 units. While there is a pressing need for low-income
housing, perhaps business is adapting to the current environment. Projects could be on a
smaller scale (with smaller risks) until the efficiency of the credit is known.

3 6 4
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PROBLEMS WITH THE CREDIT

The credit has not been widely used for a number of reasons, including the need for some
rev dons. However, one of the most immediate problems is Or lack of regulatory
guic ace. Even though some proposed regulations have been issued, a host of unanswered
questions persist. While a number of mortgage bankers may be interested in participating
in projects, they are still in the dark on a variety of issues.

There is also a need for the passage of the provisions in the *Technical Corrections Bill"to the 1986 Ti.. Reform Act. Enactment of these amendments would improve the
effectiveness of the credit. These provisions include the t.arryover'of a states tax creditauthority to the following year. Projects should not be penalized because of the delays
caused by the long lead time needed to start the project. In addition, the Corrections bill
expands the cases where the 10-year ownership requirement would be waived in order to
transfer the project without losing the credit. Another change in the Corrections bill that
would be of great assistance is set ing the credit percentage at the time of commitment
for credit authority rather than when the project is placed into service. The amount of
the credit is a crucial figure in the financial plannir; of the project. The credit in 1987
was established for the year. However, for subsequent years, it is established on a
.nonthly basis. Therefore, to know what it will be at the time of commitment will give
mortgage bankers all of the financial facts.

RECOMMENDATIONS

MBA believes there are a number of changes that could be made to improve the taxcredit. MBA supports:

A waiver of the 10-year ownership requirements for low-income housing projects
that are it danger of falling out of Inventory because of physical deterioration or
conversion to other uses. A transfer of ownership, without penalizing the seller
by recapturing the tax credit, to an owner who would maintain the Project as
low-income would preserve existing inventory. MBA members who have financed
federally assisted or insured projects through state housing agencies are
concerned about this potential loss.

Changing the credit percentage that is established on a monthly basis to one that
is established on a yearly basis. This would provide certainty during the finamial
planning stage.

Development of an efficient secondary market for loans made on projects using
the low-income tax credit.

Longer authorization to encourage investors to utilize the program. There are
start-up costs associated with familiarization with the program. Potential users
of the program will not incur these costs for a program that is not going to be in
existence very long.

MBA appreciates this opportunity to present its views and would be happy to provide
further information as request&

0 n
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STATEMENT OF THE

NATIONAL ASSOC:ATION OF HOME BUILDERS

before the

SUBCOMMITTEE ON SELECT REVENUE MEASURES

COMMITTEE ON WAYS AND MEANS

of the

U.S. HOUSE OF REPRESENTATIVES

on

LOW-INCOME HOUSING TA*4 CREDIT

Mr. Chairman and Members of the Subcommittee:

The National Association of Home Builders (NAHB), which
represents more than 150,000 members involved in the building
industry, is pleased to have the opportunity to submit a
statement for the record on low-income housing tax credits.

Affordable rental housing, particularly for low-income
families, must be a part of our nation's overall housing and
social policy. We must provide tax and other incentives, which
allow individuals and families who are unable to own their own
homes the opportunity to live in decent and affordable rental
housing.

A recent study done by the Joint Center for Housing Studies
(Harvard University) underscores just how serious a housing
problem this nation has, particularly among low-income
households. Major findings of that study include the following:

While the quality of America's housing stock has improved
dramatically over the past 40 years, 4.5 million owners and
5 million renters still live in substandard housing.
Inadequate housing is more prevalent in inner cities and
outlying rural areas, places with high concentrations of
low-income households. One in four young single-parent
renter households with children lives in inadequate housing.

Rental housing is home to rising numbers of the nation's
poorest households as well as to an increasing share of the
nation's children. The median income of young single-parent
renter households with children actually declined in real
terms from $10,965 in 1974 to $7,271 in 1987, while their
numbers nearly doubled from 1974 to 1387.

Since 1981, gross rents for a representative rental unit
have risen 14 percent faster than prices generally, reaching
a median level of $364 in 1987. Inflation adjusted rents
today are at their highest level in two decades.

While the number of vacant rental units rose from 1.54
million in 1981 to 2.66 million in 1986, 90 percent of the
increase in vacancies was in units renting for more than
$300 a month, well beyond the means of most low-
income households. Meanwhile, the total number of units
renting for less than $300 a month declined by nearly one
million units between 1974 and 1983.

Only 28 percent of renter households with incomes at or
below the poverty level live in public housing or other
federally-assisted housing units. This implies that 5.4
million households are left to compete for the dwindling
supply of low-cost rental housing available in the
unsubsidized market.
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Over the past 20 years, rents as a percent of income have
increased sharply for a wide range of households. The rent
burden has become particularly onerous for single-parent
families, which have seen their rents increase from 34.9
percent of their incomes in 1974 to 58.4 percent in 1987.

The burden of rising rental payMents particularly among
young, single-parent families, has contributed to the rising
incidence of homelessness in the United States.

Since 1981, the tax incentives that were designed to
encourage the production of decent, affordable rental housing
have been cut back sharply or eliminated. Prior toenactment of
the Tax Reform Act of 1986, investment in low-income housing was
uniquely favored. Depreciation was allowed over a 15-year period
on an accelerated basis. Expensing was allowed for construction
period interest and taxes. Low-income housing rehabilitation
expenses could be amortized over a short period. An exclusion
was provided for capital gains. There was no limitation on so-
called passive activity losses.

The Tax Reform Act of 1986 substantially reduced the
a,araction of investment in low-income housing by among other
things:

Substantially restricting the deduction of losses from
"passive" activities;

Limiting deductions for investaent interest;

Repealing rapid amortization of low-income Lausing
rehabilitation expenses;

Substantially lengthening allowable depreciation lives (27-
1/2 years/straight-line for residential rental property);

Substantially restricting the issuance of multifamily
industrial development bonds; and

Substantially strengthening the minimum tax provisions.

NAHB believes that the tax credit for low-income rental
housing was one of the few highlights to come out of the Tax
Reform Act of 1986. This provision indicates, at least, that
Congress recognized the Tax Code as a tool for providing low-
income housing. Although the final product was far from perfect,
the enactment of the credit indicated Congress' belief that a tax
Incentive must be provided to encourage construction, rehabilita-
ation and maintenance of low-income housing. The technical
corrections legislation introduced last year in both Houses offer
steps to making the tax credit more workable, but more must be
done.

As previously pointed out, prior to the Tax Reform Act of
1986, there were several incentives for investment an rental
housing. Most of these incentives were provided by the Economic
Recovery Tax Act of 1981. The 1981 Tax Act stimulated the
highest level of production of rental units in a decade. This
increased the availability of rental units throughout the nation.
As a result of the sharp curtailment of tax incentives for
investment in rental housing by the Tax Reform Act of 1986,
production of rental housing has suffered. For example, 1987 saw
a drop of nearly one-half in rental unit construction as compared
to 1985 and 1986. Recent permit statistics indicate that this
drop in construction of rental units will continue into the
future.

"
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While the low-income housing tax credit was a step in the
right direction from a standpoint of encouraging production, it
is fraught with several problems. A major problem is its
complexity. Many investors are wary of taking advantage of the
credit simply because of its complex nature. Other problems
result from the credit's interaction with the passive activity
loss rules, which limit, sharply, the tax incentives that may be
derived by an individual investor from the credit.

A major problem with the tax credit for low-income housing
is its interaction with the passive activity loss restrictions.
In general, these restrictions limit the availability of tax
credits attributable to investment in passive activities to tax
liability resulting from passive activity income. Individuals
whose adjusted gross income is $200,000 or less are entitled to a
deduction-equivalent of $25,000, thus, producing a maximum
credit, unrestricted by the passive loss limits, of $7,000. This
special allowance, however, phases-out for incomes between
$200,000 and $250,000. Futthermore, for an individual investor
to claim the maximum credit from an investment in low-income
housing, his or her income must not increase beyond $200,000 for
15 years from the date of the initial investment. (Regular
corporations, of course, may take unlimited credits from
investments in low-income housing, subject only to the general
limitation on business tax credits.)

In order to attract individual investors to low-income
housing, more must be provided in the way of tax incentives.
Ideally, investments in qualifying low-income housing should be
exempt from the passive activity loss restrictions. However,
there are several improvements that can oe made short of an
outright exemption from the passive loss limits. For example,
the passive loss limits could be lifted for purposes of the
regular tax but a portion (s22, 50 percent) be included in the
minimum tax base. Furthermore, the individual adjusted gross
income limit for maximum use of the credit could be lifted.
Allowing the maximum credit to be utilized only by individuals
whose adjusted gross income is $200,000 or less restricts the
flow of money into low-income housing. It also complicates the
structure of low-income housing development, because relatively
large numbers of individual investors must be found in order to
attract sufficient dollars to the investment, and high
syndication fees may be required to put a sufficient number of
investors together.

So long as there are means of assuring that high income
individuals cannot "zero out" their tax liability through
investments in low-income housing, there does not seem to be any
point in limiting the maximum utilization of the credit to
individuals below a specified income level. Furthermore, the
credit already is limited by a state volume cap. However, if
Congress deems it proper to retain an income limit, then the
limit should be relevant only in the year of the initial
investment, rather than having to be met over the life of the
investment. This would remove a major impediment, since it would
assure an individual, absent other problems such as failure to
continue to meet the set-aside requirements, that he or she would
be entitled to annual credits throughout the life of the project.

There are several other aspects of the low-income housing
tax credit that should be addressed in corrective legislation.
For example, the 1989 sunset date should be removed and the
credit should be extended indefinitely. Such action is needed
for Congress to show its commitment toward addressing the long-
term housing needs of low-income families, and to continue
attracting much needed capital to low-income housing.
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Furthermore, the present two-tier structure of the credit,
under which non-federally subsidized projects are entitled to a
more generous credit than federally subrs3 se., projects should be
eliminated. This would recognize the face at federal housing
programs need a combination of direct subsidies and tax
incentives in order to be viable.

Finally, credit allocations should be permitted to be
carried over from one year to the next so long as construction of
a project which P ss been allocated credit authority begins no
later than the year following the credit allocation year. This
would recognize the fact that multifamily housing construction is
often subject to unforseen delays.

As important as it is to continue, an improve, tax
incentives to encouracte production of low-income. housing, it also
is important to consider tax incentives for the preservation of
existing low-income housing stock. In this regard, we would
invite your attention to a report issued by the National Housing
Preservation Task Force, on February 15, 1988. This report,
entitled "The Preservation of Low and Moderate Income Housing in
the United States of America," contains many sooNd ideas.

Regarding the role of tax policy in preserving the stock of
low-income housing, the above-cited report makes the following
recommendations:

The owner of a project eligible for prepayment should be
permitted to re-establish the depreciable tax basis of the
project at an amount determined by the project's appraised
market value at its highest and best use. In return, the
owner would have to agree to maintain the project as low-
and moderate-income housing until the original maturity of
the mortgage. An owner agreeing to such a "lock-in" should
be permitted to use 65 percent of tax losses generated by
the project to offset other income, without regard to the
passive loss restrictions.

Owners of existing projects should be permitted to qualify
for low-income housing to :redits, without regard to when
ownership of the property was obtained.

The sale of e limited-dividend, low- and moderate-income
housing project to a public entity or non-profit
organization should be treated as a nontaxable event, if the
sale has taken place prior to mortgage prepayment and if the
purchaser agrees to continue the low- and moderate-income
character of the project.

Many of these concepts are contained in H.R.3663, which
would also provide additional depreciation deductions to owners
of low-income housing if they agree to maintain the property as
low-income property for a specified period of time, and make
certain other modifications to the low-income housing credit and
the rules relating to cooperative housing corporations. We are
encouraged by the introduction of this bill because it recognizes
the role that tax incentives could play in the preservation of
our nation's low-income housing stock.

In conclusion, NAND appreciates the opportunity to submit
this statement for the record. We want you to know that we
desire to be a serious party in the dialogue concerning the steps
that can be taken through the Tax Code, within existing budgetary
constraints, to encourage the production and maintenance of low-
income housing.
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STATEMENT OF THE NATIONAL ASSOCIATION OF REALTORS

LOW-INCOME RENTAL ROUSING

The NATIONAL ASSOCIATION 0? REALTORS welcomes the opportunity to present
Its :oements vith respect to a variety of issues surrounding the state of
lov-income housing in this countrY. including the viability of the le-Income
housing credit enacted as part of the Tax 'afros Act of 1916, the concerns
that exist regarding the continued availability of existing housing for
lov-income families when current compliance periods requiring lov-Income
tenancy expire IL the next y . and the need for new construction of

more lov-Income housing to address the 'roving problem of the homeless in this
country. We also vill comsat on tvo bills of particular interest in this
area, H.R. 3663, introduced by Chairman Rangel and Representative Frank, and
met recently, S. 2115, introduced by Senators Danforth and Mitchell, and

Chairman Rangel and Representative Kennelly.

The NATromuL ASSOCIATION OT REALTORS* is a trade association consisting of
approximately 775,000 meabers with business interests in virtually every phase
of reel estate, including the sale, development, appraisal, syndication,
mensgeaent, brok eeeee ovnershlp, and rental of real estate. The largest
affiliate of the RATIONAL ASSOCIATION OF REALTORS, the Iistitute of Real
Estate Management (IREM), Is comprised of sobers that operate a substantial
percentage of the unite currently being occupied by Nov -income tenants under
Sections I and 236 of the Mousing Act and Section S1S of the Farmer's Home

Administration ?roarer:.

tumeirug-ItzamaendAtionit

To summarize our primary recommendations to this Subcommittee which are
discussed In detail below, the NATIONAL ASSOCIATION OF REALTORS* reccommends
that the-follovIng legislative action be taken to address the acute problem of
lov-Income housing; first, that the Congress pus and the President sign Into
lay the provisions contained In the Technical Corrections legislation that
correct or easllorate several nave that impair the feasibility of the
lov-income housing credit; secondly, the credit, which Is scheduled to expire
at the end of this year, be extended and made permanent; and thirdly, that
added Incentives should be armed to aesure that the existing housing stock
Is adequately maintained for use by low-Income (sallies and that nom
construction of Nov -income facilities le undertaken to address the 'roving
problem of the homeless.

While the NATIONAL ASSOCIATION OF REALTORS Is not vedded to any
particular approach on this subject, examples of bills Chet should be given
serious consideration by Congress Include H.R. 3663, Introduced by Chairmen
Rangel, to assure that exletIne housing for low-Income families continues to
be operated for their benefit end S. 2115, which lifts various limitations on
the ovallabllity of the lov-Income credit under the passive loss limitation,
thereby expanlIng the runlet for investors In Nov -income houslug properties.

H.R. 3663, Introduced by Representatives lineal and Frank (D-MA), Is
designed to provide sufficient Incentives to assure that the existing
lov -incase housing stock remains lov -Income housing and that the properties

are adequately maintained. The Incentives provided under N.R.3663 are as
follows: first, it en existing owner of low-income property eeeeee to operate
the property under current restrictions imposed by a Federal, state, or local
housing program for 'n additional tventy years and to make any capital
contributions that an appropriate governmental official deems necessary to
restore the project to sound physical and financial condition, then the owner
can increase the adjusted bails In the property to the original acquisition

cost, plus the amount of any expenditures for capital improvements that vere
Incurred before the date on which the over agrees to continue to use the
property for the benefit of Nov -income occupants. The additional basis alloys
the ownevto receive added depreciation deductions or to claim the lov-income
credit in certain Cues and also reduces the Amount of gain on disposition of
the property; secondly, if more than ten years hers elapsed since the property
vu placed In service, the property CM quality for the low-Incono housing
credit using the restored basis u described above. Moreover, the bill vould
allow valver of the requirement tinder the lov-Income housing credit that the
buildics must here been have placed in service at least to years before it
vu acquired by the tower if the building has been substantially assisted,
financed, or operated under a Federal, state or local housing program and
either the governmental official dew that a valves is necessary to avoid
foreclosure or the property is acquired u the result of a default; thirdly,
if a property caner villa lov-incose project to certain designated
purchasers who greet to operate the property for the benefit of the low-ineme
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tenants, then the owner is allowed to exclude from the amount of gain realized
on the gale an amount equal to the Cress of the indebtedness on the property
over its adjusted tvsix. Generally, the result of this exclusion is that the
owner.-will only be taxed to the extent of any cash or consideration received
from the sale. H.R 3663 would also impose various penalties on owners who
convert the properties to a use other` than for low-income tenants.

The NATIONAL ASSOCIATION OF REALTORSO applauds the ctforts of
Representatives:Riutgel.and Frank in fashioning legislation that addresses the
seat immediate concern of those seeking to find a solution to the low-income
housing problem In this country: the apprehension that existing low-income
properties will not continue to be operated for the use of low-income
tenants. While there is a growing need for the construction of new facilities
to accomodate the increasing-number f homeless people in chic country, the
more acute and immediate focus should be on preserving and maintaining' the
existing housing stock. The concerns are that the twenty year compliance

'period for many Section 236 and other low-income.housing projects constructed
or acquired in the 19601 are about to expire. Wben'that compliance period
ends,, project owners may prepay the existing mortgage and operate the
properties free and clear of any further restrictions. Under that scenario,
low-income project owner. could convert the properties to rental units at fair
market rents, thereby forcing many low-income tenants out of their homes and
increasing the' homeless population in this country. The NATIONAL ASSOCIATION
OF REALTORS believes that the approach taken by Representatives Rangel and
Frank in introducing H.R. 3663 is a necessary first step in providing the
needed incentives for existing. low-income property owners to retain th: use
and management of the property for benefit of low-income families.

the NATIONAL ASSOCIATION OF REALTORL, believes that certain
-modifications should be made to H.R. 3663 to assure that it acheives its
desired goals. One modification that we would recommend involves permitting
owners who Sam to continue to operate the propmty as low-income for an
additional period of time to exempt their tax tit uctions and credits on the
restored basis from the passive loss limitation under both the regular tar dnd
the AMT. This propoial is consistent with a recommendation appearing later in
our statement that the most significant revision to the viability of the
low-income credit would be to exempt the credit from the passive loss
limitation under ooth the tegular tax and the AMT. Secondly, a provision in
H.R. 3663 would require certain government offfeals to mandate capital
contributions by loi-income owners who agree to extend the use of the property
zor the benefit of low-income tenants if the property is found to be in an
unsound or deteriorated condition. We believe that the process by which this
detormination is made needs.to be more precise and more clearly targeted.
Clear, discernable, and objective standards should be established in the
legislation to assure that the condition of. the property is significantly
improved, although we would not recommend that a per unit expenditure be
mandated as a prerequisite to qualification under H.R. 3663.

The Low-Incomt Tax Credit (Section 421

The low-income housing ta.r credit contained in section 42 of the Internal
Revenue Code was adopted as part of the Tax Reform Act of 1986. The credit,
which replaced various tax incentives that existed under prior law for
investments in low-income housing, bocame the centerpiece of the nation's
policy for the preservation and construction of low-income housing, together
with certain tax-exempt financing provisions. The question now is whether the
credit serves as an adequate substitute to achieve the country's needs in
providing housing to families with low to moderate incomes.

Prior to p ge of the low- income housing tax credit in 1986, the

legislative framework to provide-incentives for the construction of new
housing for low-income families aDd to -assure the preservation of existing
housing for such families represented a combination cf direct subsidies under
programs administered by either the Department of Housing and Urban
Development of the Farmer's Home Administration end numerous tax incentives to
attract pemate capital to the low-income housing market. The direct subsidy
programs consisted generally of loan subsidies and mortgage guarantees under
Sections 8 and L36 of the Housing Act administered by HUD and through Section

adminiitired by the Farmer's Home Administration. These programs reduced
the debt service to owners of low - income projects. In exchangs for the loan
subsidies, the landlords of low-income properties were prohibited from
charging rent, in excess of 30% of the tenant's income and were limited on the
yields that could be realized from their cash investments in certain
low-income projects. -Yhe tax incentLes :mailable prior to the 1926 Tax Bill
involved an array of different provisions: current deductibility of
construction period interest and taxes with respect to the development of

Ct";
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low-income housing; favorable rules regarding the recapture of deprecation on

the site of low-income properties; tax-exempt finaheing for the construction
of low - income facilities; and depreciation rules considerably morc favorable
than was'available for other forms of real estate.

'Becaue Federal budget cuts during the past seven years have drastically
reduced the level of direct-Federal subsidies administered try,.the programs
listed aboii, the tax credit for low- income !mains contained in the 1986 Tax
Reform Act has become, either ccrsciously or inadvertently, the centerpiece of
the Nation's housing policy for the preservation and construction of
low - income' housing.

The basic mechanics of the credit are that a tax credit may be claimed by
the owners of newly constructed, rehabilitated, and newly acquired existing
low- income housing. The credit is amortized over ten years beginning with the
year in which the property is placed in service (or with the succeeding year
at the election of the owner). The percentage of the credit varies depending
upon several factors: whether the owner has obtained any financial assistance
from Federal subsidies; if the, property is new or existing; and the level of
rehabilitation expenditures incurred by the owner. If the property is newly
constructed or more than $2,000 per unit is incurred by the owner in
rehabilitating the units, then the credit is equal to * present value of 70%
of the costs of qualified expenditures incurred by the owner. If the
structure is an existing low- income housing facility. Federal assistance is
Obtained by the miner, or the costs of rehabilitating each unit are less t,an
$2,000, then the amount of the credit is reduced to equal a 30g present
value. The credit amount is based on the percentage of the un'ts being
occupied by low-income tenants. The amount of the credit after 1987 will be
adjusted monthly to achieve a present value of either 70% for'nevly
constructed or rzhabilitated buildings, or 30% for existing buildings and all
Federally-subsidized structures.

Low- income tenants are defined as tenants having incomes equal to or less
than either 50% or 60% of the area median income adjusted for family size.
The qualifying income for a particular property depends on the minimum
Percentage of housing units that the owner selects for low-income tenants.
The owner may not charge rents to low-income tenants in excess of 30% of the
applicable income adjusted for family size. To qualify for the credit, the
owner must agree that the low-income housing project will continuously comply
with all requirements as a low-income facility for period of fifteen years.

Under the credit provision, each state receives an annual credit volume
allovar-e of $1.25 per resident. A credit allocation from the appropriate
state or local government credit authority must be received by the owner of
property eligible for the low- income housing tax credit, unless the property
is substantially financed with the proceeds of tax-exempt bonds subject to the
state's private activity bond volume limitations. Unless extended, the credit
will expire on January 1, 1989, except for certain projects that have
commenced prior to that date.

Most significantly, while there are certain preferential exceptions
accorded the credit under the passive loss rules, the credit, nevertheless, is
subject to the limitation. Under'existing lay, a taxpayer can obtain up to
roughly $7,000 in tax credits from an investment in low-income property

(even [-held by a limited partnership) that are exempt from the passive loss
rules provided his adjusted gross income does not exceed 6200,000. The
credits will begin to phase-out at $200,000 of AGI and are totally eliminated
once a taxpayer's AGI reaches $250,000. These limitations (both amount and

income ceiling) make investments in low-incoma housing unattractive for
high-income investors, vto over the years have been the primary source of
private capital for low-income housing in the country.

Problems Involved in Utilization of_the Credit

Sackarognd

Although the legislative history surrounding adoption of the low-income
housing credit in 1986 is ambiguous regarding whethe: the credit was intended
to provide sufficient incentives standing alone for investment in low-income
housing, the experience ;tith the low- income credit since 1966 has clearly
shown the :redid' only to be effective when suppl.:tnted by Federal, state, or
local loan assistance. Stated differently, the credit by itself is
ineffective in providing ample incentive to attract the requisite capita- for
investment in low-income housing. Moreover, while the 'ow-income credit has
been used with some success to rehabilitate existing low-incere housing when
augmented by financial assistance through various forms of Federal, State or
Local assistance. there is scant evidence to indicate that the credit is
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encouraging the construction of.ncw facilities :or low-income families. A
more revealing illustration of the lack of effectiveness of the low-income
housing credit is the limited extent to which the credit has been used by
state credit. and housing authorities since its inception. According to data
supplied by the National Council of State Housing Agelcies, only 20X of the
available low-income housing credits were utilized in 1987. Clearly, the
credit must be ImprOied if it is to-he a successful instrument in achieving
the nation's goals regarding low-income housing.

Proposals to Improve the Inability of-the Credit

While the NATIONAL ASSOCIATION OF REAL' ORS* is quite sensitive to the
mounting concerns over the growth of the -federal budget deficits and to the
lose of revenue thatmajor changes to the low-income housing credit would
cause, nevertheless, it is abundantly'clear that action needs to be taken as
expeditiously as possible tcraddress the dual problems of preserving the
existing housing stock for-low-income families, and of encouraging the
construction of new facilities to avoid an increase in the number of homeless

people. Although reality may dictate that new legislation providing meininful
relief cannot be passed in 1988, the NATIONAL ASSOCIATION OF REALTORS* would
reccommend that the-following steps be undertaken by Congress as soon as
possible:

1. Enactment of the Technical Corrections Le:deletion.

The Technical Corrections legislation, which was originally included in
H.R. 3545 but was deleted at the last moment, contains several provisions that
would facilitate the efficiency and effectiveness of the low-Income housing
credit. The NATIONAL ASSOCIATION OF REALTOIA strongly supports passage of
these provisions as a first step in improving the workajility of the
low-income housing credit. One provision would correct a problem that
presently exists with respect to the allocation of credit authority to a state
in which a building is placed in service in a subsequent year. Because the
current tax credit does not allow states to carry over unused credit authorit
($1.25 per resident), a building that was placed in service in a subsequent
year could cause the state to exceed its credit authority for ...t year.
Under the Technical Correction provision, a state would be permitted to elect
to carry over unused credit authority for projects that ore specifically
identified. The state's credit volume limitation in those situations would be
reduced from $1.25 per resident to $1.10.

A second provision would provide that the determination of whether a
tenant's income qualified as low-income could be made with reference to the
higher of the area median income or tLe state median income. This
modification will slightly increase the yield to low-income owners, thereby
enhancing the financial incentive for a developer to acquire or rehabilitate a

low- income project.

Other significant proViSiO.T. contained in the Technical Corrections
legit. :Alen will permit the owner of a low-income housing project to disregard
changes in family size resulting from death, divorce, separation, and
abiudo-ssent in determining the gross rent which may be charged an existing

low-income tenant. Certain exceptions were also,provided from the tau year
anti-churning rule for certain Federally-subsidized housing if the Secrete*
of the Treasury determined that failure to grant a waiver would result in the
property not being used for low-income housing. And, the Technical
Corrections bill would ha-e excluded rental assistance payments under Section
3 from gross rent in determing whether a project qualified for the special set
&tide for tenants who cannot be charged in excess of one-third of the rent
charged to non low-income tenants.

2. ProPosals_forAmProvine_ the Effectiveness of the Low-Income Tax
Credit

The segment of the membership of the NATIONAL ASSOCIATION OF REALTORS
which has had experience working with the low-income housing credit has made
several suggestions that would enhance the effectiveness of the low-income
housing credit. These suggested modifications are as follows:

a. Proposals to Modify or Remove the Restrictions Imposed on the

&MU
Limito iou

Present ley restricts the availability of the low-income housing credit to

/11 -N
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investors whose adjusted gross incomes do not exceed $200,000. If this

threshold is exceeded, the credit begins to phase out and is totally
eliminated at $250,000 of adjusted viss income. Consequently, investments in
low-income housing projects qualifying for the credit have largely been the
province of corporate investments, which generally are able to utilize the
credit without limitation under the passive loss rules. Moreover, because the
credit is amortized over a ten year period, an individual investor whose
income is expected to rise, is faced with the prospect of having a portion or
all of his credit disallowed due to the income ceiling during the ten year
period even though his income was below the $200,000 threshold in the year the
property was placed in service. This factor can deter substantial investments
in low-income properties by high-income individuals, who represented one of
the primary sources of private. investment in low-income housing prior to the
1986 Tax Reform Act. The segment of the membership in the NATIONAL
ASSOCIATION OF REALTORS: that has had practical experience working with the
new low-income housing credit has stressed that the most important change that
could be made to improve the workability of the credit would be to exempt the
credit altogether from the passive loss limitation under both the regular tax
and the alternative minimum tax. This approach would expand the available
market by allowing the credit to be fully utilized by high-income investors
who would be attracted in far greater numbers to invest in low-income housing
projects.

While an exemption for the low-income housing credit from the passive loss
limitation under both the regular tax and the alternative minimum tax (AMT)
representr a bold Atparture from the tax policy principles enunciated in the
Tax Refon .)86, the NATIONAL ASSOCIATION OF MMU believes that
the policy ',Fe in this country of providing adequate housing for
low-income .3 is a priority that overrides tax policy considerations.
U^like other investments in real estate, low-income housing is not profitable
i- its own right and must offer added incentives to attract the requisite
capital. When viewed in this light, an exemption from the AMT passive loss
provision also can be justified on the grounds that retaining the passive loss
limitation for AMT purposes greatly undermines the incentive for the
high-income investor who is likely to be subject to the AMT. If an investor
is subject to the AMT, the value of the credit is diminished to such an extent
that it would discourage most high-income investors from making the investment.

A recent raft of the National Housing Task Force appointed by Senator
Alan Cranston (D-CA) recommends as one of its policy objectives that the
low-income housing credit should be email)* rom the passive loss limitation
under tLe regular tax and the AMT. In sul ort of its recommendation, the
report cites the fact that low-income housing must offer additional incentives
to attract the necessary private capital.

Most recently, Senators Danforth and Mitchell, together with
Representatives Rangel and Kennelly, among others, introduced S. 2115, which
would accomplish the recommendation of the National Housing Task Force,
although it would also exempt the rehabilitation tax credit from the passive
loss limitation. S. 2115 would exempt both the low-income credit and the
rehabilitation tax credit from the passive loss limitation for the regular
tax, but not under the alternative minimum tax (ANT).

To reiterate, the NATIONAL ASSOCIATION OF REALTORS* believes that the
balance that exists between tax policy and low-income housing objectives
should be tilted in favor of the compelling need for greater incentives for
investments in low-income housing. Accordingly, wr 'relieve that a taxpayer
should be allowed to apply the low-income credit against the AMT, while
retaining the tighter limitations on the use of the general business credits
under S. 2115. The proposal would also eliminate the 'noose ceiling which

prevents many high-income taxpayers from investing in low-income projects and
removes thi restriction liniting the amount of credits that a taxrayer can
claim for investments in low-income properties to approximately $7,000.
Howeier, as a means of reducing the cost of the proposal in terms of foregone
revenue to:the Treasury, S. 2115 subjects both the low- income and
rehabilitation tax credits to the limitations imposed on the us' of general

:wines* credits and further tightens chose rules. In particular, the

proposal would limit the amount of credits allowable to an individual to the
first $20,000 of the taxayer's net tax liability plus 20% of the liability in

excess of $20,000. S. 2115 also makes investments by tax -exempt organizations
in low-income housing and rehabilitated structures more attractive by making
several modifications, including allowing the credit to offset any unrelated
business income tax liability, exempting tax-exempt organizations from the
tax-exempt entity use restrictions, and by clarifying that interast income

foregone on below market loans to tax -exempt organizations o..erating qualified
low-incoie housing can be treated as a qualified distribution under the payout

rules for private foundations.
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The NATIONAL ASSOCIATION OF REALTORS* supports the general thrust of S.
2115 in expanding-the market for investments in low-income housing by removing
the limitation Under the passive loss rules for low-income investments.
However, while NAR is generally quite supportive o: the goal of preserving
historic and older structures which the renabilitation tax credit encourages.
we would suggest that the acute problems of preserving the existing low- intone
housing stock and providing housing for homeless families warrant a more
immediate response than does the rehabilitation tax credit and that the two
issues should beaddresied separately.

'There are a number of other proposals more modest than a total exemption
from the passive loss limitation under both the regular tax and the ANT that
could enhance the viability of the low-income credit. One approach would
simply lift the-income ceiling ($200,000 - 1250.000) for h:gh-income
investors, thereby enabling them to claim up to $7,000 in tax credits, while
retaining the currt.ia disallowance of the credit against the ANT and the
ceiling of $7,000 an the amount of credits that can be claimed. A second
proposal would rede the disparity in the amount of the credit percentage
between the credit available on nonsubsidized low-income housing and
subsidized low-income hosing. Because most low-income housing projects that
are currently undertaken utilizing the ley- income credit involve some form of
Federal, state or local financial assistance, the rationale would be to
concentrate a higher percentage of the credit on those types of projects that
are actually being done by developers. For example, the current 9X credit for
nonsubsidized, new construction or substantial rehabilitation could be reduced
to 8% or 7X while the credit for subsidized rehabilitations and acquisitions
could be increased to 5% or 6X. A third approach would be to amortize the
credit over a shorter period of time such as five year., instead of the longer
ten year period under present law.

3 Extend the Low-Income Credit Beyond its Current_EzPiration Date and Make
-it Permanent,

Tho existing credit for low-income housing expires in 1990 except for
projects that are in peeress after that date and are placed in service by
.January 1, 1991. While there are other transitional rules adopted as part of
the 1986 Tax Reform Act that allow properties placed in service before January
1, 1991, to qualify for the credit if certain criteria are met, the basic
sunset rule for the low-ilcome credit will mean that most acquisitions or
rehabilitations of low-income properties must be undertaken before 1989,
unlesi the-credit is extended. Clearly, the current provision requiring that
the credit be sunset by the end of 1988 causes uncertainty in the platning
tecisiOns of many developers who would otherwise be interested in undertaking
rehabilitations or acquisitions of low-income properties. Consequently,
Congress should act expeditiously to extend the credit beyond 1988 and to make
it permanent.

4 Remove the Restrictions Imposed on the Cash Flow Returns of Low-Income
Owners.

Many existing low-income properties (Section 236) impose restrictions
limiting the yield from the cash invested in the projects. For example,
Section 236 limits the 'led on cash invested in the low-income structure to a
6% return. In order to provide incentives for low-income owners to continue
to operate projects under Section 236 and other subsidy programs for the
benefit of low-income tenants, the NATIONAL ASSOCIATION OF REALTORS* would
recommend that the restriction on the yield from cash invest/grits be lifted.
A modification of this nature would only enhance the attractiveness of low
investments to developers in existing low-income properties. Moreover, in
light of the restriction that presently exists under t low-income credit

limiting the gross rents paid by families in low-income units to 30% or less
of their qualifying income, a proposal to lift the restriction on the return
from cash'investments would not cause an additional burden for the low-income

occupants.

Conclusion.

The NATIONAL ASSOCIATION OF REALTORS* commends Chairman Rangel and ether
members of the Select Revenue Measures Subcommittee for holding this hearing
on the vital issue of addressing the country's needs fir the i:esetvatien of
existing low-income housing and the construction of new facilities. While we

believe that the issue of providing incentives for the construction of new
facilities an impOrtant policy issue that must be add d imminently if the
homeless problem is to be favorably resolved, we do believe that the more
compelling need is to devise legislation that will meet the more immediate
problem of preservirg the existing housing stock for low-income families and



assuring that these facilities will continue to be owned and operated for
thltr benefit. While ve are sensitive to ongoing Federal budgetary deficits
IA concerns, ve believe that steps need to be taken in the short run to
adequately deal with this problem, or, inevitably, the result will be that the
price tag to the Federal government of deetsIng an acceptAhle solution later
will only be compounded. We stall read to work with the Congress and this
Administration or the next one in helpInp. to shape a-1 adequate and responsible
solution to the problem of pro/tang housing /shies of low and moderate
Incomes.

0 r.
A



0314
I'llir°1!-Y.1,7510:Itors

370

March 16, 1988

-lho'Honorable Charles B. Rangel
Chairman, Subcommittee on Sellct

Revenue Measures
House Conmittee:on Ways and Means

102 Longsorth-House Office Building
_ "Washington, D.C. 20515

Dear Clisingan Rangel:

On behalf of the National Cooperative Business Association, I would like
-to express support for enactment of the Low Income Housing Tax Act of 1987,
'H.R..3663. I would- appreciate if-you would submit this statesert- for
inanition in the record of public hearings held on March 2 and 3 on this
legialation and-other proposals to use tax policy to preserve our nation's low
income housing:stock.

lihe-Nationer-CooSarative Business Association (NCBA), founded in 1916 as
the.Cooperative League of the_USA, is a national membership and trade
association reptesenting America's cooperative business community. NCBA's
membership lnclMdes-farm supply, agricultural marketing, insurance, banking,
hinging, health-cart, consumer goods and services, student, credit union,
worker, fishery, rural electric and telephone, state associations and othtt
types-ef'cooperatives:-

NCBA's diverse membership comprises four tiers of cooperative
organizations: national, regional, state and local organizations. Mena
tierz are represented in each of several membership sectors and personify the
one in jive Americans who belong to a cooperative.

NCBA's housing sector includes housing cooperatives and professional
housing organizations committed to the'development of cooperative housing.
Several levels of-organizational involvement are evidenced through the
membership of such groups as the Association of-Reusing Cooperatives, the
Council of State Housing'Agencies, the National Corporation for Housing

Partnerships, the Massachusetts Cooperative Task Force, the New York Council
,of_Ccoperatives, and Greenbelt Cooperative Hoszs.

NCBA supports 6e,development and expansion of:cooperative business in the
Unite4,States and in lesser developed countries; represents the cooperative
business community before Congress, governmental bodies and other national and
-.world organizations; and promotes internationaL commerce, banking and joint
-ventures by and asong the world's cooperatives. NCBA's housing program
encourages the development and successful operation of housing cooperatives in

Representing America's Cooperative Business Community

National Cooperative Business Center
1401 Nee York Avenue, N.W. Suite 1100 Washington, DC 20005.2160

(202) 638.6222 Telex 440344
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the United States through legislative
advocacy, education and training,

development services and public relations work. In recent yea:s, NCBA's
housing program has emphasized senior

and affordable cooperative housing
development.

NCBA supports the use of federal tax policy to preserve our country's
previous stock of low income housing. *le commend you and Representative Frank
for your leadership in this important area.

We also would like to commend you on your recognition of cooperatives asan affordable-housing resource. It is a true but little known fact that
cooperative housing is predominantly-owned by low and moderate income
families. The unique legal and financing structure of a housing cooperative
facilitrres affordability, for it allows for project financing, the use of
project and member-based subsidy, resale price controls, non-profit operation
and accumulation of financial reserves.

NCBA supports Sections 5 and 6 of this legislation which would strengthen
the-financial condition of limited equity housing cooperatives. We recommend
limited-equity structures to ensure permanent housing affordability. However,we concur with the National Association of Housing Cooperatives in
recommending th *t these provisions be broadened to include housing
cooperatives which may not impose resale price controls but still serve
moderate income families. In addition, we urge the subcomittee to expand its
definition of member income under Code Section 216 to include interest from
the investment of reasonable

reserves; subsidies, grants, and similar forms of
income; and insurance proceeds earmarked for reinvestment.

As part of an overall package to
preserve the low income housing stock,

Section 5 and 6 of the bill are appropriately focused. However, we urge the
subcommittee to extaine the broader issue of

the applicability of Section 277to housing cooperatives. Until this issue is clarified legislatively or in
the courts, we strongly urge the subcommittee not to infer Section 277's
applicability in this legislation or related report language.

Thank you for this opportunity to submit our views. Please let us know if
we can be of any assistance as you proceed with this legislation.

Sincerely,

BARBARA J. 1110HPSON

Vice President for Housing Development

BJT:emd
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STATEMENT or THE NEW YORK STATE
MORTGAGE LOAN ENFORCEMENT AND ADMINISTRATION CORPORATION

This statement is made on behalf of the New York State
Mortgage Loan Enforcement and Administration Corporation
("MLC") by Kyllikki KUSMa of Brownstein 2eidman and Schomer
(Washington, D.C.) and addresses the problem of maintaining the
stock of governmentally-assisted lod-income housing, and the
important role which the Internal Revenue Code of 1986, as
amended (-Code-) can and should play in preserving the
low-income housing.

MLC is a state run agency under the auspices of the Urban
Development Corporation which is responsible for $1.2 billion
dollars of subsidized, low income housing loans originated by
the New York-State Urban Development Corporation. Most of this
housing was built pursuant to the HUD-assisted but uninsured
Section 236 Loan Program that carries low rates of interest.
Many of these uninsured project mortgages have experienced
financial. problems and currently have debt service arrears in
excess of $158 million. To make needed repairs to maintain
these facilities and to avoid foreclosure, these projects need
to attract investors who are willing-to contribute cash and
assume ownership and operation of the property. The infusion
of capital enables the owners to make the capital contributions
and improvements required to stabilize the operation of the
properties and to attract tenants so that the cash flow from
the property will become sufficient to meet its operation
costs, including debt service, normal operating expenses and
repairs. Unfortunately, the adoption of the Tax Reform Act of
1986 ("TRA") has had a significantly adverse impact on the
ability of MLC and others interested in preserving low- and
moderate-income housing to attract necessary capital to
maintain-the projects in a decent, sanitary condition and pay
basic-operating expenses.

The inability to raise needed capital will result in
further deterioration of this valuable housing stock which
cannot be replaced at any reasonable cost. The elimination of
federal housing programs for low-income tenants and huge
increases in the cost-of producing these units have made the
maintenance of the valuable assets which are represented by
these existing projects all the more imperative. It makes no
sense not to preserva these valuable housing units.

New York State is large and diverse and made up of
significant urban and nisei areas. The result is that the
problems faced by New York reflect the diverse problems of
creating and maintaining housing throughoUt the country. The
varying costs, needs and peculiar circumstances facing the
needy throughout New York support the general notion that
significant and flexible responses to the problem of
maintaining affordable housing must be pursued at the federal,
state and local levels.

New York State has never shirked its responsibility to be
in the forefront of developirg and maintaining housing for low-
and moderate-income peoples. Well before the policies of the
current Administration directed more and more responsibility
for housing reduction and maintenance to the states, New York
State had made significant and innovative contributions to the
cause of producing and maintaining its low-income housing
stock. That commitment has increased dramatically in recent
years with programs from state and local levels committing
hundreds of millions of dollars of state and local funds to
this effirt.

LOW - INCOME HOUSING CREDIT

The task and the cost of housing, however, is one which
cannot be borne by the states and localities alone. This fact
clearly was recognized by the Congress in connection with the
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adoption of the TRA in at least one respect. While the
devastating impact on rental housing was clearly felt in the
context of changes to the laws relating to the treatment of
passive losses and the extension of depreciation with respect
to'rental property, the adoption of the low-income housing
credit ("low-income credit") signaled a continuing federal
concern and commitment to housing of low income Americans. We
commend this continued commitment but our concern is that the
credit needs to be amended to meet the needs of low income
renters. a cummary of these changes follows.

I. CARRY-OVER

Section 42(h)(6)(8) of the Internal Revenue Code of 1986,
as amended ("Code") which provides that unused credit
allocation cannot be carried over to any other year, must be
amended. The inability to carry over credit creates
uncertainty for both state housing agencies and project
developers. Housing agencies have a limited amount of
low-income credit which they can allocate in any one year. In
mating the allocation, they have several concerns: they do not
want to over- or under- allocate the credit for a year and they
want assurances- that projects preliminarily allocated the
credit are worthy- and will be placed in service during the
year. Because of delays inherent in structuring a transaction
for the sale of a building and in any construction project,
there is no assurance that a building will actually be placed
in service for the year the agency contemplates allocating the
credit. Planning is disrupted. Permitting carry-overs of
credit will facilitate planning and insure that worthy projects
are allocated, and actually receive, the low-income credit.

Planning considerations are equally applicable in the
case of specific projects. Thus, projects also should be
permitted to carry over a low-income credit allocation.

II. $25,000 PASSIVE LOSS EXEMPTION

Most of the incentives favoring low-income housing were
eliminated by the TRA. The low-income credit provisions were
enacted; in part, to provide an incentive for the continued
construction and preservation of low-income housing.
Historically, investors in low-income housing have been high
income earners who have disposable income to invest and who can
afford to make a large, illiquid investment that has
substantial risks and no expectation of cash flow or near-term
appreciation.

Under TRA, passive-activity losses can generally be
utilized to offset only passive-activity income. An individual
investing in low-income housing may, howeve offset up to
$25,000 of non-passive income from his rental real
estate activities regardless of whether he actively
participates in such activities. The $25,000 allowance is not
available, however, for wealthy taxpayers, since Code section
469(i)(3)(8) phases out the $25,000 allowance with respect to
taxpayers whose adjusted gross income for the taxable year
exceeds $200,000.

A $200,000 limitation essentially forecloses from
investing in low-income housing the very investors who have
sufficient funds for an illiquid investment and who can
undertake the risk that it entails. Moreover, even if an
investor has income of below $200,000 at the time of the
investment, the investor would lose the ability to use the
low-income credit if later his or her income increased beyond
that amount. That factor alone may dissuade potential
investors. The provision of low-income housing is a worthy
social goal which will be easier met if the $200,000 limitation
is either eliminated or increased to meet the adjusted gross
incomes of investors willing to invest in low-income housing.

- 2 -
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As an alternative, MLC would support the approach taken in
the "Community Revitalization Tax Act of 1988" (.2115 and H.R.
4048). These Bills would eliminate the low-income credit from
the passive activity rules in exchange for a reduction in the
amount of the general business credit which a taxpayer may
claim in any taxable year.

III. SER-ASIDE REQUIREMENT

A project qualifies as a low - income project if, inter
alia, 20 percent on more of the units are occupied by tenants
whose income is 5" percent or less of area median income or 40
percent or more of the units are occupied by tenants whose
income is 60 percent or less of area median income. While we
understand and appreciate that relief should be targeted to
serve the most needy, projects must generate enough income to
enable a developer to finance the project. In areas where low
median income and high construction costs combine to create
burdens on housing development and operation, higher targeting
is necessary to provide more income through project rents.

The Conference Agreement provides that income limits may
be adjusted for areas that have unusually low family income or
high housing costs relative to family income. The adjustments
are to follow Section 8 determinations of very low-Income
families and area median gross income to reflect the 50 percent
and 60 percent income levels. Under the authority of this
section, the targeting requirements should reflect the needs of
areas that have low area median incomes and high construction
costs.

A formula should be established to enable high cost/low
area median income areas to adjust the area median income
limits established by TRA. The formula should compare local
costs of multifamily housing construction, land and area median
incomes, with similar national costs and incomes. The current
income limits (i.e., 50 percent or 60 percent of area median
income) would be used as a base. In areas where the cost of
construction exceeded the national average and/or where the
area median income fell below the nationwide median, the income
limits could be adjusted upward. Income limits would not be
reduced below levels established by TRA in areas where
construction costs were lower than the national average or the
area median income was higher.

The proposed formula would compare area construction
costs and median incomes to such national standards. The
numerator of the formula would compare area costs of
multifamily Musing construction with nationwide costs. The
denominator would compare area median incomes with the national
media\ income. The formula is expressed below:

area cost of
multifamily
construction

notional cost of
multifamily
construction

area
median
income

national
median
income

The concept of a construction cost index that recognizes
variati 'n local construction costs has already been
propose. or hospital capital costs. The )epartment of Health
and Ht. . Services (NHS) engaged Dodge Data Resources, Inc. to
develop the construction cost index, and it was utilized in its
regulations.

Current low-income rents are barely adequate to cover
maintenance and operation costs. As a result, the capital cost
of construction cannot be recouped and return on that capital

- 3 -
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is merely hypothetical. Applying the proposed formula to
establish income limitations would improve the ability to
finance these projects and to make them economically and
financially feasible.

IV. GROSS RENT: STATE OR LOCAL ASSISTANCE

Code section 42(g)(2)(8) defines "gross rent" for
purposes of 'setting forth the standards for a rent-restricted
unit in a qualified low-incor° housing project. It
specifically provides that gmds rent does not include payments
under Section 8 or any comparable Federal rental assistance
program. Technical correction.. should clarify that rent
supplement and Rental Assistance Payment programs are
"comparable Federal rental assistance programs." In addition,
it is our understanding that gross rent is not to include
payments under state or local assistance programs that are
comparable to the. Federal Section 8 program. Technical
corrections should confirm this understandina. To provide
otherwise would discrimirate against those projects that have
rent assistance under state or local programs rather than under
the Federal Section 8 program.

V. DISTRESSED PROJECTS

State and local municipalities Qr their instrumentalities
(hereinafter called "governmental units") may acquire, through
the foreclosure process, projects that are currently in
default. Code section 42(d)(2)(b)(ii) generally provides that
there must be a period of at least 10 years between the date a
taxpayer acquires a building and he date the building was last
place in service. There is real oncern that a governmental
unit's acquisition of a project under foreclosure procedures
may be treated as a placement in service. If so, the project
will not be eligible for a credit allocation for a 10-year
period.

Project owners view a foreclosure as a final option for a
distressed project since foreclosure triggers the recapture of
previously taken tax benefits and is likely to result in a
Federal tax liability to the defaulting owner substantially in
excess of cash, if any, distributable to such owner.
Foreclosures arise under one of two circumstances. A tax
foreclosure occurs when property owners do not pay their taxes
and the city forecloses on the property. Foreclosures also
occur when property owners do not make payments on their debt
obligations. The goal of the governmental unit under either of
these circumstances, is to find owners for low-income housing.

A. Acquisition by Governmental Units

Presumably, the 10-year rule was enacted to prevent
abuses arising from the churning of properties. Acquisition by
a governmental unit will not lead to this abuse. Governmental
units are not organized to be in the bus.aess of operating
rental buildings and it is not to their benefit to do so. When
a governmental unit acquires a project through foreclosure, its
goal is not to take the low-income credit or to make a profit,
but rather, to find a buyer for the property to assure that
decent housing can continue to be provided.

Concluding that acquisition by reason of foreclosure (tax
or otherwise) constitutes placement in service, runs counter to
the intent of providing decent affordable low-income housing.
Although there is no guarantee that any project will be
allocated, and actually receive, the low-income credit,
properties acquired by foreclosure by a governmental unit and
sold will not even be in the running unless it is clarified
that acquisition by a governmental unit does not constitu e
placement in service.

- 4 -
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In addition, the definition of "governmental unit" should
be clarified to include corporate subsidiaries of state
agencies whiCh themselves are "governmental units" where such
subsidiaries enjoy all of the privileges, Lamunities, tax
exemptions and other exemptions of he state agency.

B. Federally-Assisted Building

Code section 42(d)(6)(13)(ii) defines a
"federally-assisted building" as any building which is
substantially assisted, financed or operated under section
221(d)(3) or 236 of the National Housing Act of 1934. Many
housing projects are built pursuant to the HUD assisted but
uninsured section 236 program. Technical corrections should
clarify that projects assisted, but uninsured, under the HUD
236 program-qualify as "federally-assisted building," and that
different standards should not be applied to these projects.

VI. 10-YEAR HOLDING PERIOD: STATE OR LOCAL ASSISTANCE

For purposes of the low-income credit, the cost of
acquisition of an existing building may be included in eligible
basis only if the building has not been previously placed in
service within ten years. The Treasury Department may waive
the ten-year requirement for any building substantially
assisted, financed or operated under HUD section 8, section
221(d)(3), or section 236 programs, or ander the FmHA section
515 if the waiver is necessary (i) to a,ert an assignment of
the mortgage to HUD or FmHA, (ii) to avert a claim against a
Federal mortgage fund or (iii) by reason of other circumstances
of financial distress.

Passage of Code section 42(d)(6) is evidence of Congress'
recognition that federally-assisted projects should not be
penalized under the credit provisions merely because financial
distrais necessitates their sale. The same relief, however, is
not granted to state or local governmental-assisted projects
that are experiencing financial distress.

Ps enacted, Code section 42(d)(6) places its emphasis not
on the substantive issue of whether a project is financially
distressed, but rather, on the source of the building's
assistance. Whether a building is assisted under a federal
program or a state or local program should not be the factor
that determines whether a building is eligible for the 10-year
holding period relief set forth by Code section 42(d)(6). In
order to ensure that otherwise lientical projects receiving
state or local assistance are n... treated differently from
those receiving federal assistance, the rule should specify
that state or local programs that are comparable to HUD section
8, section 221(d)(3), or section 236 programs, or the-FmHA
section 515 program are entitled to the relief set forth under
Code section 42(d)(6).

VII. INCOME LIMITATIONS: FAMILY SIZE ADJUSTMENTS

Under tne low-income credit rules, adjustments for family
size are required in determining area median incomes. This
requirement has a serious impact on the ability to underwrite
projects. Underwriters need to project the rental income a
project will generate to determine the amount of the mortgage
loan the project can support; if the determination of available
rental income cannot be determined uLtil the project is rented
(and the family size of the tenants determined), underwriters
must assume all low - income units will be occupied by the
smallest numbers of persons or families. Moreover, continued
eligibility of units can be affected by changes in family size,
if, for example, a family member dies, grows up and moves out
or leaves because of a divorce.

- 5 -
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The effect of annual recertification and required
family-size adjustments is to place low-incoma households in
annual jeopardy of eviction or substantial rent increases. Yet
because of the very shortage of low- and moderate- income
housing the program is designed to alleviate, in many areas
with low vacancy rates, alternative housing is not available.
The family-size income limit adjustments also substantially
increase the risk of unintentional noncompliance for the owner.

The low-income credit rules should be amended to provide
that family-size adjustments do not affect income eligibility.

VIII. SECTION 8 ASSISTANCE

Assistance payments under Section 8 require the gross
rent paid by occupants of a low-income unit always to equal 30
percent of the tenant's income and therefore to increase as the
income of the occupants increases. As a consequence, a
low-income Section 8 tenant whose income exceeds the applicable
low-income credit income standard (i.e., 50 percent or 60
percent of area median income) will-a-required to pay more
than 30 percent of the applicable low-income credit standard as
his rent contribution, a violation of the low-income credit
requirements. The low-income credit rules should be amended to
provide that the gross rent paid by the low-income tenant may
exceed 30 peicent of the applicable income limits to the extent
such increase is required under the Section 8 program.

IX. TRANSITIONAL RELIEF

To maintain the continued ability of MLC projects to
house the poor, MLC requires transitional rule relief under the
low-income housing credit rules.

MLC's portfolio of low-income housing includes many
projects that are severely in arrears with respect to payments
of both principal and interest. Most of the projects need
significant repairs and maintenance which require significant
additional infusion of capital. There is a very real
possibility that defaults will occur. Unless the projects can
be sold, the defaults will trigger foreclosures. In addition,
defaults often mean a decline in m,nagement services and other
detriments to tenants.

Because so many of MLC's projects are experiencing
financial distress and are not attractive to investors, special
relief is needed and justified. Section 252(0(2) of TRA
granted an extra credit allocation to specified housing
agencies and provided that the applicable percentage for
buildings allocated the credit will be one. MLC requests that
any low-income project in its portfolio that is allocated the
credit be treated as having an applicable percentage of one.
In the alternative, we request that this relief be granted to
the projects that are most severely in arrearr. By increasing
the credit amount. MLC's projacts will attract investors. The
new influx of funds will help '0 preserve the existing
portfolio of low-income housirj.

X. EXTENSION OF SUNSET

The low-income credit is scheduled to expire at the end
of the 1989 calendar year. The sunset date should be
extended. The low-income credit rules were enacted in response
to changes in laws relating to the treatment of passive losses
and the extension of the depreciation period for rental
property which made investment in low-income housing
unattractive. With the sunset of the low-income credit, there
would be no incentive left for investors to invest in
low-income housing since it offers little current cash tlow and
limited appreciation.

- 6 -
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XI. TECHNICAL CORRECTIONS ACT

Many important changes were included in the Technical
Corrections Act passed by the House of Representatives last
year which are critical to the effective use of the low-income
credit. Those changes should be adopted at the earliest
possible time.

H.R. 3663

The remainder of this statement comments on the
provisions of H.R. 3663 which Congressmen Rangel and Frank
introduced on November 19, 1987 (the "Bill"). The Bill, which
is aimed principally to promote maintenance of low-income
housing projects is an important step in the process of
preserving existing housing stock.

The Bill-Provides incentives to the preservation of
low-income housing by four general means: The basis of a
qualified low-income building is restored, a certain portion of
gain realized from the disposition of low-.ncome use-restricted
property is not recognized, certain buildings are eligible to
use the low-income credit regardless of whether there has been
a transfer to a third party, and the 10-year waiver rules are
amended.

I. TEN-YEAR PLACED IN SERVICE RULE

Under TRA unless 10 years have elapsed since a building
was last placed in service the low-income credit is not
available even when a transfer of the property occurs unless a
waiver of the holding period is received. Moreover, a project
is eligible for the waiver only if it is federally-assisted and
if the waiver is necessary to avoid an assignment of the
mortgage to HUD or the Farmers Home Administration, to prevent
a claim against a federal mortgage insurance fund or by reason
of other circumstances of financial distress. This means that
the credit is unavailable for a large number of low-income
projects in New York State and elsewhere. The Bill makes
favorable amendments to this 10-year waiver rule requirement by
providing that the waiver is available for government assisted
buildings if the credit is needed to enable the project to
avoid default or to be retained for low income. These are
significant clarifications and should be adopted.

"Government-assisted building" is defined to mean any
building that is substantially assisted, financed or operated
under any federal, state or local housing program. The
definition should be amended to provide that 'federal, state or
local' includes any of their subsidiaries or instrsmentalities.

II. REQUIRED SALE OF EXISTING HOUSING

The TRA_provides that the low-income credit is available
for existing housing stock only to the extent that the project
is transferred to another owner. The Bill recognizes the need
to provide low-income credit for existing properties without
the requirement of the transfer and sale of the property so
long as additional requirements, such as the infusion of
additional capital, are satisfied. This approach ensures that
more of the benefits of the low-income credit will go into the
project itself and not to the costs of the transaction.

III. BASIS RESTORATION

Under the Bill, the basis of certain property can be
restored if (i) the building constitutes "qualified
low-income housing," (ii) the owner enters into an Agreement
with the appropriate government official (the 'Agreement )
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under which the owner agrees to (a) continue to operate the
building under the existing-program restrictions for the longer
of 20 years or the remaining term of any indebtedness provided
(or subsidized) under the program (or, the remaining term of
any Section 8 contract). and (b) make-capital contributions
determined to be necessary to repair and restore the building
to sound physical and-financial condition within 24 months of
the Agreement date; and.(iii) no low-income credit was taken
with respect to the property for any period before the date of
the Agreement.

A building constitutes "qualified low- income housing" if
(i) it is substantially assisted, financed or operated under a
federal, state or local housing program and is subject to
restrictions on rents or income with respect to at least 20
percent of the tenants, (ii) its adjusted basis does not
reflect-a prior adjustment under new Code section 1961(a), and
(iii) it is the subject of an agreement with an appropriate
government official. The Bill should clarify that the phrase
"assisted, financed or operdted" does not require the project
to be insured under the appropriate government program. Any
housing projects receiving state, local or federal assistance
but no insurance shou.d be treated as "assisted, financed or
operated" under a federal, state or local housing program.

IV. "APPROPRIATE GOVERMENT OF

Under the Bill, "appropriate government official" is
aefined to mean the head of the governmental body primarily
responsible for administering a fedzral, state or local housing
program. The "appropriate government official" plays a
significant role under the Bill since he or she has the
authority to determine the amount of capital contributions
required to restore a building to sound physical and financial
condition and enters into the Agreement described above with
the owner of the project. The definition does not provide who
the appropriate officia: would be if a project receives
assistance from more than one governmental source. The rule
also fails to consider that it is at the state or local level
where the programs are administered and where information
regarding the projects is most readily received and analyzed.
The Bill should provide that the local agency or governmental
instrumentality under which the project operates should be the
"appropriate government official" in all situations.

V. COMPLIANCE PERIOD

Qualification as "qualified low-income housing" is
required to secure restoration of the property's basis or for
the building to be eligible for the low-income credit. As
drafted, the building would be-required to be subject to
restrictions on-rents or income for at least a 20-year period
The low-income credit rules require a 15-year compliance
period. The 20-year restriction period should be reduced to 15
years to eliminate the inconsistency between these sections.

VI, RECAPTURE OF BENEFITS

New Code Section 1061 (which sets forth the credit and
basis restoration rules) would require recapture of its
benefits if, prior to expiration of the Agreement, the owner
fails to operate the quaritiJd low-income housing in accordance
with the terms of the Agreement or disposes of the housing. In
addition, interest would be imposed.

These recapture provisions do not contemplate a reduction
in the amount recaptured to reflect the period of time that the
project was operated according to the terms of the Agreement.
The owner who maintains a building according to its Agreement
for 19 years of a 20-year commitment should not be treated as

- 8 -
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harshly as one who maintained a building according to its
Agreement for only 5 years of a 20-year commitment.

The Code section 1250 recapture rules reduced the amount
of ordinary income to be recognized with respect to low-income
housing based on the number of years the property was operated
according to its Agreement. Similar rules would be appropriate
here,

VIE. DISPOSITION OF PROJECT

One of the major problems in attempting to preserve
low-income projects is the negative tax consequence which may
result to existing owners who wish to dispose of these
properties. The result often is that existing owners will not
dispose of facilities -- which might be.better maintained in
the hands of a new owner -- because of concern by existing
owners that the sale will trigger negative tax consequences.
The result is that these properties will continue to be owned
by parties who have insufficient funds to maintain the
properties and therefore significant deterioration of the
facilities often results.

The Bill makes significant stridls in meeting the coal of
preserving low-income housing by excluding from taxable income
a portion of the gain realized by a seller of low-income
property from taxable income if the property will be maintained
as low-income property by the purchaser. This provides a real
incentive for sellers who are unable to maintain the property
..o sell and to seek buyers who are committed to providing
housing for the poor.

Under the Bill, the "qualified low-income_housing
project" can be sold after a five-year holding period. For a
project to be eligible for the low-income credit, however.
there must be a ten-year period between placements in service.
While the Bill provides an incentive for sellers, there would
be no incentive for buyers to purchase the building unless they
had the potential of receiving the low-income credit. That
potential can be there only if tht low-income credit rules are
amended to provide-that projects purchased from sellers who
receive the benefit of new Code section 135 are eligible for
the low-income credit withoUt regard to the 10-year holding
period rule.

A "Qualified Disposition" requires among others, that a
partnership contribute the capital required to repair and
restore the project to a sound physical and financial
condition. While it is clear that the partnership should be
required to contribute capital, the language of this section
implies that assistance from other sources is not permitted and
therefore should be amended to reflect that a project acquired
by a partnership can receive, for example, local gruit funds
without violating Code section 135.

ALTERNATIVE MINIMUM TAX

A further incentive to the preservation of low-income
housing would be to permit investors in these projects to
reduce their alternative minimum tax by the passive losses
generated by the project.

1905k
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268 Lakewood Blvd.
Park Forest. Illinois 60466

Telephone (312) 481-9280

February 26, 1988

Mr. Robert J. Leonard, Esq.
Chief Counsel
Committee on Ways and Means
1102 Longworth House Office Building
Washington, D.C. 20515

REFERENCE: H.R. 3663; SEC V and VI

Dear Mr. Leonard:

On behalf of 390 cooperative shareholders of Park Forest Coop-
erative III in Park Forest, Illinois; please make a matter of
record this statement for review by the honorable Charles B.
Rangel, Chairman, Subcommittee on Select Revenue Measures,
Committee on Ways and Means, U.S. Hou. of Representatives.

Please consider this a statement of supp t for broadening the
scope of SEC V and VI of H.R. 3663 to coincide with current pro-
posals by the National Cooperative Business Association, National
Association of Housing Cooperatives, New York Council of Cooper-
atives, Federation of New York Cooperatives, the Coordinating
Council of Cooperatives and the Mitchell-Lama Council.

Specifically: 1. treatment of interest on mandatory (required
by the terms of the mortgage) and reasonable
reserves and escrows for all housing coopera-
tives as member income;

2. clarification that insurance proceeds from
residential property which will be reinvested
or placed in a reserve for the property's re-
pair or improvement are member income;

3. treatment of commercial income as member income
for low and moderate income cooperatives;

4. repeal of the 80/20 test and replacement with a
principal purpose test for all housing coopera:1
tives;

5. inclusion of a no judicial reference clause, as
it relates to the applicability of Section 277.

Thank you for your attention to this very important matter.

Sincerely,

H Jack Lemon
President/Board Chair

HJL:bjt
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Robert J. Leonard, Esq.
Chief Counsel, Committee on Ways and Means
U.S. House of Representatives
1102 Loagworth House Office Building
Washington, D.C. 20515

Subcommittee On Select Revenue Measures
Hearings Harch 2 & 3, 1988

Dear Sir:

The Real Estate Board of Mew York, Inc., whose 5600
members include owners of government-subsidized low and
moderate-income rental housing projects that are or
shortly will be eligible to "opt out" of their respec-
tive governmentally-resCricted programs, supports the
concept of HR 3663, sponsdred by Chairman Rangel and
Representative Frank which would provide additional
tax incentives to encourage the voluntary preservation
of existing government assisted rental housing.

It is critically important to provide new financial
incentives to persuade the present owners of such
housing to forgo their right to convert such properties
to more profitable uses given the almost total lack of
new low and moderate-income housing development. At
the same time, we firmly believe that any such measures
must be voluntary and must not impair the owners'
contractual right to prepay their government-subsidized
mortgages and rent or sell their properties free from
regulation under the government-subsidy program.

As we understand it, HR 3663 would provide the follow-
ing tax-benefits to owners of existing gcvernment-
subsidized rental housing projects, which would other-
wise be eligible to free their projects from program
restrictions on rents or income, provided that such
owners agreed to (i) continue operating the projects
under the restrictions of the government-subsidy pro-
gram for an additional period equal to the greater of
twenty years or the remaining term of any government-
subsidized debt on the property, and (ii) make capital
contributions in an amount the appropriate government
official determines to be necessary to restore the
property to sound physical and financial condition.
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1. The adjusted basis of the property would be increased to the
original acquisition cost plus the amount of any expenditures for
capital improvements incurred before the agreement date. This
-stepped up" basis would determine the future depreciation deduc-
tions allowable to the owner as well as the amount of taxable
gain on ultimate disposition of the property.

2. Assuming that 10 years have passed since the property was
placed in service (or substantially rehabilitated) and the
project, or a portion thereof, otherwise qualifies for the low-
income housing tax credit, the owner would be treated as placing
the property in service on the agreement date. The amount of the
tax credit would be based on the stepped up basis described
above.

3. The 10-year "anti-churning" requirement of the low-income
housing tax credit would also be waived if (1) the appropriate
government official determined that the availability of the
credit was necessary to avoid default or enable the project to be
retained for low-income use, or (2) the owner had acquired the
property from a governmental body after a default.

Alternatively, non-corporate owners of existing low and moderate-
income projects would be encouraged to sell their projects to (a)
a non-profit tenants' organization or other non-profit entity
whose exempt purpose includes the fostering of low-income hous-
ing, (b) a state or local government unit, or (c) a partnership
that contributes enough capital to restore the project to sound
condition. In the event of such a "qualified disposition," the
seller or sellers of such property would be allowed to exclude
from gross income an amount equal to the excess of the indebted-
ness on the property over its adjusted basis (without regard to
the "step-up" referred to in 1. above). Thus, if such a disposi-
tion can be structured, such non-corporate taxpayers could avoid
being taxed on the "phantom gain" that occurs when a property has
indebtedness in excess of adjusted basis.

While we applaud the concept of HR 3663 as a first step toward
the enactment of the kind of voluntary incentive program that is
necessary to encourage owners to continue to operate low and
moderate-income rental housing projects under the restrictions.
of existing programs, we believe that it will achieve its objec-
tive only if some important additions are made to the language of
the bill. These amendments are outlined below:

I. Exemption_From Passive Loss Rules
Because the stepped up basis provided under HR 3663 will

produce "passive losses" which are usable only against "passive
activity income" for most non-corporate taxpayers, the benefits
provided by the bill will have limited utility to individual and
partnership owners of existing low and moderate-income projects.

0 0 n
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The present limited exception to the passive loss limitations of
the Internal Revenue Code, percitting individual taxpayers with
adjusted gross incomes of less than $250,000 to use up to $7-,000
of the low-income housing tax credit annually to offset non-
passive income, has not achieved its purpose and certainly will
not constitute a realizable benefit to many, if not most, owners
of existing low and moderate- income projects. Thus, in order to
make the proffered incentive real, the depreciation deductions
generated by the stepped up basis provided by the bill must be
exempted from the passive loss rules.

II. Housing Tax Credit Allocation
Witheut,an increase in credit authority to the states, or anexemption frOm credit authority limitations, use of the low-

Income housing tax credit to encourage preservation of existing
low-income housing could have the unintended effect of substitut-
ing preservation of the existing low-income housing stock for the
addition of new low - income units to the stock when both are
needed. Either an increase in funding for the credit sufficient
to cover the anticipated preservation need or an exemption from
the credit authority limitations for such preservation projectsis needed.

III. Technical Corrections
In order to make the low- income tax credit a viable incen-

tive for either the preservation of existing low-income housing
or the production of new low-income housing it is imperative that
the Congress promptly enact both the technical and substantive
modifications to that credit embodied in HR 3545 as passed by the
House of Representatives In 1987, but not Included in the bill
as finally enacted. These critically-needed modifications would
remove n significant impediment to the use of the credit

If HR 3663 is amended to incorporate the above changes we-believe
that the owners of a significant number of government-subsidized
rental housing projects in New York City and Hew York State
(including a large number of State and City-assisted "Mitchell
Lame projects) will continue to operate their projects under the
rent and income restrictions now applicable, or to sell to part-
nership which will agree to do so, in return for the substantial
tax incentives that would be provided by the bill as so amended.

cc: Hon. Charles Rangel
Hon. Raymond McGrath

elk 1^ -

t, .L

Since ely rs,

Steven Sp la
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STATEMENT OF TIBERIO SCHWARTZ, ESQ. A MEMBER OF PHILLIPS,
NIZER, BENJAMIN, KRIM & BALLON ON BEHALF OF RIVERBAY CORPORATION
BRONX, NEW YORK (CO-OP CITY) BEFORE THE SUBCOMMITTEE ON SELECT
REVENUE MEASURES, COgMITTEE ON WAYS AND MEANS U.S. HOUSE OF

REPRESENTATIVES REGARDING H.R.3663

March 16, 1988

Mr. Chairman and Members of the Subcommittee:

I am writing to present our views regarding Section 6
of H.R.3663 (classification of certain income as membership
income for purposes of Section 277.)

We appreciate that your committe has been sensitive to
the needs of housing cooperatives especially those formed to
provide=housing for lower and middle income families. In
keeping with this view Section 6 of H.R.3663 was inserted in the
bill to provide relief from the provisions o Section 277 for
limited equity housing cooperatives (LEHC). However, many
housing cooperatives, which are truly limited equity
cooperatives such as Co-op City would not be treated as LEHC's
under the definition of an LEHC in the present bill. In
addition, even after the definition of LEHC's is modified to
include housing cooperatives like Co-op City, Co-op City could
still have substantially adverse financial problems under the
IRS' interpretation of Section 277 and the present bill does
not address such problems.

I recognize you are quite familiar with the background
of the controversy surrounding the attempted application of
Section 277 to Cooperative Housing Corporations and so will not
burden you with further repetition of the salient issues.
Rather, I would prefer to provide you with some background on
Co-op City, and the manner in which the IRS has attempted to
apply Section 277 to Co-op City, and 'o offer for your
consideration some suggested changes 1.) H.R.3663 to alleviate
Co-op City's problems.

I. HISTORY OF CO-OP CITY

Co-op City is the world's largest housing cooperative,
providing housing for over 15,000 families.

Co-op City was developed in the mid-1960s by the
United Housing Foundation, a federation of housing cooperatives,
civic groups, labor unions and other non-profit organizations.
Responding to the shortage of moderate-cost housing in the New
York area, Ri'verbay was organized as a "limited profit" housing
company under the Private Housing Finance Law of the State of
New York (Mitchell Tama Law) for the purpose of owning,
maintaining and operating the low and middle income cooperative
housing development known as Co-op City. Construction of Co-op
City commenced in 1966 and was completed by 1972.
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The Co-op City community reflects a diversity of
religious and cultural backgrounds. Since Co-op City was
developed for persons of iew and moderate income, applicants
with income above pre-set limits are ineligible for a Co-op City
apartmeht. in addition to the large proportion of office and
blue collar workers, over one-thiri of the families are
comprised of senior citizens.

The cost of constructing Co-op City was significantly
greater than originally estimated. This factor, coupled with
various factors including efforts to maintain carrying charges
at a level which was in keeping with the income levels of the
tenants, resulted in a weakened financial condition.
Ultimately, Co-op City found it difficult to meet its mortgage
obligations.

II. Nature of the Section 277 Problems

The Section 277 problems affecting Co-op City have
basically related to income which arose from two sources: 1)
Interest income and 2) Income from insurance proceeds.

INTEREST INCOME

Reflecting the State's interest in maintaining
affordable housing, and its responsibility for a number of
defects in the original design and construction of Co-op City,
and in order to effectuate a long term solution to Co-op City's
substantial financial problems, the State, through the NYS
Housing FinalNicAgency, entered into a number of mortgage
workout agreerrints with Riverbay, one following a rent strike in
1976, one in 1980 and the most recent one in 1986. Pursuant to
these agreements, various accounts were set up to help Co-op
City with a Construction Defect Repair Program and to fund its
mortgage obligations.

In addition, in order- to try to prevent the kind of
financial problems that previously had plagued Co-op City, the
management Instituted a program of setting up additional
reserves in various accounts to make sure that it would have the
funds to pay its mortgage and other expenses. These accounts,
set up by Co-op City as an integral part of providing housing to
its tenants, generated interest income which was treated by
Co-op City as membership income.

INSURANCE PROCEEDS

In 1980, an explosion destroyed one of the four
boilers in Co-op City's power plant. While a portion of the
insurance proceeds were used to repair the damage to adjacent
areas, most of the proceeds were put in escrow pending a final
engineering decision on the boiler replacement (including
consideration of an energy-saving cogeneration system). Also,
following the boiler explosion, the New York City Environmental
Protection Agency directed Co-op City to switch to burn-ng only
fuel oil. This resulted in substantially increased fuel costs
for Co-op City (through 1985, the aggregate cost difference
exceeded six million dollars).
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In accordance with established tax law, Riverbay
reported a "gain" for tax purposes from the insurance funds not
yet reinvested. The extra fuel expenses were also properly
deducted, along with other operating expenses, and this no tax
was actually due. Now the IRS believes that the gain should be
carved out and separately taxed as non-membership income.

IRS POSITION

The IRS has taken the position that both the interest
income from the reserves and a portion of the insurance proceeds
should be treated as non-membership income. Accordingly, the
IRS has proposed adjustments in Co -off City's income taxes which
would require Co-op city to pay in excess of $3,500,000 in
income taxes for the period 1981-1985. If Co-op City were
required to make such payment (plus interest which would
substantially increase such amount), it would seriously
undermine the housing complex's financial stability at a time
when it has finally started to resolve its previous financial
difficulties.

III. Recommendations

You introduced Section 6 of H.R.3663 in order to help
cooperative housing corporations which qualified as LEHC with a
portion of their Section 277 problem. The intent ofthe bill
seems to be to include within the definition of an LEHC a
housing cooperative formed under programs designed to create
housing for low and middle income families.

Mitchell Lama is just such a program. However, due to
various technical definitions, certain cooperatives, including
Co-op City, which were formed under the Mitchell Lama Program,
would not qualify as a LEHC under H.R. 3663. This is true even
though Co-op City is a limited equity cooperative (its
shareholders cannot profit upon the resale of their shares in
the cooperative). We understand that there may be other
Mitchell Lama housing cooperatives in New York City which would
also not qualify as LEHC's under the present definitions set
forth in H.R. 3663. Accordingly, we would suggest that the
definition of an LEHC under H.11.3663 be expanded to include
housing cooperatives, such as Co-op City, which were created to
provide housing for low and middle income individuals.

In addition, we feel that the provisions of H.R.3663
should be expanded to provide that interest income, whether from
mandatory reserves or from prudent reserves which are integrally
intertwined with tne cooperatives fulxtion of providing housing,
should be characterized as membership income.

Moreover, the bill should clarify the character of
income arising from the receipt'of insurance proceeds received
on account of the destruction of assets integrally related to
providing housing by the housing cooperative, e.g. insurance
proceeds received on account of the destruction of a boiler used

eN
6 :71:z
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to provIde the cooperators with heat. To the extent that such
insurance proceeds are to be included in income pursuant to
other provisions of the Code, such income should be classified
as membership income. There are two reasons for our
suggestion. First, the gain realized upon the receipt of such
insurance proceeds would be determined based on the tax basis of
the asset that was destroyed. Such asset's tax basis would have
previously been reduced on account of depreciation deductions
which would have been treated in the year the depreciation wastaken as a membership expense. Thus, it would be unconscionable
to characterize such insurance proceeds as non-membership income
since a portion of this income, only, would be generated because
of the reduction in tax basis caused by depreciation
deductions. These deductions, when taken, were characterized asmembership deductions. In addition, characterization of such
income as membership income would bring into line the definition
of membership income for purposes of Section 277 with the
definition for purposes of Subchapter-T. Thus, for example
cases under Subccapter-T have held that gain from the
disposition of assets integrally related to a cooperative's
normal activities are to be considered patronage (membership)income. See e.g. St. Louis Bank for Cooperatives v. United
States 80-2 USTC. 19509; Astoria 2lywood v. United States 1979-1
USTC 19197.

In addition we would recommend that R. R. 3663 beclarified to insure that funds received from any governmental
authorities are not treated as non-membership income. It would
appear to be incongruous for a housing cooperative such as Co-op
City to receive funds from the State to insure that it is able
to continue providing housing to tower and middle income
individuals, such as the housing needs of 15,000 families of
Co-op City, and to then have the Federal Government, through the
IRS jeopardize its very financial stability by treating such
government funds as non-membership income.

By participating in the Mitchell Lama program and
similar types of programs, cooperatives such as Co-op City
receive certain benefits such as property tax abatements and
reduced interest rates on mortgages and they are not required to
classify such benefits as non-membership income. We believe
that all other government grants or payments should be treated
in the same fashion and that there should not be a difference
whether the benefits are received through reduced interest rates
or by outright grant of funds. In either fashion, the concept
is to help provide decent housing for lower and middle income
families and ,therefore there is no rational basis for
distinguishing between the various kinds of government
assistance programs. Moreover, we believe that such
government-provided funds are as integrally intertwined with the
operation and goals of the housing cooperative as the
maintenance charges paid directly by the cooperators. We
believe that these funds are analogous to funds received through
goverment assistance such as Section 8 payments which are
treated as membership income.

Thank you for your consideration in this matter.
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March 14, 1988

Mr. Robert J. Leonard, Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102,Longworth House Office Building
Washington, D.C. 20515

Dear Sir:

we strongly believe that it would be in the best interests of

all Cooperative Housing projects if Bill HR3663 were broadened

tor

(1.)treat interest on mandatory(required by terms, of the mortgage)
and reasonable reserve and escrows for all cooperatives as
member-related income;

(2.)clarify that insurance proceeds from residential property
which will be reinvested or placed in a reserve for the
property repair or improvement is member-rclated incomes

(3.)confirm that government subsidies and grants(like Section 8)
are not non-mimber incomes

(4.)treat commercial income as member related income for low and
moderate income cooperatives;

(5.)repeal the 80/20 test and replace it with a principal
purpose test.

(6.)make no reference to the applicability of Section 27? to
hosing cooperatives, or betteryet, state that 277 does not
apply to (housing) cooperatives.

For the Riverside Braemar, Inc
Board of Directors

Sinceroly,

P4te
ohn D. Plant

Resident Manager

cc/Auditor file
HUD
NAHC

aniMmaimm ---
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RURAL COMMUNITY ASSISTANCE CORPORATION'
2125 19th Street, Suite #203

Sacramento, CA 95818
(916) 447-2854

March'16, 1988

The HonorableCharles B. Rangel, Chairman
Subcommittee on Select Revenue Measures
Committee on Ways and Means
1102 Longworth House Office Building
U.S. House of Representatives
Washington, D.C. 20515

RE: Tax Deductions for Housing Cooperative Members

Dear Chairman Rangel and Members of the Committee:

RCAC is a nonprofit housing and community development corporation that assists
community groups, nonprofit agencies and local governments throughout the
,western United States to meet their local needs. One area in which we have
been active is establishing housing cooperatives both through new construction
and the conversion of existing housing developments.

At this time, we are focusing much of our attention on the plight of
mobile -home park residents, many of whom are elderly. Park' residents own
their on homes and pay rent for their spaces. Increasing land values
throughout much of the West have led to tremendous rent increases and many
parks have closed to make way for more profitable uses such as shopping
centers and office complexes. RCAC works to preserve affordable housing by
helping park residents purchase their mobile-home parks as cooperatives.

As you know, the members of housing cooperatives may deduct a proportion of
the mortgage interest and property taxes paid by the cooperative on their
individual income tax returns. By allowing individuals to take these
deductions, cooperative ownership is treated the same as ownership of a home
or condominium where the homeowner pays the mortgage interest and property
taxes directly.

In order to pass deductions on to individual members, however, cooperatives
must own or lease complete housing, units that are occupied by the members. In

mobile-home park cooperatives, the members own'their individual homes and the
co-ops own only the sites, roads and common facilities. Consequently, the
members of these co-ops cannot deduct their share of the interest and taxes
paid by the cooperatives. (Please see enclosed ruling.)

There can be no logical reason why Congress would want to treat the members of
these cooperatives differently from other housing co-op members. In fact,
there are many reE-ons why lower cost housing options like mobile-home parks
should be encouraged by the federal tax codes. The most likely reason why the
members of these co-ops are denied tax deductions is that no one ever imagined
that there would be mobile-home park housing cooperatives when the Internal
Revenue Codes were originally written. .

This inequity can be corrected very easily by simply amending Section
216(b)(1)(8) to specifically include mobile-home park in the definition of
cooperative housing corporations. We request that you include this change in
any legislation which is developed as a result of your hearing.

Thank you for this opportunity to present this information and our concerns.

Sincerel

William french
Executive Director

MS housingt4 mobojr.docJR.W19pMuch 16. I988
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cause large decreases in the market
value of the previously issued bonds
that are to be tefunded., and where
these decreases we to great that, if the
holders A the previously issued bonds
were to accept tender offers for their
bonds. then the acceptances would
cause the proceeds of the refunding
bonds to exceed the amount needed for
refunding 'Le previous issue, such a
tender eller will not cause the re-
fundiri bonds to be arbitrage bonds un-
der section 103(e) or the Cede.

Section 216.DeductiOn of Taxes.
Interest. and Business Depreciation by
Cooperative Housing Corporation
TenantStockholder
mcriii.1.111.1-Amemes npromog am re!
awr red ogr &omit nwpmenea.

Cooperative housing corporation;
housetrailers. The requirements of
section 2161bH10(81o1 the Code are
satisfied if housetrailers and the land
on which they are permanently lo-
cated are owned by a c000erative
housing corporation, the tenant-
stockholders are entitled to occupy
for dwelling purposes the house-
trailers by reason of stock ownership.
and the housetrailers contain inde-
pendent living facilities to one fam-
ily including permanent provisions
for sleeping, eating, cooking, and
sanitation.

Rev. Rut. 85-147

FACTS
Si: wagon 1

X corporation purchased a trailer
pia. consisting of 20 housetrailers and
the land on which the huusetradas
were pertnanently located. X cowl-
don sold shares of nod to irwhoduals
each of whom. by suture of ownership
the.o.f. was entitled to mom, one of
the hosoctrailers owned b) A wiper
tion and the land 0.1 which the house-
trailer is located. Each of the
homemaden contains independent hW
in; facilmes tor one farm!) including
permanent ponisions for sleeping. caw
ing. cooking. and sanitation.

Srrumion 2
The facts arc the same as in Straw..

J. mem that X corporation sloes not
own the 211 hosisetrailen. but only the
land on which the tometraikrc are kw
rated. The housetrailers are ind is tato-
ally ownolb. stockholder. of X ono-

6
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ration Each Stockholder is evicted. by
reason of stock ownership. to occupy
only the land on wIiich the stocktu4d-
er's housetrailer is located.

LAW AND ANALYSIS.

-Section 216(bX11111 of the rode de-
fines a cooperative housing corps.ra.
lion. in part. to m:an a corporation
each of the stockholakrs of v.% .1 is en-
titled. solely by reason of the stock-
holder's ownership of stock in su:h
corporation. to om upy for dr citing
purposes a house. or an apanment in a
building. owned or leased to such
corsoration.

For purposes of unction 21eibX1nLit
of the Cede. the tam house means a
residential unit prov,ding complete. in.
dependent living facilities for use fan.
By including permatnt provisions for
sleeping. eating. cooking and sanita-
tion. See Rev. Rut 74.241. 1974.1
C.B. 6E. which similarly defines the
term apartment rati purposes of section
2160i1X131.

SCC41011 1.216-thlr2i of the Income
Tax Regulations per ides that in nrdcr
fin a onoration to gum,. t. %INT-
move housing evaporation' cash
sto.ihuMcr of the coloration. whether
or not the stockholder qualifies as a
tenantstockholder under section
20(6)(21 of the Code and section

I t.216-1(e) of the inblakros. must be
entitled. to occupy tor dwelling pur-
poses an apartment in a building or a
unit in a housing derelopmeni.ownoi
or leased by such corporation.

Since the hoosetr:ilers have sleep
ine. eating. cooking. and saritzion fa-
cilities in Silva/mar I .nit 2. each
housetrailer COIntinnt, a house within
the meaning of seem 1 2161billX131 of
the Cede. Further. the requiranews or
section 21Utot I net are satisfied in Nu.
WHIM I because the housetrains we
owned by X corporation and each
stockholder of X corporatiOn is entitled.
solely by reason of the stoclholderS
ownership of mock in X corporation. io
occupy one of the horoctrailers owned
by X corporation flow ever. the re-
quirements seClion :WOK 101 ..re
rim -ati.fisd in &neuron 2 because V
corporation does not own the
housetrailers that its stockholders 44.
copy. t %stead. cash suelhokk7 in Saw
Wino 2 is entitled to occupy the
hous.traiki owned h the stockholder
by town of sush own shir and tail bJ

Zei

reason of the .selhoicleis owneiship

of the %Mel of A torporabon.

HOLDING
Aldnveh each housetrailer in Sow.

nuns I uod 2 noucices a house within
me meaning of section MOHINBt of
the Code, the acquirements of section
216(b)I I X13) are satisfied only an Sarum
rion I. but (401 an Sit.10011 2.

Section 200LImposition and Rate of
Tao fEstate Taxi

T.O. saes

TITLE 26--INTERNAL
REVENUE. CHAPTER 1,
SUBCHAPTER B. SUBCHAPTER H.
PART 22.eMPORARY ESTATE.
GIFT AND GENERATIONSKIPPING
TRANSFER TAX REGULATIONS
UNDER THE TAX REFORM ACT OF
1984: PART 602=REPORTING
AND RECORDKEEPING
REQUIREMENTS

Reports of Timmins of Public Noising
Bonds

ACENCY: Internal Revenue Service.
Tremor).
ACTION Tempaary meulations.

SUMMARY: Thts document contains
temporary estate. gift and generation-
skipping transser tax re7ulations
relating to the reporting requirements
rue certain transit." of public housing
bonds under the Tax Retorn Set of
1984 11914-3 C B. (Vol. 111, The
regulations provide Internal Revenue
S personal who administer the
Internal Revenue Code and members of
the pi .1m with de guidance necessary
to conm4 with the law.

DATES: The r. rotations apply to
transfers of pubis housing bonds made
after December 31. 1963. and before
June 19. 1984.

FOR FURTHER INFORMATION
CONTACT: Fred I. Ginn ran of the
Legislation and Repot:.
Office of the Chi:1 Counsel. Internal
Revenue Sers ice. 1111 Constitution
As enue. N.W.. Washotrton. D.C.
20224 (Attention: CC:Lit:T1 202-
Sbo.3267. (104 a 1.31(fCC call.
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Sea %as Ethits,
1335 PHELPS AVE.

SAN JOSE. CALM 95117
Nat ni.oeis

Mr. Robert J. Leonard, Esq.
Chief-Counsel, Committee on Ways and Means
1102 Longworth House Office Building
Washington, D. C. 20515

Dear Sir:

We would like to go on record as supporting the testimony of H.A.H.C.
president Mr. Terry Lewis delivered to your.committee on March 3, 1988,
in regards to H.R. 3663

We are a complex of 95 units, financed by F.H.A., in existence since
1963 and we can certainly attest to all the statements Mr. Lewis has
made. There have been many occasions during these 25 years when the
orarating reserve has helped us over rough spots which occured un
expectedly. We try as much as possible to foresee all the necessary
projects to be handled during the year when making out our budget, but,
as in all corporations, no one can foresee all emergencies.

If the policy for taxing cooperatives is changed, it certainly rill cause
a hardship on our members.

We would appreciate your support of Mr. Lewis' testimony so that
affordable housing does not totally disappear.

Sincerely,

Dwi t T. Denno
President

Q (In
7,1-)
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March 7, Igge,

Mr. Robert J. Leonard, Chief Counsel
Committee on Ways and Means
U.S. House of Representatives

1102 Longworth House Office Building
Washington, D.C. 20515

Re: HR 3663

Dear Mr. Leonard:

We wish to:express our
support for requests to amend HR 3663.

We believe that Congress should clarify foi the Internal Revenue Servicethat cooperative housing corporations, as defined in Section 216 of theInternal Revenue Code are not membership organizations as described inSection 277 of the Code. Efforts to apply Section 277 to cooperativehousing corporations has minimal significance for government revenues butcan have disastrous impact
on a relatively limited number of such cooperatives,inhibit implementation of gOod business judgments in providing for reservesfor future rehabilitation of such housing and for contingencies, and frustrateswell thought out plans to provide

cooperative housing to low and moderateincome families through government and othe subsidies, grants and providingfor commercial income within
a cooperative housing development.

Consequently, HR 3663 should
provide that Section 277 of the Internal RevenueCode relating to social

membership organization is not applicable to cooperativehousing corporations as defined in Section 216 of the Internal RevenueCode and amend Section 216 by adopting a principal purpose test in place-of the 80-20 test.

MR 3663 should also define as member or patronage source income or incomeearned or received to facilitate
the principal purpose of the cooperative(a) government subsidies

(such as Section 8 housng assistance) and grants;(b) insurance proceeds which are placed in a reserve for repair or improvementof the property; (c) interest
on mortgagee, mortgage insurer or governmentalagency and other reasonable
reserves and escrows related to the requiredprincipal purpose of the cooperative housing corporation; and (d) commercialincome in cooperatiyes housing
low and moderate income families.

Very truly yours,

,'Ate
-1

Edward G. Adams
Board President
SILENT COOPERATIVE APARTMENTS

4
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March 9, 1988

Robert J. Leonard
Chief Counsel
Committee on Ways and Means
Washington, D.C. 20515

Dear Mr. Leonard:

Our main concern is the low-income credit for 1987. We placed
a duplex in service August 1987, at that time no information
was available as how to apply for these credits. Finally
during January of 1988 we finally obtained the necessary forms
but were told we were to late to apply for any tax credits.

Because 1987 was the first year of these credits and so little
information was available we feel that those who were eligible
for 1987 credits should have a grace period to apply for these
credits.

The tax credits appear to be a good vehicle to produce low-income
housing. We will be responsible for maintenance and income of
the housing, thus the disastrous public housing projects across
the country will be a thing of the past.

But one year after first hearing about these tax credits we are
still digging for information about requirements and applications
to apply for these credits.

Next week we plan to attend a seminar for low-income housing. I

hope this will finally give us the direction we need. Please
consider some way of making the credits available to those projects

during 1907

for your c ideratiog in this matter

Larr mith

C. Michael Greeley

41)
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March 9, 1988

Robert Leonard, Esq.
Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Office Building
Washington, D.C. 20515

FACSR.R.0 14151 541.9366
TELEX 6502628734 MCI
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ja3d1rENYSANDWANS

Re: Low Income Housing Tax Credit Program

Dear Mr. Leonard:

OF COoNSEL.
JACK wORO

tam R. RAL.ER

I have been informed that the House Ways and Means Committee is
considering possible changes in the Low Income Housing Tax Credit
Program and the possibility of proposing other tax incentives for
low-income housing, and that comments are being solicited prior toMarch 17.

I have been retained by two clients in connection with structuring
transactions under the Program and can offer some suggestions as
to how it may be improved in order to better effect its purpose.

The Program, when used in connection with new construction or
major rehabilitation of housing in an urban area (both of the
projects with which I am familiar are located in San Francisco),
is not sufficient by itself to make feasible the development of
low-income housing. In other words, the gap between the actual
cost o: a project and the portion of that cost which can be borne
by the project's revenues is greater than the amount of capital
which can be raised by virtue of the tax credit. Thus, projects
need additional subsidy, either from public or private sources.
In some cases, this subsidy can be obtained, for example, by the
availability of surplus public property or various other sources.
In most cases, projects fail because of a lack of such other
sources and, as we are seeing, the tax credit program is
underutilized.

The Program is currently aimed at the "very low-income"
population--that is, those earning less than 60% of area median.
In_most urban areas, housing for persons'in the "low-income"
c,Itegory--those earning between 60% and 80% of area median--is one
for which no feasible housing can be constructed and one for which
federal assistance has traditionally been available. Some amount
of federal tax credit should be available for this group in order
that economic segregation not occur in the projects which are

407
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developed. Since unsubsidized low-income units cannot be feasibly
built, they will be excluded from the projects, resulting in
projects which are 100% very low--possibly resulting in the
"housing project" syndrome: enclaves of the very poor.

A solution to both the problem of meeting the needs of the
low-income population and making the Program feasible could
involve a two-tiered system of credits, whereby the 70% credits
could be made available for low-income units and a 100% credit
could be made available for very-low income units. These
percentages could be adjusted, depending on feasibility. The
percentages should also be adjusted depending on construction and
land costs in urban areas. While it may be feasible to build a
project in a remote rural area under the existing scheme, a
different scheme would be necessary to make an urban project work.

Finally, on a very technical level, we have run into resistance
from the Internal Revenue Service regarding the use of the tax
creditS in combination with other forms of public assistance. In
a project involving a no interest loan from a public agency, we
were informed that the Internal Revenue Service was inclined to
view the public agency as a "partner" and not a lender,and that
the amount of the loan would be subtracted from basis. The
argument was that the public agency was promoting its own
ends--that is, the provision of low-income housing--and that it
was an equity participant in the transaction. This is contrary to
the practice followed for many years under Section 167k
depreciation allowances, whereby many projects were built with a
combination of no- or low-interest loans and tax advantage. We
get the impression that the tax credit program is disfavored by
the Internal Revenue Service for revenue reasons.

I hope that the foregoing has been of assistance to you. We would
be happy to provide you with concrete examples regarding the
foregoing points if you so desire.

ye y truly yours,

..D4.1/...
tephen L. Taber

SLT:In
cc: Barbara Smith

4 n 8 , ..,.
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TESTIMONY BY CONGRESSMAN TED WEISS IN
CONNECTION WITH 11-IE HEARING OF THE SUBCOMMITTEE

ON SELECT REVENUE MEASURES OF= MUSE COMMITTEE
ON WAYS AND MEARS REGARDING H.R. 3663

Na THE RULE OF FEDERAL TAX PcGICYON LOW Na
MIDDLE INCOME MOUSIM, MARCH 3, 1988

I with to take this oepar fifty to submit my memento to the Subcommittee on
Select Revenue measures of the House Committee on .01,5 mid Means in connection with
the hearing that was held to consider H.R. 3663 and the role of federal tax policy
en low and middle income housing.

I would like to express my apereciation to the Chairmen, Congressman Charles
Rangel, and to the vendors of the Subcceinittee for holding these heazings and for
demonstrating their concern about the housing stock in this country for people of
modest means.

I awn gravely concerned About the current efforts of the U.S. Internal ReVCIAle
Service to apply Section 277 of the IRS code to the low and fuddle incoms
cooperative housitrj complexes in my district. Thin procedure will have serious
ramifications not only for buildings in the 17th Conercnsional Dintrict, but also in
all such developments in Neu York, and throughout the nation.

Although Section 277 of the IRS code was enacted by Congress in 1969, it was
not until miry years later that any ettenpt was =de to connect. noosing cooperatives
with Section 277.

Section 277 provides that ran - member income received by membership

organizations cannot offset for tax purposes the cost of providing goods and
services to organization meebers. Yet section 277 does not Appear intended for
housing cooperatives. The code refers to social or other membership organizations
Such as wintry clubs, burial societies, or mutual ineutanee societies "opeceted to
furnish goods or services to monbers." Section 277 requires that member imam. aid
expenses be separated from ran - member income and cxixAmes, taxing each separately.
However, housing cooperatives are neither social elute; nor " membership
organizations" as that term is cannonly use*: and unlerntood.

By suggesting that Section 277 is applicable, the IRS has left open to possible
taxation such items as interest on reserve funds, incoea from connect:int piopprties
such as garages or stores, and laundry room proceeds. The IRS claims that this
income iu net from shartholdern mil cannot be offset by operating expenses of the
building or by depreciation. This would be particularly onerous for mutual
redevelopment cooperatives and those subsidized under the New York State Mitcanall
Mama program which were purposely set up with commercial space to both provide n new
location for business displaced by redevelowient rued to generate revenue to reduce
the amount of subsidy that would be necessary to keep housing affordable to low aiW
moderate intone families.

tinny legal experts maintain that Section 277 of the IRS code was not intended
to and does not apply to cooperative housing developments. Cooperatives in New York
City are organized under the New York State Private Housing Finance Low as stock
corporations. It omers are "shareholders" not webers. Residents do not pay dues,
but lease separate residential apartments from the cooperative. Furthermore,
housing cooperatives arc not primarily engaged in providing goods or services to itswebers. tdncu coneress has intended an Internal Revenue Code provision to sticorpiss
the furnishing of real property, it custanarily makes explicit reference by using
the term "facilities."

Limited Equity ccopecatives in flew York are required to maintain a reserve fun]
in an interest-bearing account under New York State Law. Without these reserves,
the developnant could not participate In Mitchell Loon and other middle mon.
housing programs and its benefits would be lost to shareholders. Certainly, the
relationship Ixtifeen interest incore and Ili benefits to shareholders shculd Iced
one to conclude that, even if Section 277 were to apply, ft is membership income and
should not be taxed under Section 277, since it is integrally Intertwined with the
cooperative's functions.

I strongly urge this comnittee to take steps to protect low end middle =ors
cooperatives fron the onerous ',fixation that would result from the application of
Section 277 so that they may be preserved as providers of affordable housing. I

urge you to amend H.R. 3663 to insure that interest on reserves be treated as pact
of the cooperative enterprise.

409
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Mr. Robert J. Leonard, Chief Counsel
Committee on Ways and Means
U.S. House of Representatives
1102 Longworth House Of:Ice Building
Washington, D.C. 20515

Re: HR 3662
Dear Mr. Leonard:

Joel David Welty
5902 South Carter Road
Freeland, Michigan 48623-9309

March 7, 1988

Maintenance of the nation's stack of affordable housing is a desperately
important concern. Especially important is to preserve affordable housing that
enables people to own t t own homes and centre: their own neighborhoods, for
e,ample through limited equity housing cooperatives. That can best be done kf
strengthening the position of housing cooperatives in relation to income tax
law.

Presently, a housing co-op must receive 80% or more of its income from members'
carrying charges, or the members lose their right to deduct property taxes and
mortgage loan interest on their personal income tax returns. As this
requirement works out in actual practice, it is discriminatory against co-op
homeowners. if a co-op receives interest on its mandated reserve funds, :.tr
insurance proceeds, or a government subsidy or grant, or income from renting
out spaces for dry cleaning shops, laundry machines and other needed service:
for residents -- that Income ought to be considered as member-related income.
It Is an integral part of the effort to-create a decent neighborhood in which
to live. But presently the law counts that income as not member related and if
it adds up to more than 20% of the total, co-op members lose their deductions
of property taxes and mortgage loan interest. Co-op homeowners should not be
deprived of the rights granted to all other homeowners. The 80/20 test does
not make sense. The only sensible test Is to consider the principal purpose of
the co-op's buildings -- to provide homes to people as economically as
possible, making every penny count toward that purpose. We ask that the Ways
and Means Committee recommend the replacement of the 80/20 teat with a
prlucipal purpose test, for the purpose of determining the eligibility of the
members to deduct property taxes and mortgage interest.

Many thanks for your consideration.

410

Sine Rely,,
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Robert J. Leonard, Esq.

Chief Counsel

Committee on Ways and Means

1102 Longworth

House Office Building

Washington, D.C. 20515

Dear Mr. Leonard:

404

March 15, 1988

The Wilshire Ardmore Cooperative, Inc. dba Wilshire Regent,

fully supports the statements of the National Association of

Housing Cooperatives before the Subcommittee on Select

Revenue Measures on HR 3663. The provision for mandatory

replacement and operating reserves and their tax treatment

in the pact have been a major factor in the successful

operation of our 208 apartment cooperative. These resources

have enabled us to maintain our building including the

appliances of the individual apartments at a high level so

necessary for the welfare of our generally older, retired,

heavily female occupanc! Since 1972 we have refurbished

the interior and exterior of the building, replaced the

cooling and heating plants, installed new fire control

equipment and updated our elevators to earthquake standards.

During this time the monthly carrying charges have been

increased only 10 percent, about 1% per year average. There

have been no assessments.

10501 WILSHIRE BOULEVARD 474,5563 LOS ANGELES, CALIFORNIA 90024

411
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One of the major reasons for our effectiveness is the

availability of earning reserves which materially aid in our

operations and enable us to avoid changes in charges to the

largely fixed income shareholders. The imposition of a

direct tax on reserves would seriously deplete the

rationality of the reserves and the flexibility of

management.

The support of the Subcommittee for the recommendations of

the National Association of Housing Cooperatives is strongly

urged in the best interests of those who require affordable

housing and are willing to work cooperatively toward the

goal.

Respectfully,

Allen Starling

President

Wilshire Regent
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STATEMENT OE JOHN V. HELMICK ON BEHALF OE
THE YALE LAW SCHOOL'S WORKSHOP ON SHELTER

FOR THE HOMELESS AND H.O.M.E., INC.
OF NEW HAVEN, CONNECTICUT, MARCH 2, 1988*

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: My name is John
Helmick. I am currently a student at the Yale Law School and am a
participant in the Workshop on Shelter for the Homeless ("The Yale
Shelter Project"). Recently the work of the Yale Shelter Project
has concentrated on the formation and representation of H.O.M.E.,
Inc.

I. H.O.M.E., Inc.

Housing Operations Management Enterprises, Incorporated
("H.O.M.E.") is a non-profit organization incorporated in
September, 1987 to provide, protect and manage quality housing for
kow-income tenants in New Haven, Connecticut. The organization is

, ail innovative community effort designed to address the New Haven
region's dire need for affordable housing. As in so many other
regidns of the country, New Haven's recent economic success has
exacerbated an already critical problem of inadequate housing for
low and moderate income individuals and families.

H.O.M.E. emerged from two significant movements: (1) the
development of the Shelter Project at the Yale Law School and (2)
the community and city interest in replacing 55 single room
occupancy units lost due to development in downtown New Haven and
in providing more and better managed housing for low and
moderate-income families, many of whom have had to reside in
motels on a "transitional" basis. One of H.O.M.E' s most
significant features is the breadth of the individuals and
organizations who helped create it."

The Yale Shelter Project began as an informal group of
students and faculty at the Yale Law School who came together to
create and preserve transitional and permanent housing for
homeless and other low and moderate-income people. Many of the
students had been active in the Homelessness Clinic, a Yale Law
School class which provides free legal services to homeless
individuals and families in New Haven area shelters, soup
kitchens, and welfare motels. Other students worked for the
Landlord-Tenant Clinic, a clinical program representing tenants in
eviction proceedings.

While both clinics were successful in lawyering on behalf of
the homeless and low-income tenants through the traditional

This testimony was prepared with the substantial aid
of Janet Stearns' article The Low-Income Housing Tax
Credit: A Poor Solution to the Housing Crisis"
forthcoming in Vol. 6 of The Yale Law and Policy
Review,
Included in this work were the City of New Haven; Karen
Crosby of Congressman Bruce Morrison's office; Alderman
Joel Ratner; Rev. Karl Hilgert and Liz Shaw of Christian
Community Action; Jon Alander and Amy Eppler of New Haven
Legal Assistance Association; Cynthia DeLouise of
Columbus House; Professors Michael Graetz, Robert Solomon
and J.L. Pottenger, Jr. from the Yale Law School and
students from both the Yale Law School and the Yale
School of Organization and Management.
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adversarial process, itsbecame apparent that the problems of
homelessness required a solution that the court system was not
equipped to-provide. Long-term solutions required an emphasis on
the planning and development of expertise on issues of non-profit
corporate law, tax-exempt organizations, and low-income housing.
New property management techniques that replaced the traditional
adversarial nature of the landlord-tenant relationship were also
considered necessary, including such things as grievance
procedures, tenant selection, and community relations.

While the Shelter Project was forming at the Yale Law School,
a coalition of New Haven shelter providers, city and federal
government officials, and'advocates for the homeless banded
together to address the rapidly increasing problem of homelessness
in the New Haven area. The site of the-National Hotel had been
condemned and closed as part of a large downtown development.
This coalition received a commitment from the City to locate and
develop from 35 to 50 scattered units in the downtown area to
replace the 55 "single room occupancy" units that were lost when
the National Hotel was condemned. The community and government
participants-met with members of the Shelter Project and conceived
the idea of H.O.M.E.. A board of directors was selected, H.O.M.E.
was incorporated and became the Shelter Project's first client.

H.O.M.E. was established to address several different needs
related to affordable housing. These include: management of
low-income properties; training for managers of low-income
housing; preservation of low-income housing stock; and creation of
housing for low and moderate-income people. Despite the scope of
its ambitions, H.O.M.E. is still a small local non-profit
committed to providin1/4 etter housing for the New Haven community.

In late 1987, the organizers of H.O.M.E. negotiated a Ourcheoe
option agreement on 137 housing units in 27 buildings located
throughout the central New Haven area. The buildings involved
were in various stages of complete renovation, including new
roofs, exteriors, electrical and mechanical systems, sheetrocking
and painting. Most had been completed in 1986, but 46 were
"placed in service" in 1987 and therefore qualified under Section
42 for the low-income housing tax credit. In December, 1987
H.O.M.E. applied for and received a tax credit allocation for
those units from the Connecticut Housing and Finance Authority
("CHFA") in the amount of $1.4 million.

H.O.M.E. has been planning to use the tax credit allocation as
the major source of equity financing for the purchase of these
housing units. As a non-profit corporation, however, H.O.M.E. may
not use the tax credit itself. H.O.M.E. has approached various
corporations, institutions, investment bankers, and other
potential investors in an effort to obtain the best price in
exchange for the tax credit, but has found that EACH DOLLAR OF TAX
CREDIT WILL PROVIDE ONLY 35 TO-55 CENTS TOWARDS THE PURCHASE OF
LOW-INCOME HOUSING STOCK.

This cost-benefit inefficiency of the Low-Income Housing Tax
Credit ( "LIHTC ") is a common occurrence when Congress relies on
tax subsidies to promote a desired fed^ral objective. A 1977
Congressional Budget Office Report concluded:

Only about half of what the tax shelter subsidy costs
the government in lost revenue, however, ever reaches
builders and developers. The remainder goes in the
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form of payments to outside investors for the use of
their money, and in fees to the syndicators, lawyers,
and accountants who are needed to put together and
sell the tax shelter package."

The report calculated that 44.5% of the total real estate tax
swelter subsidy went to builders and developers, 7.4% to
syndicators, and 48.1% to outside investors.

In response to a question on programs for the homeless,
President Reagan, in his February 24, 1988 press conference,
also called attention to the general inefficiency of
government. The President stated

. . . as a governor I had seen Federal programs
administered in our state in which it was costing the
Federal Government $2 for every dollar that reached a
needy person. This is something we've been trying to
change, and we've made some progress in it."

Unfortunately, the low-income housing credit does not seem
likely to prove an example of that progress. There may well be
important reasons for funding certain programs through tax
expenditures rather than direct outlays: Tax expenditures can
be less expensive and easier to administer than direct
subsidies and they more readily fit our American notions of
free enterprise and individual initiative. For a non-profit
organization like H.O.M.E., however, the Low-Income Housing Tax
Credit represents the worst of both tax expenditure and direct
outlay programs: it combines the extensive bureaucracy of a
direct outlay with the inefficient complexities of tax
expenditures.

OUR PROPOSAL TO THIS COMMITTEE WOULD CREATE A MORE
EFFICIENT TAX CREDIT WITH NO ADDITIOVAL REVENUE COST TO THE
FEDERAL GOVERNMENT

II. Utilization of the LIHTC by non-profits

In enacting the LIHTC Congress clearly wanted to encourage
participation by non-profit organizations: Section 42(h)(5)
requires each State to set aside 10% of its housing credit
dollar allotment for use only by non-profit organizations. The
remainder of Section 42 combined with other requirements of the
tax code and tax regulations, however, creates a cumbersome tax
maze that frustrates a non-profit corporation's ability to use
even the 10% minimum set aside -- especially for a small
non-profit.

Like many direct federal grant programs, the tax credit
creates an administrative bureaucracy by requiring State
housing agencies to allocate each State's total amount of
credits. This, taken alone, is not an insurmountable
obstacle. Like most non-profits, H.O.M.E. was able to mobilize
its work force of unpaid volunteers to process the voluminous
tax credit applications to the Connecticut State Housing
Finance Authority. However, although the State bureaucracy may
be a significant obstacle (and thus acts as a check on

Cong. Budget Off., Real Estate Tax Shelter. Subsidies
and Direct Subsidy Alternatives xiv (May 1977).

31 N. Y. Times, Feb. 25, 1988, at A16, col. 6.
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potential abuse of the LIHTC), it is not our only hurdle. Once
the tax credit has been allocated to it, H.O.M.E. must then
convert its tax credit allocation into actual dollars that can
be used to purchase or rehabilitate low-income housing units.
Unlike a direct grant, where H.O.M.E.'s next step would be to
pick up the check, the low-income housing tax credit requires
H.O.M.E. to contend with the complexities of the tax code iE
any of these dollars are to go into its housing program.

As a non - profit, H.O.M.E. has no taxable income and thus
under the current tax laws cannot directly utilize these tax
credits. Instead, H.O.M.E. must (1) Eind investors who can
utilize the tax credits allocated to H.O.M.E., (2) package and
market -- at a substantial discount -- these tax benefits, and
(3) transfer the tax benefits to the investors.

Congress has-structured the LIHTC such that the transfer of
the tax benefits is accomplished through ownership transEers.
Although these ownership transfers are often essentially legal
fictions,. the necessity of creating and maintaining these legal
Fictions increases the costs of transfer. Transactions have to
be structured so that the-distribution of attributes of
ownership among the various parties meets state property law,
Federal tax law and the lender's requirements. Additionally,
the minimum 15-year compliance period of the tax credit means
that payment and legal title requirements must be constantly
monitored to all parties' (investors, syndicators, lenders, and
government) satisEaction.

The most common method Eor accomplishing these transfers
would be Eor a non - profit such as H.O.M.E. to Eorm a Eor - profit
subsidiary which could act as a co-general partner with a real
estate syndicator and market the tax credit to individual and
corporate investors. (However, it is not clear whether this
would threaten H.O.M.E.'s tax-exempt status, which is
antagonistic to profit motivated deals such as syndications).
H.O.M.E. would then transfer legal ownership of the low-income
housing units to this partnership. The reason behind this
layering of legal entities would be solely Eor the purpose of
cashing out the tax benefits -- primarily the LIHTC -- that
Follow the legal title to these properties.

Syndications are the predominant Financing arrangement Eor
real estate as ey allow investors to pool resources to Eund
development. Typically, the investors will be limited partners
in a syndicate, thereby insulating themselves Erom risk yet
securing maximum tax benefits. The general partner, in this
case H.O.M.E. (or a subsidiary of it), would still be
responsible Eor developing and managing the project.

Syndications are both cumbersome and costly. While a
private placement is possible on smaller projects, iE a public
oEEering is required the partnership must comply with lederal
securities laws. No matter how small the project, significant
Financial and legal expertise is required to maximize the tax
benefits to investors within the limits established by the
Congress and the I.R.S.. The costs of obtaining the necessary
lawyers, accountants and investment bankers to put the deal
together rapidly eats up the benefits of the tax credit.
Additionally, promoters of a public oEEering earn at least 10%
of the proceeds of the oEEering in commissions and
organizational Eees. One can only speculate about how many of
the dollars Congress intended to go to low-income housing
actually purchase entertainment of investment bankers. Thus,
the LIHTC is partially diverted away Erom low-income housing
instead to Finance expense account dinners and to pay tax
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lawyeis and accountants.
Every dollar of the tax credit thatgoes to the Jockey Club restaurant here in Washington or theTour d'Or in NewYork is a dollar that might have enabled

residents of New Haven to obtain affordable housing.

III. A Zero Revenue Cost Solution

NON-PROFIT ORGANIZATIONS SHOULD BE ALLOWED A TAX REFUND OFTHE AMOUNT BY WHICH THE STATE ALLOCATED TAX CREDIT EXCEEDS ,THEENTITY'S-TAX LIABILITY.

This innovation would remedy the inefficiency of
transferring tax benefits through syndicates of investors byallowing the non-profit organization to receive-the full amountof the LIHTC, even if the non-profit has insufficient or no taxliability. Because the remainder of the LIHTC provisions wouldremain in place, the government's interest in limiting andmaintaininy judicious placement of this tax expenditure wouldcontinue to be guaranteed by the per capita state allocationsand state housing authority

mandated approval of projects.
Moreover, for each dollar of tax credit out of the federal fisc-- and into the hands of a non-profit -- a dollar could be
contributed to the deve'.opment of low-income housing. In ourcase H.O.M.E. could finance the entire 137 units of housingunder option if H.O.M.E. could obtain the full value of theirstate-allocated tax credit. Then each dollar of tax credit
would represent more than four dollars of low-income housing tothe residents of New Haven.

Currently, the only refundable tax credit in the InternalRevenue Code is the Earned Income Credit. Congress' resistanceto extending the concept of
refundability to other tax

preferences has typically been due to its fear of revenue lossand the potential for abuse, but the LIHTC's'allocation limitof $1.25 per resident for each State effectively eliminatessuch concerns.

While refundability for non-profits is the most efficient
solution, there are other

alternatives before this Committeethat might lower transaction costs and, thus allow moreefficient utilization of the LIHTC. IF REFUNDABILITY IS
IMPOSSIBLE, NON-PROFIT ORGANIZATIONS SHOULD BE ALLOWED TOTRANSFER LOW-INCOME HOUSING TAX CREDITS, ON A YEARLY BASIS, TOINDIVIDUAL INVESTORS. While this proposal would still containsome inefficiency due to investors' requirement of marketreturns on their investments,

direct marketing by non-profitsand the elimination of a 15-year required commitment by theinvestor and other restrictions could act to provide the
non-profit with as much as 90 cents for each dollar of
allocated LIHTC.

IV. Conclusion

Section 42 of the tax code was enacted because "Congressbelieved a more efficient mechanism for encouraging theproduction of low-income housing could be provided through thelow-income rental housing tax credit."" Converting stateallocated tax credits into low-income housing dollars, however,is anything but efficient due to transaction complexities
created by the tax code. The net result is that even a
non-profit organization with free legal and business counsel,

Staff of the Joint Committee on Taxation, 1987, p. 152.
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such as H.O.M.E., can receive only about 50 cents for each
dollar of Low-Income Housing Tax Credit allocated by the
Connecticut Housing and Finance Authority.

With absolutely no revenue effect, non-profit organizations
-could provide a dollar of low-income housing equity for every
dollar of tax credit allocation by a provision allowing
non-profit organizations, like H.O.M.E., to claim the tax
credit on its tax return and receive, directly from the
Treasury, an amount equal to the amount of the tax credit.
Tnis provision would maintain the protections of current law
created by the application and review process administered by
each state housing authority and would not involve any tax
abuses, but would eliminate the syndicator's profit, the
investors' required returns, and the various fees, costs, and
expenses associated with the legal requirements necessary today
to accomplish the transfer of tax benefits; instead the entire
tax credit allocation would be used to finance the purchase of
housing units. This, after all is the policy objective behind
the credit Refundability would directly achieve the tax and
housing policy goals of the LIHTC; none of the other proposals
currently under consideration would be as effective.
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