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Preface

This raper presents-four principal tax proposals,
in descending order according to our analysis of their
practicality and effectiveﬁess. These proposals are
outlined in detail in Section IV and their application
to substantive alternatives is disciissed in Section V.
It is énticipated that each of these tax incentives
would cost the government substantially less than the
existing ircentives because any new recommendations would
be geared to an investment group with a lower income
than that which now benefits from the accelerated de-
prébiation provisions. We have refrained from performing
specificbcost comparisons‘ﬁntil suqh time as substantive
program alternatives are deVéloped because we are un-
certain as to how much subsidy shou..d be provided via
the tax system. Therefore, we.have developed a computer
- model which forecasts costs and calculates anticipated
yields. As soon as the appropriate policy decisions
regarding program alternativesléré reached, we can make
the necessary cost comparisons between the existing tax
benefits and those feform proposals which might be ap~

propriate.



Summary:

I

Discussion Draft

Introduction

Investmenic in real estate has long been an important

area of financial growth. To date, the tax incentives

provided investors have played a significant role in

determnining how and where such investments should be

made.

A,

Issues - Should the Federal Government continue to

provide tax incentives to investors in order to

motivate them to invest in residential real estate

~generally and low and moderate income housing

specifically.

1.

-

Pros - Urban problems .indicate some malfunction-

ing of the free market system. Public inter-
vention through the tax system is necessary to
overcome such market mechanism defects and
provide income redistribution and/or consumer
subsidies. It has also been successful in
generating a great deal of new housing construc-

tion. As a practical matter it has always

*
e

been easier to legislate a tax benefit than a
direct subsiay. i
ggg_-'Ahy tax incentiva is wasteful, ineffig}ent
and inequitable. The current costs of syndica-
tion are inordinately expensive. Compensation

bears no relation to risk; instead, they reliate
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to the superflous question of the tax bracket
in which the investors happen to be.

Recommendations - The current system of tax

incentives relating to housing should be re-
formed. New incentives (or direct subsidies)

should be provided.

II. Alternatives (in order of preference)

A * .

Construction Credit - designed to encourage

r

multifamily investment by offering a fast re-
covery of capital. I would replace current
deductions for construction costs and interest.

Management Credit - to permit faster recovery

of capital expenditures for upgrading and
maintenance of buildings.

Per Unit Credit - a prorated credit (perhaps

computed on total number of units within the
development) given to owners who either pro-
vide or rehabilitate units, within new or

existing buildings, to low and moderate income

- *

Tax Credits
1.
2|
3.

people.
4,

Pros - Credits could increase investments fron
two major sources, heretofore untappeé.

a. lower-income ta%payers N

b. large corporate and institutional investors

Tax credits are more equitable and simpler to

administer than accelerated depreciation,
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Con - Reformers can still point to the fact that

credits allow special treatment for certain ta:x-

payers.,

erect Subsidies

l L]

Burgess Task Force - eliminate current tax

incentives and establish a new ownership enti-

ty called a HOME. Federal Government would

provide developer with a direct subsidy and

the ownership entity with a management fee.

a. Pro - System is mcre equitable and effici-
ent. It would provide additional incentivaes
for persons interested in long-run business
performance and growth and is less expen-
sive than current’ system,

b. Con - The whole enphasis is on new housing

GetimraTior
which may accelerate deprec&a%&gn of exist-

ing stock. Because the proposal represents
é totally integrqted system, it will be
difficult to make any modifications that
would give rise to the same kind of flexi-

bility available from tax credits.

B

*

Wallace Recommendation - eliminate current tax

incentives and substitute a direct subéidy to
developers. Continﬁg<Current system of interest
subsidy payments with no increased fees for
management. This is a front end-capital grant

and if its not included in the mortgage it
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would have the effect of reducing rent.

a. Pro - Retains present market structure.
More flexible than fhe Burgess proposal -
could eliminate interes£ subsidy payments
and allow rents to increase, thereby only
providing sﬁbsidy to moderate and middle
income people.

b. Con - Problem of cwnership significant. If
government eliminates current tax incentives
and provides front-end costs‘plus mortgage
insurance there is no capital investment.
Hence, who owns the property? Burgess uses
the HOME to overcome this difficulty.

3. Recommendation - Initiate a system of tax cre-

dits and obtain an exception from Treasury
Reform Proposals, regard LAL for low and

moderate income housing.

III. FEncouraging State and Local Responsibility

2., Housing Allowance

1. ‘Since a limited housing allowance program

requires availability of existing units,

HUD shopld'seek to modify LAL proposal to
exclude application to.Section 167k.

2. Provide ;;tax'credit for expenditures on
wehabilitation of existing real estate for

~which housing allowance is utilized.
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Permit HA recipient same tax benefits from
deductions for interest and préperty taxes

as are avaiiable to other homeowners,

Provide low income recipients with a tax credit
for property'tax paid which exceed a fixed per-
centage of income. |
Provide a pér unit tai.credit fdr purposes of

motivating owners to rent to housing allowance

‘recipients. If new construction is desired an

investment Qredit might be useful. Management
credit could be used to maintain and upgrade

both property and individual units.

Revenue Sharing

There are tWoitax policy élternati;es that
might prove compatible with this program
alternative. The first assumes that the
revenue sharing payment will equal the totél
subsidy cﬁrrently available through HUD and
the tax system. If that be the case HUD shouli:

1. Support LAL - The LAL provision is design-

ed to eliminate the benefits of excess

depfeciation. If the first set of assump-
tions are accepted there would be mo need
for accelerated depreciation.

2. Eliminate accelerated depreciation - as

above; but retain straight-line deprecia-

tion for all rental residential real estate,
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3. Substitute an investment credit (or other

system of credits) for non subsidized projects
so that rents can be kept reasonable.
A second less desirable alternative is to:

1. Support LAL - and continue the existing tax

incentives, e.g., accelerated depreciation,
expensing construction costs, recapture, etc,
for non subsidized projects,

2. Provide less of a revenue sharing payment - so

that the states are only able to provide a '~
shailow subsidy. This would provide housing
for moderate and ﬁiddle income families. Hope-
fully, "%thering" would work to provide iow
and moderate income ﬂousing.

C. Tinkered Section 236

J.. Support LAL - If HUD provides developers with

a sufficient direct subsidy to offset constru-
ction costs.

2, Modify LAL - If tinkered program does not pro-

vide investors with a competitive rate of
return, HUD should opjpose LAL as it relates tc
the 236 prdgfam. Opposition can take two forms:
a. re£ention_of existing incentives
b. substituting a tax credit

D. No Subsidy |
Under this proposal EUD cnly offers mortgage

insurance.
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Modify LAL - so that you retain current in-

centives. If no other subsidies tax system
can not handle job alone; HUD should at
least provide the most beneficial environ-
ment for investment - accelerated depreci-
ation.

Limit time effect of LAL - so that one can

evaluate effect on market.

Provide tax credit for insured projects -

as an additional incentive for development

of low and moderate income housing.
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Tax Law and Policy

I. Introluction

Investment decisions éoncerning reai estate have
long been critical to urban development. It is important
to recognize that evaluation of risk and selection of
method of :nvestment are often strongly influenced by
tax considerations. Therefore, the Tax Reform Act of
1969, perhaps the most sweeping reformation in the
history of this Nation's tax system, was extrémely
significan: because it had particuiar impact on residential
rental real estate,

The most dramatic reforms relate to depreciation.
Under prior law, depreciation could be computed by
either a suraight-line or an accele:rated method.
Generally, in the case of newly constructed property,
the taxpayer could employ the sum-of-the-years-digits
method or the double declining balance method (200%
of the straight-line rate). In the case of used prop-
erty, the declining balance method at 150% of straight-
line was available. Again under prior law, a portion
of the gain realized on the sale of real prop;ity was
taxed at rateS’applicablé-to ordinary income, rather than
capital gains rateé;.ii.waé'calCulated by a percentage

of the depreciation (in excess of straight-line depre-

ciation) deducted after December 31, 1963 (when the
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recapture rules were first made applicable). The
percentage of this "excess" éepreciation which was
subject tc recapture was reduced in proportion to
the length of time the property was held. After ten
years, there was no recapture at all and all gain was
taxed_at capital gains rates;

The 1969 Act created an entirely new system for.
depreciation of real estate. Section 167 (j) (2) of the
Internal Revenue Code provided that prior law, would

apply to new residential property constructed after

July 24, 1969. All other new properties, such as
shopping centers and office buildings would be governed
by the provisions of Section 167(j) (1) and could be
depreciated at 150% of the decliniig balance. Used
fesidential property acquired after July 24, 1969,
was permitted to use 125% of the declining balance.
All other property would be governed by Section 167(j) (4)
and would be permitted only the use of the straight-line
method of depreciation. Finally, Section 167 (k) provided
that rehabilitation expenditures made between July 24,
1969 and January 1, 1975, for the purpose of providing
rental housing for low-income persons, could use the,
straight-1l:ine method over a.véry short period, five years;
provided certain conditions were met. -
’During the time the Act has been in effect, there

-has been much discussion concerning its effectiveness.
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Professor Paul Taubman (in a Team IV paper appended to
this paper) suggests that two criteria exist which are
useful in evaluating the effectiveness of tax subsidies.
These are "equity" and "efficiency". Y Equity refers
to both the horizontal aspects and the vertical aspects.
A tax subsidy can be considered unfair if it is not
equally aveilable to equals or if it distorts the socially
agreed upon progressiveness of the tax law.

Efficiency is measured differeatly. "An-‘efficiently
organized_economy is one in which margimal social costs
and benefits are equalized."g/ Since imdividual rationality
in‘a free market society is based on free choice generated
to some degree by self-intérest, there are certain societal -.-
goals which would ramain unachieved were it not for an
outside subsidy. Thus, if private and social benefits
are not identical, the subsidy may increase efficiency.
However, correcting for the discrepancy in one industry
alone is unlikely to increase social bemefits throughout
the whole society. Private and social benefits
can differ and recognition of these countervailing forces

—-

can be useful in policy formulation.

"1/ Paul Taubman, "housing and Invcme Tax Subsidies:
A Report To The Department of Housing and Urban Develop-._
ment, May 15th, 1973, p, 19

2/ 1Ibid., p. 23 A
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Another problem which relates ‘o the equity and
efficiency criteria is the qﬁestion of how taxpayers
perceive the administration of the tax system, The
success of our system of tax collection is predicated on
honest and voluntary taxpayer participation. If tax-
payers feel that the tax system is unfair because of too
many "loopholes", many people will become disenchanted
and unwilling to participate voluntarily. Instead, they
will cheat in their tax submissions, evade the payment
ofisome or all of their taxes, and otherwise vent their
frustrations against the government.é/

Reformers have also complained that subsidies afforded
through tax provisions are not subject to the saime kind
of regular Congressional scrutiny és are direct subsidies.
Once enacted, tax incentives have al.so been Qery difficult
to repeal. Thus, some tax subsidies have outlived their

4/

usefulness.

ITI. Effectiveness of Existing Tax Incentives

Although this subject is to be discussed in detail
in Team II1 papers, certain assumptions and conclusions
concerning the existing tax incentives will be-made and ex-'
pressed herein as a foundation for the recommendations

which appear subsequéntly in this peper. The availability

....... - : —

3/ Ibid., p. 25
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of accelerated depreciation and capital gains treatment
with respect to developing rental housing has probably
increased the number of units built and the amount of

initial expenditures for such buildings. At the same

time, these incentives may have a negative effect on project
maintenance and longevity. The capital gains provision and
the decline in the annual interest cleduction favor
relatively rapid turnover in 6wnership; Some feel that
this turnover leads to under;maintenance bepaﬁse an

owner is akle to leave before £he effects of the under-
maintenance turns into an expense lhe must bear himself.
Profeéso: Taubman, noting that therz is-little empirical
work which bearsbdirectly'on this hypotﬁesis, stétes

that economic theory suggests this outcome. He argues
that any outside investor would find it difficult to
establish he exact quality of a building which appears
superficially in good shape even though under-maintained.
Thus, he would be willing to pay the owner a higher price
for the property than was neceséary. Although all experi-
enced investors woqld know that the quality of the average
building wes lower than it abpeared, enough {Avestors
would purchase on the basis of appearance or other con-
siderations that it would pay all owners-to under-
maintain. Thus, the average maintenance and quality

would be less under a system that encourages rapid
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turnover than when the consequences of shoddy maintenance
areinternalized through a system that encourages long-
term ownership.é/

In addition, it appears that the present system of
providing tax incentives is unnecessarily expensive.
"Sponsors", under present programs, mmst obtain compen-
sation by syndicating (selling the tax subsidy to someone
else). The wealthy investors, who cém utilize the tax
losses pay the sponsor less than the total cost of the
tax subsidy to the Treasury. This process also forces
the sponsor to engage in an additicnal step (beyond

6/

constructing housing) in order to cbtain compensation.

Becausg the éurrent system relies on tax losses,
which are more valuable to investors im the higher
brackets, it excludes potential investors who are in
lower tax brackets. Moreover, the profit generated by
the use of these tax subsidies does not reflect the
risks involved in developing a project. Rather, the
amount of profit is dependent on which tax bracket the

v
investor happens to be in.

5

5/ Ibid., p. 28 : )

el

- 6/ Burgess Task Force Report on Mult&family Housing,
Chapter IV, p. 15

\
~ 7/ Ibid., p. 28
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Finally, under the present system the tax benefits
run out within twenty years éfter completion of the con-
struction of the project although HUD-insured mortgages
are generally for a term of 40 years. Based on tax
considerat:ions, after the twentietl! year, there is little
reason for the owner to continue to hold the project.

In fact, there may be substantial incentives to sell it.

As less interest is paid, more principal is paid - and

the latter is not deductible. This loss of deductions

plus possible need for additional cash investments for
maintenancs may combine to make the project unattractive
both to original investors and to their successors.g/

On the other hand, cash flow may remain positive, the
deduction may be less important, aﬁd the project may
increase substantially in resale value. This appears
unlikely kut we have little experience as yet gi this point.

In sumamary, the tax subsidy system has worked
insofar as attracting investment but the true cost
may be unnecessarily high. Some of this incentive
should be transferred to builders and managers. If
housing programs continpé to require outside invest- *
ment capital, then a more-limited benefit should be .

developed. This does not mean that all tax incentives
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. ones should again be "reformed."

III. The Administration's Tax Reform Proposals

The Administration's tax reform proposals, as
presented o the House Ways and Means Committee on
April 30, 1973, are an attempt to correct some of the
inequities resulting from the present use of accelerated
depreciatisn. Under the proposal, an individual will
not be permitted to offset so called “"artificial
accounting losses" against unrelated imcome. - ("Related
income" is that income which is derived from similar
kinds of investment sources). Such losses can only
be deducted from related income, and the nondeductible
part must be held in a Deferred Loss Account. There-
after, it can be used to offset future gains from the
asset which }hé’generated_the losses or against other
related income generated by similar investments.

The recommendation -provides that this Limitation

on Artificial Accounting Losses (LAL) will apply

to: (a) o0il and gas (deduction of intangible

drilling costs), (b) net leased personal prop-

erty {(deduction of amount of accelerated

depreciation and amortization over straight

line emount), (c) rental real estate (see

explanation below), (d) livestock and farming

(prepaid feed and other such expenses). -

In the case of real estate held for rent or for.sale
as rental rroperty, the recommendat:on pfovides that
LAL will apply to those artificial accounting losses

attributable to the amount of accelerated depreciation

taken in excess of the straight-line amount and the
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~amount of emortization under Section 167 (k) (rehabili-
tation) in éxcess of the;straightline depreciation
amount. Likewise, LAL will also apply to "pfe—opening"
and otherwise deductible~c6nstruction period costs
(interest, taxes, legal fees, insusance etc.) which
precede the income to which they réléte.

As previously indicated, the artificial loss‘hay be
deducted from "related income". In the case of residenfial
rental real estate (both rental housing and rental housing
held for sale) "related income" includes rental income
from all residential real estate, plus income from sale
ofkrental housing held primarily for sale. In the case
of nonresidential real estate, "re}ated income" includes
only rental income and salé§ income from the particular
property to which the accelerated deductions are attrib-
ufable. Fach building would be treated as separate
property except in cases where one or more buildings
are situated on a single tract or rarcel or on contiguous
tracts or darcels and are opefétéd as a unit. Under
those circumstances, such buildings would be treated
as a single proper£y,- "

To date, it is unclear to what extent the Treasury
recommendations exempt housing construcéed under HUD
subsidized programs. Informal discussions with Treasur§-
official$ indicate that their preference may be to

include government-assisted prog-ans within the scope
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- of the proposal, provided the HUD Housing Policy Review
Task Force does not makefany recomriendations to the con-
trary. This means that in the evert HUD reactivates a
Section 236 type program,-investors in such projects
could no longer deduct éxcess accounting losses from
unrelated income. However, such losses could be used,
even by passive investors, to offset other residential
real-estate investments. Although 3discussions with
industry representatives indicate the contrary, Treasury .
officials have expressed the belief that losses from
investments in low and moderate income housing could
be offset against income from conventional real-estate
projects to reduce the taka@le effects of a positive cash
-flow and increase an investér's after-tax rate of return.
According to Treasury, the proposal is designed to
enéourage the formation of "mix and match" residential
tax investment entities. They have assumed among other
things, thet investors are willing ‘0 pool risks of low
and moderate income housing with £he differing risks
of other residential property. However, it appears
that no one has tested this dssumpt:ion or_its«significance:
In fact, in its desire to promote equity within the .
entire tax system, the Treasury failed to consider
carefully the implications of its pioposal on the
real estate industry in general, and subsidized housing

in particular.
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Presently, construction interest and property taxes

are "expensed" (i.e., deductible) in the year actually
paid out. The‘Administration's proposal would permit
deduction cf these items only against residential rental
inqome; if the taxpayer did not have such income, he

would have to "capitalize" the. construction interest

and property taxes (i.e., add them to his basis in the
project) and claim depreciation deductions on those amounts
over the useful life of the building. This change would
significantly reduce the realized yield on realty invest-

ments.

The followiﬁg analysis of a typical apartment project‘ -
explains some of the factors involv;d (it is taken from
testimony presented by Philip Brownstein before the House
Ways and Means Committee). The samnle project is a conven-
tional rental apartment; 144 units; total cost of $2.4
million, of which $180,000 was the cost of land acquisition;
mortgage amoun£ of $2.1 million; $3C0,000 in equity is owned
.by taxpayers in the 50% bracket. The mortgage loan costs ani
permanent financing fees amounted tc $1%3,000.- It is assuméd
the project will attain a 95% occupancy within a year. after
completion. Under existing tax 1aw£ prdjécted monthly rentals
for this development would be $263 p;} uwnit. If the depre-
ciation allowed were limited to that which would be permitted
under the straight-line method, rents wculd have to he

increased to $297 in order to obtain the same
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- effective yield which would have be3n received by an
investor using the double-declininc balance method.

If the tax incentives are sub:ztantially reduced in
the manner suggested by thé Treasury, net yields will
be reduced, participatidn by outside investors will
diminish, and housing development in general ‘(and Section
236 in particular) would slow sharply. Even if the |
moratorium were lifted, the limited dividend (6%)
feature of the Section 236 program combined with
elimination of the accelerated depreciation shelter
for non-related income, would effectively eliminate
investment in the subsidized area. Without these
market sﬁpports, alternatiﬁg investmnents would become -
more attractive to the inveéto: ané housing starts
would decline.

As housing starts decline} vacant units will become
increasingly scarce, and rents Will rise., It is unlikely
that the average renter could benefit sufficiently from
these proposed tax reforms to offset his increased living
expenses. This paper, therefore, recommendsthat tax
benefits be retained to support rental housing—development'
though it naintains that the existing incentives should be

substantially reformed.. Otherwise, the }enting public may be

»Wha;mgq>both sociallv and economically bv the unavailability

of adequate housing units.
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"IV. New and Improved Subsidies for Housing

Most of the Internai Revenue Code subsidies for
housing are expensive. They provide tax shelter for
upper-incone persons. They tend to act as disincentives
to proper maintenance and repair_and may lead to the
artificial shortening of the useful life of buildings.

It is important to remenber that tax shelters
related to housing must compete in attractiveness with
other forms of tax shelters{ Thus, no matter-what the

nature of the housing tax shelter, if all other shelters

were terminated, housing wouid be the recipient of an
enormous vclume of investment funds.g/ Likewise, if
housing were put at a disadvantage.inVeétors would seek
alternative investments. |

In the discussion which follows, four improved tax

subsidy apprcaches are proposed .(in descending order on

the basis of practicalify and effectiveness).

A. Tax Credits and Modification of Subchaptef "S" Rules

If it is decided to continue t> attract equity
financing into the housing market irn order to-promote 7 *
the availability of low and moderate imcome housing,.
use of a tax credit for investment and maintenance
purposes will probably be more equitable than any other -
form of tax incentive, Unlike.accelerated depreciation,

the absolutz amcunt of the tax credi* need not incrcase

dependent on the taxpayer's tax bracket. The amount of

9/ Op Cit, Taubman p. 41



Discussion Draft-
6/22/73 - Page 15

~the credit can be fixed and its availability and amount
can be adjusted easily.

We propose a three-fold credit which would work
as follows: |

1. Construction System of Credit. This credit

would encourage construction of multifamily units by
affording equity investors a rapid return on their
invested cepital. This credit could be computed on the.
basis of a flat rate per unit, or as a percentage of
unit cost. In a sense, it would replace the current
deductions for construction interest and property taxes;

the taxpayer would be required to capitalize these items.

2, 'égnual ManagementvCFedit. This credit would
permit a rapid recovery of Cépital expenditures for the
upgrading and maintenance of buildings ané equipment.
The credits would be based on fhe total development cost
of the project (excluding land costs), provided the
building met specific management steéndards. We are
exploring the implications of cénditioning the receipt
of any tax benefits on the requirement that the property,
to be eligible, must meet local building code standards.
The credit would be received each year, in addition to
straight-line depreciation, and would reélace all forms

of accelerated depreciation currently allowable (except,

perhaps, those permitted under- I.R.C. Section 167(k)).
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3. Designated Unit Credit. 7The Construction

Credit above, envisions a program similar to Section
236 which promotes construction of new low and moderate
iﬁcome housing. Should HUD choose, instead, to con-
centrate on utilization of existing housing or conven-
tionally-financed new structures, a credit could be
developed (a) to benefit new constiuction containing
a specified number of low income units (which units need
not be designated as such), or (b) enable owﬁérs of
existing properties to designate specific units for low
and moderate income use. The cred:it would be made
contingent on the provision of a specified number of
units at rents low and moderate income people could
afford. A ceilinngould be set on the amount of.the
benefit and its value it could he cetermined by pro-rating
the number of low and moderate incume units available
in the development. The credit would not necessarily
be attached to a housing unit. Thus, an apartment rented
to a low and moderate income family might subsequently
be rented to a more affluent family (or vice-versa).

It need not be implied that thesse three Eéx credit
proposals be implemented simultaneously. However,
although recommendations one and three may appear some-

what contrzdictory to one another, the former could be

used to support an interim Section 236 program, while
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the latter could be used to support a long term revenue
sharing or housing allowance program'(and the management
credit could be supportive‘of each). |

There follows a brief discussion of the 1967
Kennedy-Snathers Bill (S. 2100) and am outline of some
of the reasons which tax credits are more efficient and
equitable than accelerated deprecicetion. This Bill was
designed to encourage corporations to develop low income
housing in urban areas. It 6ffered éorporatf6ns an in-
vestment credit for building housirg which qualified and
the cfedit varied depending on the amount of equity the
corporaticn invested. The minimum capital cont;ibution
was to be 20% of development costs. The larger the
equity contribution, the greater the tax credit. The
objective of this proposal was to encourage greater equity
contributions in order to preserve the mortgage pool and
thus provide more units. The tax credit was basea on
project replacement cost rather than the equity investment
itself. The tax credit could be carried forward as much
as seven years or carried back as far as three years.
The Kennedy-Smathers proposal attempted to eﬁgourage
corporations to invest iﬁ housing in mmch the same Géy
they invest in plahfs and equipment.

This basic goal can still be achieved. When one
compares the consequences of tax credits with those of

accelerated depreciation, it seems cleuar that credits
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offer a cleaner, more fair method of mewarding such
investment. In addition credits are more flexible and
provisions for carry-backs and carry-forwards can also
be provided if they are deemed necesszry.

Perhaps the most significant impect of the use of
credits would be to increase multifamﬁly housing invest-
ments from two major sources heretofore insufficiently
tapped by the housing industry: (1) large corporate
and instituational investors; and (2) nower—brécket,
individual, passive investors. Tax credits have several
major advantages over the existing system for corporations.
The principal advantage lies in the fact that since a
stock's market price is often based omn earnings-per-
share, corporate management avoids inwestments which
generate tax losses (and, therefore, depress short term
stock prices). While some sophisticated analysts review
"cash-flow-per-share", adding back nomcash expenses
such as depreciation, éarnings—per-share continues to
dominate. Therefore, tax credits should be far more

effective in motivating corporations tw invest in housing.

*
e

In addition, it has been argued that by using tax
credits to induce corporate investment, the entire Hbusing

developmen* process could be improved. Wider corporate

o

attention could make the development amd production

~,

phases more efficient. Because of their public image,
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corporations might feel a responsikility to ensure that
the developer, builder and manager perform their jobs
well. The argument that tax credits would be preferable
to accelerated depreciation methods im achieving respon-
sible ownership is developed in a paper attached hereto
as Appendix C.

The use of tax credits, rather than accelerated
depreciation, would also have an ameliorative effect on
individual investment. Under the current syé%em, equity
is most valuable to those individueals in the highest tax
brgcket. Thus, under the current system an investor in
a low bracket would probably sell any interest he might
own to a high bracket investor. While some sponsors are
prosperous enough to make full-use of the tax shélter,
most are not. Therefore, sponscrs sell out to wealthy
individuals who want passive invesuiments and who need not
have any contacts with the community im which the property
is located., Tax credits, on the other hand, could be
useful to lower income individuals who might-have real
ties with the community. As the fcllowing chart indicates,
lower incore persons could compete for these credits be-
cause tax credits treat individuals, in4§ifferent tax

rate categories, equitably. T~
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Tax Rate 25% 50% _ 75%

Incoma 820,000 $60,000 $150,000

Tax liability

without credit .- 5,000 36,000 105,000
Credit - 5,000 5,000 5,000
Taxes Due 0 © 25,000 100,000

Gain from

investment 5,000 5,0C0 5,000

-~

The tax credit wouid also éost the Federal Govern-
ment much less since it would be targeted at an invest-
‘ment gtoup with a substantially lower income than those
in the 50% ~ tax bracket who can most éffectively benefit
from the accelerated depfediation’prcvisions available
under the current system, Research would determine what
minimum incentives would still motivate investors to in-
vest in residential real estate. 2. further advantage
is that tax credits are simple and they get away from
the complexities of preparing depreciation schedules and
the uncertainties of complicated recapture rules.

Credits against income tax are useful to the reci-
pient of the credit 6n1y if an income tax of—éufficient
size exists to absorb the credit. 1If not, the cred;t
is wasted and it provides no incentive. Hence, non R

profit developers (religious groups, colleges, pension

plans, comnunity groups, etc.) would not receive any
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incentive through the credit, though they could utilize
- a direct subsidy. Private developers with net losses
or otherwlse insufficient tax liabilities are also un-
aided by the credit approach.. To make use of a tax
credit, developers who are losing money would have to
sell it to investors and we would be in the syndication
syndrome &1l over again. If the recent Treasury proposals
are enacted, however, the developerr would not be per-
mitted to do so. Thus, all development of subsidized
housing would depend on corporaticns or a few very |
wealthy developers. If they are no>t adequate, production
ofAsuch housing would diminish sharply.

As Professor Stanley Surrey suggests in hié paper
.(see Appendix D) these difficulties could be overcome

by making the credit "refundable", i.e., payable directly

by Treasury in those cases where the developer's tax
liability was not large enough to absorb the credit or
the develcper was otherwise tax exempt,

Surrcy also states that provicing any form of subsidy
through tlie tax system provides an inviting farget for
tax reformers. They will point to the escape from tax
of the individuals involQed and urge additional refdrm.
This obstacle could be overcome by desiénating the credit
as taxablé income and adjusting the amount of the crediéﬁ

to keep its incentive effect at the necessary level. At
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this point the credit would be equivalent in effect to
a direct subsidy.

One problem with the tax credit is that the benefit
only accqres when the next tax bill becomes due. If we
do away with interest subsidy payments and landlords are
still required to reduce rentals sufficiently so that
low and moderate income persons can afford them, some
provision would have to be made to enable owners to
overcome a cash deficit condition resulting from diminished
rental income. One alternative would be to provide
government loans at cost in the first year of occupancy

so that owners could meet current expenses.

4. Subchapter "S" Corporations. There was another
provision of the 1967 version of S. 2100 which cbuld
effectively assist in the implimentation of a tax reform
program that utilized tax credits. The provision called
for a revision of the rules governing Subshapter "S"
corporations in order to induce grcups of individuals
and corporations to pool their rescurces for investments
in housing. This proposal is especially important be-
cause the Administration's tax refcrm proposéis exempt
corporations from the impact of the LAL provisions.= To
facilitate provision of tax incentives to investors in B
subsidized housing, changing the rules\regarding Sub-
chapter "S" would be useful. These éhanges would

necessarily include:
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1) Permitting inclusion of more than ten share-
holders; including institutional investors and corporations.

2) Removing the restriction in the "passive investment
income" test to permit all gross receipts in a Subchapter
"S" corporation to be derived from remts from multifamily
housing. . |

3) Permitting Sﬁbchapter "S" corporation shareholders
to include the corporation's liabilities in cdmputing
the tax basis of their stock.

4) Allowing the pass-through of capital gains without
a penalty tax.

Owners electing this treatment would be able to
achieve al’l the legal benefits of "the corporate form
while enjoying tax benefits similac to those enjoyed by
parthers in partnership entities. S. 2100 proposed to
treat the Subchapter "S" corporation as a conduits between
the project and shareholders in order to surmount
the restriction that a shareholder's share of the cor-
poration's net operating loss, for any taxable year,
could exce=d the adjusted basis of his invest@ent in

the corporation; Without this charge, Subchapter "S"

would be of little use to the investor, -and less pre-

S

ferable than a partnership. e —_
Also, S. 2100 proposed revising existing Subchapter
"S" laws which prevent a corporaticn from using Sub-

chapter "S' if any of its stock is held by another
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corporaticn or trust. The obvious objective was to
encourage corporations to participate as investors

in the Subchapter "S" entity by permitting a pass-through
of tax losses and investment credits.

These proposals should be revised in view of today's
needs. We believe that the Sﬁbchapter "S" entity could
be the cornerstone of a delivery vehicle through which
tax credits could be made availablz to corporations and

individuals investing in rental housing.

B. Elimination of all tax incentives

_ Numerous tax experts have found that the existing
benefits provided to multifamily spoonsors promote waste,
inequality and uncertainty within .the tax system. As a
result, they recommend that all existing tax inéentives_
be eliminated. Some advocate the retention of the
straight-line depreciation deductions, others do not.

If the Department chooses to recommend the abolition of
all tax ircentives for rental housing, or to allow LAL
to apply to the subsidized programs (regardless of which
program alternative is finally selected), it also should
consider providing direct subsidies to develé%ers in
order to enable the ;ystem to continue to supply an’

adequate rumber of low and moderat:.income housing units.

There follows a discussion of two proposals through which

™

these subsidies might effectively ibe provided.
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1. The Burgess Task Force Proposal

The Furgess Task Force recomm:anded that the Federal
Government set aside the existing form of real estate
ownership, such as the limited-dividend partnership and
the non-profit organization, and develop a new concept
of ownership for low and moderate income housing. It
recommended the formation of management éntities, known
as Housing Ownership - Management-Zintities (QOMES) which
would be chartered by the Federal Government and charged
with the'responsibility of owning and operating the
project. Under this system, before any subsidized housing
project (cther than a cooperative) could be proposed to
the Federai Government, the buildéf—developer would be
required to have entered into an arrangement with a HOME
so that the submission could be made jointly by them.
The report also proposes that all tax incentives be
eliminated in regard to projects (known as "Chartered
‘Homes") developed by a HOME togethesr with such builders-
dévelopers, and that an ongoing cash payment be provided
to the HOME for undertaking long-term ownership and
management responsibilities.

The purpose of the proposal is to institutionalize
the ownership/management functionaéé enable HUD to obtain
more assﬁrance that the project is sound from the long-

range management perspective as well as the short-range
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development view point. . HOMEs would be requifed to have
a minimum net worth and would consist of individuals

and corporations with extensive experience in running

or owning rental real eState projects. The Task Force
recommended that HOMEsS be subject &o the normal Federal
corporate income tax with the exception that it be
required annually to invest 1/3 of'its taxable income in
specified U. S. Government obligations having at least

a six year maturity. The amount iavested would be de-
ductible from gross income until such time as its
obligations were paid back. At that time, the proceeds
would be taxable to the HOME as ordinafy income: This
provision would: (1) proviée an ihcreasing capital base
for the HOME in order to securé performance of its
obligations, and (2) proﬁide additional incentives for
persons interested in long-run business performance and
growth to organize and manage HOMEs.

In the event these incentives do not prove to be
sufficient and it is deemed advisahle to make the
operation of HOMEs more lucrative, these entities could
be given Subchapter "S" status. This would permit a
pass-through of their profit to the HOMEs shareholders
without subjecting these profits to corporate taxes. -

The HOME concept also enyisions the establishment

of a new developing-financing format to provide incentives
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related to development, building and ownership;management
with the following guideiines:

1) Instead of utilizing 90% loan-to- value ratio
loans for limited dividend partnerships, the Federal
Government should provide 100% loag—to-value ratio loans
with stagoered BSPRA payouts for piojects owﬁed by HOMEs.
Eliminaticn of the builder—developer'é "paper equity"
should have no adverse effec£ on the management of the
project. ’

2) Basing calculation of‘BSPRh on 10% of a project's
replacement cost does not adequately take account of the
difficulty of a particular project. In the future, BSPRA
for all low and moderate income housiné projects of
$5 millior. or less should be set a» an unadjusted figure
of 10%. For projects above $5 million, BSPRA would be
reduced proportionately to an unadijusted minimum level
of 5% for projects exceeding $30 million. A different
BSPRA calculation would be used in those geographic
areas defined by HUD as "inner city areas". In those
areas the BSPRA could range from 9% to 15%, depending
on the size of the.project.. -

3) BSPRA would be viewed as a fee for developiﬁg and
building and alse as a fee for successful renting and B

initial operation of the project. Thus BSPRA should be

paid out in the following fashion:
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(a) 50% at the discrétion of the interim lender
'providing the insured coaét:uction.advances.

(b) 20% at 90% occupancy.

(c) 30% at the end of three years of project
occupancy, prbvided that the project is
operating»substantially ih accordance with its
management plan and is not in default under
thé mortgage. )

4) The project should pay an anmual bonus to the
HOME, above the normal management :ee, after the three
year BSPRA payout period had been reached. This fee
would no longer be drawnrfrom a projecf's cash flow but
would be treated as a retufh on ar ownership/management
reserve built into the project;s raplacement cost. Thus,
a reserve equal to 10% should'be added to the replacement
cost for each multifamily project. The reserved funds
would be leld by the Federal Government and invested.

5) The return on the reserve (plus amortization
of the reserve which would be drawa from project rentals)
would be utilized to pay an additional ownergpip/managemenx
bonus to the HOME in every year after thé 3rd year Qf
occupancy. The bonus could be set at 20% of the original
equity contribution. If a HOME were having difficulty —
operating the project, howevér,‘it would be required to

utilize this return to meet proiect expenses.
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The "Chartered Homes" proposai suggestedlby the
Burgess Task Force was compared to é similar Section
236 project (see Attachment A and B to Chapter IV of
the Burgess Report). The comparison indicated that both
per-unit rentals and goVernment coﬁt were reduced under
the HOME format. Moreover, it provided incentives for
responsible long-term ownership.

One substantial weakness of the Burgess proposal
is that it is a totally integrated system based on the
continuation of Section 236-type new construction and
rehabilitation. Therefore, it is almost impossible to
make any modifications that would proviae the same
flexibility that could be dérived from a system of tax
credits. In addition, care muét be taken not to place
too much emphasis on new.housing which would just
accelerate the deterioration of the existing stock.

2. The Wallace Proposal

James Wallace, in a doctoral dissentation for
the Harward - MIT Joint Center (June, 1972) presented
a more flexible proposal which was also designed to ac-
cémplish some of the same goals outlined in the Burqgsé
Task Force proposal. Wallace points out that, under the
current system of tax incentives, a developer induces -
high bracket investors to invgst funds in the partnership

in return for use of the partnerzhip's losses. The
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1

excess of these capital investments over the actual cost
to the devreloper amount to an additional fee paid to
the develcper for his services (at the expense of the
Internal Revenue Service). If allowing investors to
benefit from accelerated depreciation amounts to providing
the develcper with compensation for his services, then
a more direct approach for paying this fee outright would
not only be more efficient but would avoid the admin-
iétrative expenses of syndication as well as the various
problems related to reliance on remote passive investors.
If HUD re-ommended a special housing revenue sharing
program, a portion of the housing funds could be specifi-
cally allocated to pay for part o£ all of the developers
fee depending on the nature and type of housing units
HUD intended to subsidize. The developers fee would be
prorated in relation to that portion of a project set
aside to provide low and moderate income housing. Like-
wise, if a housing allowance were initiated the developers
fee could effectively provide a sheallow subsidy to ensure
an adequate supply of housing for the recipieant of the *
housing allowance.

HUD could administervthevdirect fees to developers
by setting regional standards that could be adjusted to
réflect greatér risks in central city new construction

" or rehabilitation. That is, urban or n~on-urban areas
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in the same regions might require different fee
schedules. Similiarly, the availahbility of such funds
could be increased at HUD's discre<tion in those areas
of greatest need, not just in arezs where there is open
land or no political opposition.

If a direct payment is not pdlitically feasible,
the develcper's fees could be included in the mortgage.
Since the Government is, in fact, currently Raying the
development fee through the tax system, the BSPRA, or
whatever the developers' equity is called, could be
increased to reflect the local housing market conditions
and determine what is necessary to induce develppment in
the absen:é of the opportunity to sell tax losses to
investors. The developer's fee could then come from the
mortgage proceeds dispersed at completion of construction.
This propcsal of providing the developer's fee through
the mortgage proceeds only becomes practical under a
system of Federally-insured loans o housing. Otherwise,
mortgage lenders would probably be uninterested in loaning
funds in excess of those required directly for the project.
Conceivably, conventional lenders might be persuaded to
make loans at high loan-to-value ratios; if the lender
were convinced that the projected\ﬁésh flow from the —
project was quite high and that a high market value was

jucstified on the basis of the capitalized income expected
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from the project. This is‘generally done by developers
of commerical properties. They create a project so that
the expect2d cash flow justifies a market value well
above the cost of the pféject, even on a loan-to-value
ratio of 75%. Although the limited dividend feature of
Section 226 projects effectively diminishes cash flow
distributions to investors, one of the possibilities
envisioned here would allow the owner‘to charge market
rents thereby justifying a high market value for the
project.

. If the developer's fee were included in the mortgage
calculation, making the debt service péyment perhaps
15% higher than it would.befunder the current system,
interest subsidy payments would have to be increased so
that the debt service paYments cou d be met and the
rents kept low. The proposal, however, could be adjusted
to provide for another possibility. If HUD decided not
to provide deep subsidies for new low and moderate income
housing, it could use a housing allowance (or quasi-rent
payments after having provided an initial di{gct subsidy
to lower initial renté.

One must decide what kind of tax benefitS'sho;ld

still be available to a developer. Perhaps mortgage —_
interest and property tax paxments should be allowed to

be "expensed" in the year they occur. Other costs could
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be capitalized over the useful life of the property.
In all other respects, the owner wculd be limited to
use of straight-line depreciation cover the effective
useful life. However, in order to avoid present problems,
he would be forbidden to market any passive investment
in the property. The entity Havinq an ownership interest
in this kind of assisted project would be required to
assume the liabilities of a general partner before he
could obtain any benefits from its developmen%, con-
struction, ownership, or operation.

The concept of ownership is an interesting one
under these circumstances. If the total cost of all
resources (including land, the devezloper, etc.) are
covered by a combination of the mortgage loan and direct
payments by the Government of the capital contributions
normally contributed by private investors, one might
argue that the title to the property should also belong
to the Government, subject to the rortgage. Thus, in
the case oI no private equity contribu;ion at all, the
Government might be willing to offer tﬁe title to a
gualified tenant cooperative organization at.gb cost.
The quernment, or thg tenant cooperativg, would théh
have claim to the rental income gererated by the project.
Any excess income could be utilized in several ways. It

N,
N

could be: (1) returned to the project to serve as a
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capital reserve to provide for maintenance and repairs;
(2) used to increase amenities within the development;
(3) used as a cushion out of which to absorb increases
in operating costs before any rent increases are nec-
essary; or (4) be paid as a dividend to the tenants
(either all the tenants are those receiving rent supple-
ment assistance) for the year in which it is generated
so as to reduce rents.

If a project runs into trouble in the third or
fourth year of its existence, for example, HUD would
receive An insurance claim in the event of a default or
fofeclosure. One way to alleviate this problem is to
allow reasonable rent increases to_reflect increases in
operating costs. HUD might also be reguired to increase
the housing allowance or rent supplement assistance to
those who would otherwise be unable to meet the higher
rent requirements.

This proposal is not a new one. It has been found
quite successful in developing new units for public
ownership under the public housing Turnkey pfogram. In
that program £he developer gets his fee in a "lump sum
as part of the overall contract. Advantages of this
proposal can be seen'in terms of adminisfering housing
policy more directly. There would no longer be designaﬁgd
subsidized projects. A cross section of income groups

rould be able to live in the same housing development.
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The filtering process would be facilitated by providing
incentives for middle and moderate income families to

move into new units.

C. Revising Existing Tax Law Provisions Relating to
"Multifamlly Residential Real Estate

Critics of the current tax benefits have called for
a total reformation of the tax incentive system. Some,
like Professor Surrey, seem to think that the use of any
tax incentive system is wasteful; others believe that a
different combination of incentives might be more beneficial.
The purpdse of this section is to outline some thoughts
concerning a fairly dramatic restructmring of the Internal
Revenue Ccde. The proposal is designed to provide a
construction incentive as well as a management incentive
to developers/owners of multifamily housing. In this
connection we have determined that trme tax shelters
only arise where non-cash deductions exceed non-deductible
cash outlays. Thus, with respect ‘0 rental apartments,
the excess of depreciation over non-deductible amortization
of principal constitutes a true tax shelter. Most other
items such as prepaid interest and the deduction for .
interest and taxes during constructiom, do not consFitute
true tax shelter items because they do not constitute
accounting losses and, in fact, rééiesent actual out -

of pocket expenses. N
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The following is a new approach to Federal taxation

of residential rental real estate:

(1) All out of pocket construction costs, including
those not currently deductible, (but not costs
paid out of funds obtained through construction
or permanent loans) would be depreciable over
a very short period of time. Instead of the
25 to 50 year useful lives mow used, a five
year useful life might be used. ’

(2) All ordinary and necessary business expenses
such as management fees and legal and accounting
fees and other currently deductible items,
such as taxes, interest .and the like, would
be deductible when paid or accrued, pfovided -
no more than one year's prepaid costs could be
deducted in the year incirred.

(3) Since the mortgage would no longer be part of
the basis, and would not provide deductions in
the same manner as would out-of-pocket con-
struction costs, the amortization payment
(which currently cannot beldeducteds would be- .
come deductible in the year the expense is
incurred. This would require revision of the

Internal Revenue Code which mow treats amorti-

R

zation payments as non-deductible return of
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(4) With respect to all new capital costs incurred
for‘the reconstruction, rehabilitation and
substantial improvement of rental residential
real estate, the cost of any items, which
currently could not be "expensed", would be
depreciable over a shorter time period (e.g.
five years).

(5) s5tandards would also be set for management
fees by establishing a "reasonableness" test

- for allowing their deductibility. To the
extent they exceeded a reasonable level in a
Jiven yéar, the excess wculd be added 'to the

amortizable basis of the building.



Discussion Draft
6/22/73 - Page 38

(6) A strict recapture provision would provide that
any gain in property value resulting from a sale
would be treated as ordinary income until the
22nd year following completion of construction,
at which time it would be éreated as a capital

~gain. This would provide a strong incentive for
owners to keep,and'maintaih the property because
the owners' basis would be zero after five years
and an early sale would result in a substantial
tax liability. ’
The foregoing is based on two premises. First,
there should be an incentive to new construction
by providing a very fast write-off for all costs
‘incurred in construction. In Canada, for example;>
where incentives are needed to cause new constru-
tion in undesirable areas, costs are depreciable
over as short a period as one year. Second, the
present useful life tables provide no real incen-
tive to construct new buildings because deductions
for depreciation are spread over such a long
period of time. To offset this, management feés,
renf—up fees, and other incentive;‘have been
devised. . It would be simpler to shorten‘the use-
ful lives, thereby eliminating the need for other
benefits. | N

~ A current source of controversey with respect to

real estate i1s the use of the non-recourse (no
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personal liability) mortgage (also known as a
purchase money trust deed). The above proposal
would eliminate the non-recourse mortgage, but
allow deduction of payments for the amortization
of principal. This deduction, coupled with use
of shorter useful life, wouwld increase the in-
centive to hold newly constructed buildings
throughout the mortgage term. Of course, there
are some problems with this proposal. First, it
may turn out that such reliance is placed on the
non-recourse mortgage that participation would
dfOp sharply. Second, it esanvisions a substantial
lrevision of the Internal Revenue Code, including .
Sections 162,163, 164, 266, all Sections pertaiu-
ing to interest deductions and loan repayments,

all Sections pertaining to recapture and basis
(1201, 1212, 1221, 1231, etc.) If such a revision
;Were feasible, it should ke the subject of
éktensive research.

We therefore, find the recommendation dealing

with tax credits the most reasonable and practi-

cal approach available,.



VUIbLUUDDAVIL vl o

6/22/73 - Page 40

V. Recommended Tax Policies to Complement Proposed

Housiag Alternatives

The following are recommended tax policies for variovs
housing alternatives currently under consideration by Housing
Policy Team IV. Specificially, tax policies are transmitted
for the following: Revenue Sharing; "Tinkered" S236; Housing
Allowances; Burgess Task Force Recommendations; No Subsidy.

A spécific discussion relating to an income maintenance
alternative is not included because the bas%c subject 1is
being developed by HEW and the de:cails are not available.

Tha tax policy recommended with respect to each al-
ternative will relate primarily to the production of multi-
family rental housing for persons of low and moderate in-

come, unless otherwise stated.
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Financial Characteristics

Under this alternative, the Federal Government would
distribute tax revenues toistate or local public bodies
which would redistribute that money to encourage, in part, .
the development of rentél housing for low and moderate in-
come persons. As of yet, the extenﬁ of control on the
redistribu:ion of Federal revenues-is_unclear. To the
extent that ﬁhere are criteria or staﬁdards, and the con-
straints take the form of program alternatives that HUD
would have adopted but for adoption of reveune sharing,

- tax policy should be the same as i HUD had directly im-

plemented the housing program. : .

'Tax Policy
| There are two tax policy alternatives that might
prove compatible with this program alternative. The firét
assumes that the revenue sharing payment will equal the

total subsidy currently available through HUD and the tax

system,

1'

If so, HUD should:

visions which define artificial accounting losses

*

Support LAL. The effect of LAL is to take away

the tax benefits of accelerated‘depfeciation.and
require taxpayers to use straight-line deprecia-

ion. This should includes support for the pro-

to irvlude construction period items (interest,

taxes and other carrying sharges) and which

T s, -



A second,

l‘

Provide a lower revenud sharing payment. States
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characterize accelerated depreciation of rehabili-

tation expenses as an artificial acc¢ounting loss.

"Eliminate accelerated depreciation - as above;

but retain straight-line depreciation for all

rental residential real estate.

Substitute an investment credit (Qr other system
of credits) for non subsidized projects so that
rents can be kept reasonable.

less desirable, alterna:ive would be to:

»

Support LAL and continuz the existing tax incen-

tives, e.g., accelerated depreciation, expensing
construction costs, recapture, etc. for non-sub-

sidized projects.

would provide a shallow subsidy for housing for
moderate and middle income families. Hopefully,
"filtering" would work to assist low and moderate

income families.
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A HOUSING ALLOWANCE PROGRAM:

Financial Characteristics

A housing allowance_is designed to enable eligible
recipients to rent or puréhase housing of their own choice.
It could to to any head of household as a direct cash grahﬁ
equal to the difference between 25% of adjusted income and
the cost of adequate housing and could be used to rent ér
purchase any existing standard housing. It could;df_céurée,
have different characteristics. -

Tax Policy

If HUD adopts a housing allowance program, certain
tax policies could also be adopted that complement and
facilitat-e the implementation of the housing allowance

system, The following paragraphsoutline some recommenda-

tions:

1. Payments Non-taxable: The enabling legislatibn

for the houéing allowance program shculd contain
express language tQ the effect that amounts re-
ceived by a taxpayef forr housing allowances are
not treated as taxable income. Before implemen-
tation of the existing =xperimentdl housing :
allowance program, HUD obtained a private‘ruling
from Lhe Internal Revenue Se;vice that such
allowances were not taxable income because tﬁey
were not received in return for services. To
assure uniformity, if the housing allowance

system is put into national operation, HUD should
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ob:ain specific legislatior. consistent with all

other tax policies based on need.

Modify LAL: As previously ‘liscussed, the Trea-

sury Department's FProposals for Tax Change" sub-
mitted on Aprili30, 1973, contained various
provisions including the LihitationS'on Artifi-
cial Accounting Losses (LAL) which applied to

tlLe emortization of rehabilitation housing ex~
penses in excess ofistraight—line depreciation
Section 167 (k). If HUD initiated a universal
Housing Allowance program then the need for

accelerated depreciation znd other tax benefits

disappears because the market will establish r

reasonable rentalsrfor_specific units. A limited
housing allowance program, however, requires the
availability of adequete existing housing. HUD
should therefore, seek.to modify the LAL proposal
and exclude from the definition of artificial
accounting losses the accelerated depreciation
permitted by Section 167 (k) of the Internal

Revenue Code. ' . -

Tax Credit for Rehabilitation: Still assuminhg a

limited precgram, regardless of whether HUD is
successful in excluding accelerated depreciation
on rehabilitation expenditures from the operation

of LAL, HUD should sezk enzctment of legislation
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expressly designed to stimulate the rehabilita-
tion and the long term maintenance of existing
-hcusing. Such legislation could take the form

of a tax credit on expenditures for rehabilitation
of existing residential real estate for which
hcusing allowance payments are utilized. The
retention of existing.Section 167 (k) of the
Internal Revenue Code is recommended to comple-

ment this tax policy.

rd

Full Deductibility: If the recipient of a hous-

ihg allowance is permitted to mse the subsidy to
purchase housing, recipients of the housing
allqwance.should be entitled to deduct amounts

paid for property taxes ané mortgage interest to
the same extent as are other homeowner taxpapers.
This would be consistent with tax law which per-
mits owners of Section 235 units to deduct mort-
gage interest even though it is paid, in large
part, by the subsidy. Similar treatment should

be accorded pfoperty taxes. To the extent there
are any changes in overall deductibility of .
mortgage interest and property taxes by all ,
homeowners, such changes should also apply to
recipients of housing\alloﬁgnces. If part of th§
definition of "economic rent™ tnder a Housing Allow~
ance program includes property taxes, interest,
ﬁaintenance expenseé, etc. and adjustments are

made by locality such a credit is uneccessary.
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Tex credits for Excessive Property Taxes:

Otherwise, to assure that recipients of housing
aiLlowances do not pay property taxes dispropartion-
ately high in relation to their income, HUD should
alopt a tax policy that offers recipients of
hcusing allowances ah incore tax credit for

payment of "excessive" prorerty taxes. Trea-
sury's reform proposals contain a proposal for

a property tax credit for the elderlx. "In en-

acted, recipients of housing allowances should

be included. The credit cculd be allowed for
real property taxes in excess of 5% of household
income, subject to the same 5% floor and $500
maximum, For_this purpose; renters should be
considered to have paid real property taxes, in
part from the proceeds of a housing allowance,
in an amount equal to 15% cf the rent paid.
Since the housing allowance itself would have
certain income limits to determine eligibility,

the propérty tax credit would primarily aid low

income and middle income persons. - .
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Oppose LAL: 1In many areas, a housing allowance system, to

be effective, requires an expandirg supply of available
standard housing. Therefére, HUD should request tax laws
that provide for a conétruction c:redit to promote new resi-
dential multifamily development, éqﬁpled with designated
unit credit so that property owners will have an incentive
to rent to Low and moderate incomé persons. This approach
means general opposition to the Txeaéury's LAL proposals

in as much as LAL discourages investment in real estate.

—re
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A TINKERED SECTION 236 PROGRAM:

Financial Characteristics

The discussion below assﬁmes that a1 modified Section 236
program will have the following major characteristics:
(1) an insured mortgagej‘(Z) total subsidies comparable
in amount to the present pfogram, nmut with greater flexi-
bility in application of subsidiestto a wider range of
incomes; (3) a tax credit to builderslin the range of 4%
to 6% of development costs (4) a tax credit for owner-
managers to partially défray the costs of opérating and
maintaining the 236 project:; (5) a limitation on cash
flow distributions. Only those modification which have
income tax consequences are discussed below. A paper
discussing these and othérﬁmodifications of Sec. 236

has been prepared by Dale A. Whitman of Team IV,

Tax Policy

If EUD modifies the Section 236 program as above, we
recommend that the following tax policies also be adopted:

1. Support LAL: If tax credits for operation and

construction are made available in sufficient
amounts to make building and ownership of
Section 236 housing an attractive zhvestment;
(a question that cannot be answered until the
tax credit frrwulas are cletermined) then HUD _
should support the proposed tax changes sub-
mitted by the Treaéufy, including the proposed

LAL; it would be reasible to go even further
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167 (k) rehabilitation expenses;

d. set a definite time limii: on the application
| of the LAL proposal; for example three years,
S0 ﬁhat its effect on real estate investment

may be evaluated.

As an alternative to tax credits for Sec. 236 builders,
it may be desirable to make direct government grants
for 236 construction. The enabling legilation which
creates the construction grant program should describe

the tax consequences of that grant. Specifically, the

legislation should indicate whether the grant is considered

takable iricome to the receipient and whether the tax-
payer may consider grant funds in esfablishing his basis
for the property. It is recommen&éd that the legisla-
tionexcluce the grant from income and that the taxpayer
be permitted to depreciate the total cost of the Section
236 project, including those costs which grant funds
helped to pay. If Section 236 projects are not subject
to LAL, the ability to take accele:rated depreciation or
credits on a basis that includes the construction grant
can improve the rate of return on the investment-- .
depending on the size of the grant. Even if HUD supports
LAL, since straight line depreciation is still permitted,
the effect of the construction gréﬁ% on the taxpayer's

basis must be considered. N
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and limit projects to straight-line deprecia-

tion. This is appropriatz because if the 236
project receives sufficient tax credits so

that the developer can oktain an adequate rate
of return on his.investment, he does not need
the added financial benerits obtained through
the syndication of tax losses to passive inves-
tors.

Modify LAL: If tax credit formulas do not yield

an investor a competitive rate of return from
net rental income, HUD should oppose the LAL
provisions of the‘Treasury proposal as it
relates to the Section 236 program, and should
support the continuation of the existing incen-

tives.

Section 1€7 (j), permitting accelerated depreciation for

new residential real estate and Section 167 (k) permitting

the five-year wiritoff for rehabilitation would not be

altered.

Thus, HUD should press for the modification of

the LAL proposals as follows:

Ae.

a complete exception for residential real estate
that receives assistance from the modified 236 °

program;

amend the definition of artificial accounting

—

losses to exclude pre-opening expenses:
amend the definition of artificial accounting

losses to exclude derrersiation of Section
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BURGESS TASK FORCE RECOMMENDATIONS

Financial Characteristics

The Burgess Task Force recormendations on multifamily

housing for persons of low and moderate income included:

1. Creation of a”federally chartered entity (called
a Housing Ownership—Management Entity-HOME) which
would own and managevmultifamily low and moderate
income sﬁbsidized housing.

2. Each subsidized multi-family project would be
owned by a separate subridiary of the Home andf
stock of the subsidiary would be pledged to HUﬁ
to enforce the commitments of the subsidiary.

3. The "HOME subsidiary" would be directly responsi-
ble for the déveiopment'qf a specific project and—”‘
would receive a shailow»subsidy. The subsidy
would be based on the difference between Federal
borrowing costs and long-term private mortgage
financing costs, either with or without the
application of Federal insurance. Units in the
project would also receive "housing opportunity
allowances" aimed at lowering housing costs to |
fit the inéomes of the communifies in which the
projects were located. L

Tax Policy

The recommendations of the Eurgess Task Force carry
with them specific recommendations with respect to Federal

income tax policy. Notwithstanding a general distain for
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tax incentives, several recommenda:icns concerning tax and
the Burgess recommendation are reported below. Our analysis
also containsva policy recommendation relating to the Trea-
sury's reform proposals:

1. Taxation of a HOME: A IIOME, according to the

Burgess recommendations, would be subject to the
normal Federal corporate income tax. It is also
recommended that there ke a séecial deduction for
investment of one third of taxable_ income in
specified U. S. government cobligations having at
least a six year maturity. If HUD were to adopt'
thé Burgess recommendations generally, HUD should
also adopt the tax recommendations, including the
suggestion that all HOMEs be Subchapter S corpora-
tions. The enabling legislation for the creation
of federally chartered HOMEs should contain the
legislation required to carry out the tax recom-

mendations.

2., Nontaxable HOME Subsidiary: The Burgess Task

Fofce recommends that: "A HOME Subsidiary would
be a nontaxable entity. It would pnot be subject
to tax on any income it might realize. Any losses
realized by a HOME Subs:idiary would not be sub-
ject to offset againstnéﬂe income of its parent

or any other entity." (IV, 6.)
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This policy is sound and should be adopted by HUD in
the event Burgess recommendations are generally adopted.
Enabling legislation créating the HOME should state that so
long as a HOME subsidiary -distributed all profits to the
parent, it would be liabie for no Federal income taxes.
Separate orovisions limiting the cwnership of a HOME sub-

sidiary would prevent the subsidiary from selling tax losses.

3. Support é Modified form of LAL: If the Burgess
récomméndations,rwere aclopted, HUD should support
the "Proposal for Tax Change" subﬁitted by the
Treasury and the‘provisjons regarding LAL.

However, unless rehabilitation projects are to

be undertaken by HOMES, it is recommended that

HUD press for.avmodificatiom of the LAL definitions
to exclude from the def:nition of artificial
accounting losses the accelerated depreciatiqn

for rehabilitation ex?enses authorized by Section

167 (k).
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NO SUESIDY

Financial Characteristics

If HUD decides that no subsidy program (except mort-
gage insurance), should be used to stimulate the construction
of housing for persons of low and moderate income, there are
nevertheless certain tax policies that could make the mort-
~gage insurance program more effective. It is assumed,
‘however, that mortgage insurance will be available only to
developers who provide housing at rents within the finan-

cial means of low and moderate income persons.

Tax Policy

As a general proposition, if HUD offers only mortgage
insurance, no tax policy can stimulate the conétruction T
- and rehakilitation of housing in the same manner as direct
Government subsidies. In fact, it would be a misuse of tax
laws to provide indirectly that which HUD should do direct-
ly. Tax laws designed to replace direct housing subsidies
could also result in revenue agents creating and administer-
ing housing policy. Nevertheless, there are certain limited
tax policies HUD could adopt which would coﬁplement a

*

housing policy based predominantly on mortggée insurance:

1. Modify LAL: Without direct HUD subsidie’, real
estate investors need a very strong financial incentive to
produce dwellings for persons of low- and moderate-income.

The use of accelerated depreciation to shelter project and

other inccme is one such financial incentive that gives
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marginal ‘nvestments substantial after-tax profits. Even
under a housing policy that provided only mortgage insurance
for rental units designed to house low and moderate-income
people, the need for accelerated acpreciation to improve
financial performance (including accelerated depreciation

of investment in rehabilitation projects) becomes almost
essential. Therefore, the "Proposals for Tax Change" offered
by the Treasury Department, and particularly those provisions
relating to (LAL), would have to be modified to preserve

the approach (enacted in 1969) which has proven effective

in stimulating investment in selected types of housing.

The modifications in LAL that HUD should recommend include:

a. An unlimited exception form LAL for HUD-insured
)projects which‘benefit'persons of low and moderaté‘
income;

b. A change in the definition of artificial account.-
ing loss to exclude the comstruction period
interest, taxes and carrying charges costs which
are not artificial;

c. A change in the definition of artificial accouni:-
ing loss to exclude accelerated q?preciation of
rehabilitation expenses, a provision that has
stimulated practically all the investmeﬂt in
central city rehabilizﬁtion since 1969; and _
finally, .

d. A definite time limit, for example three years,

on the effect of LAL in order to evaluate its
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impact on real estate investment in general.

2, Tax Credits for Insured Projects: The Treasury

"Proposals for Tax Change" place in&estment.in real estate
at a competitive disadvantage to investment in oil and

~gas explcration, Under the proposed Treasury Exploratory
Drilling Credit, 1ntang1b1e drllllng costs for/# domestic
exploratcry holes are entitled to a 7% investment credit.

If the exploratory holes proves commercially productive, a
supplementafy credit of 5% .0of intzngible drilling costs
would be allowed against the firs: tax payable on net in;
come from productions. This favoritism of the oil and

gas industry over housing'should be copposed by HUD. In-
vestment in designated hdusing, (for e#ample, housing

that receives a HUD mortgaée inéu&ance commitment) should
be eligikle for a direct tax éredit for that investment.
This tax incentive shouid be in acddition to, and not in
place of, the tax incentives provided by accelerated
depreciation, limited recapture, and general exclusion of
HUD insured projects from the operation of the LAL proposal..
The tax credit for investment in designated housing would
be an additional tax incentive (specific details are des-
cribed, infra). The important po:int isvthat real estate
investment should be at least at parity with invesément in
oil and cas exploration. A tax credit, available in the year
of investment, when contrasted to other forms of tax incen-
tives, ic more simple and ez=sy to understand. Yet, since

available only in the year of investment, it is not reason-
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able to rely on this tax incentiwe to increase substantially
the flow ¢f investment dollars in rental housing for low
and moderzte income families under the investment has income

tax consequences for a 30 to 40 year period.
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.OUSING AND INCOME TAX SUBSIDIES: A REPORT TO THE DEPARTMENT OF HOUSING

AND URBAN DEVELOPMENT
by Paul Taubman

In this report I will inventory the existing direct and indirect
tex subsidies to single and multifamily housing. %3iven the chort time span
in which this report has to be'brepared, I find it necessary to forego certain
~technical proofs, delightful though they are, and to rely on c&tationé
 to appropriate ?eferences. It_is necessary, however, for certain definitions

to be set forth at this time.

1. TAX SUBSINIES AND OTHER DEFINITIONS

The recent JEC volume on tax subsidies [1] has indicated the

conceptual difficulties in establishing an all inclusive definition of

1

"subsidy." Tax subsidies, however, are easier to define. According to

both an "ability to pay " and economic efficiency approach, a person

(or firm) is granted a tax subsidy if his tax payments are less than those
of another person with the seme "economic" or true income.l’2 Tax subsidies,

therefore, reflect lower tax rates for certain persons or types of transactions

*
——

or a tax base that igs less than ecohqmic'income.

In this report housing will be defined in terms of gquantity or
number of units of & standard type and qualiﬁy. Guality will include such _
. . .- . .
In this paper I will assume that income and not consumption or wealth is the
agreed uoon tax base unless specifically stated otherwise. In the definizicn

I am also ignoring possible adjustments for differential risk bearing.

Economic income is defined as consumption plus the change in net worth.



things as £ﬁe condition of the building shell and the range and type of
aquipment and other services provided in supplying shelter. Single family
will stand for owner occupied, and will include condéminiums and mobile homes,
while multifamily will mean rented hdusiﬁg. Indirect tax subsidies are those
éranted to mortgagers or suppliers of raw materials used in constructing
houses and which result in a reduction in the market cost of producing
housing services. |
Af some pbints we will be concerned with low and moderate income

[ 4 -
"housirig which are defined as housing whose costs are such that people

»

with certain specified levels of income can afford the mortgage or rent

payments.




2. AN INVENTORY OF DIRECT TAX SUBSIDIES TOQ RENTAL HOUSING

The current tax law provides a variety of direct tax subsidies to
housing. . An excelléﬁt summary of most of these cen be found in Slitor [2],
some of whose details have been outmoded:by chénges in the 1969 and 1971 .
Tax Acts, and in Aaron—[3].l |

Table 1 lists these subsidies separately for“§wned-and rented
houses, .In this table and subsequent’discussion I ha&e nqt included
certain programs that are only’évailable to ‘small Zroups such as farmers
“or feterans. See Aaron's appendix for thésevf3]. The first item on the liép
_fof.rented housing, tno rapid depreciation of the building, is most importanf'
by itself and also plays a key role in magnifying the tax subsidies
inherent in'items 2, 3 and 4. Because too rapid iepreciation is so
important, it is ﬁécessary to consider-in‘detail what we mean By "$00
rapid" and what depre:iation system would be Sustvright.

Too Rapid Depreciation

Nearly all tax depreciation systems allow the tax payer to write
off the‘value of his Investment or the cost of the asset during the asset's
-life.2 But as has been shown rigorously by Samuel:on and demonstrated
nunerically by Taubman and Rasche [U4], a tax é&sfen.will confer a ;ubsidy
if the present discounted value (PDV) of the tax depfeciation exceeds that

of the PDV of the stream of annual losses in value.3 ' e

The 1971 and 1959 tax Acts made important changes in the treatment
of housing. We use these provisions though buildings purchased before -
these dates have even more preferable treatment.

Below we consider the effects of mortgages which form a wedge between
the owner's equity and the cost of the investnent.

If the opposite occurs, the tax system imposes an excise tax on the asset.



TABLE 1

DIRECT TAY SUBSIDIES FOR OWNED AND RENTED HOUSES

Multifamily Housing

Too Rapid Depreciation on Building

Capital Gains Treatment of Certain Transactions and Limited
Recapture

Depreciation Base Too Large -
Tax Free "Exchanges" - | .
Too Rapid Depreciation of Equipment

Noncomparability of Treatment of Expenses . and Revenues

Tax Freé Transfer Payments

Single Family domsing . .

'Imputed Rental Value Tax Free

- Interest and Property Taxes Deductible if Itemized

Capital Gains on Sale
Tax Deferral on (lapital Gains

Capital Gain Exemption for those who are more than 6h
years old

For Both Types , _ ’ -

Exemption from Corporate Tax. - : -




'his true or economic depreciation should also be included in determining

economic income on page one, footnote two. Or, ir other words,‘if the tax

payer is allowed to write off an asset too quickly, he in effect receives

an interest free loan from the governmen£ in the form of postpoﬁed taxes.
The definition is clear, but the factual qu;stion of the age

pattern of economic depreciation still remains. Siﬂce 1971 the tax

code allows investors to use fhe‘doublé declining balance depreciation

formula on new buildings and 125% on used residential buildings. (These

will be defined bélow.) .Most readers of ﬁhis report will have "heard énough

. stories sbout double declining balance (or related methods) which allow

(accelerate) deductioas faster.than that allowed by straight line, to

be convinced‘that dounle declining balance is too rapid,l There is

available some firmer evidence on the pattern of tirue déprecia%ioﬁ. First,

based on publislied dasa on rents and costs, Taubman and Rasche [4] nave

calculated that true depreciation is much slqwer than even straight line.

ﬁhile their exact resultslvary by year and are somewhat sensitive to certain

assumftions, they always find that for each df the first LO years of useful

life-~the. average tax life of shell and equipment——the true annual loss

in the,vﬁlue of the building is less than thaf allcwed by the straight

" 1line formula with a L0 year useful life. Second, even in the early 1960's

—-

when inflationary expectations were very small, it was possible for investors

1 Straight Line Depreciation allows an annual deduction equal to (1/N) times-
Cost where N is the useful life of the building or 40 years for apartment
buildings. Double Leclining Balance lets the person write off in each
year an amount equal to 2/N (Cost - Previously Acctmulated Depreciation).
The person also can switch to straight line for the remaining life
and undepreciated balance whenever he wishes. As shown in [&], the
‘optimal time will be in n/2 years.



to receive close to 100%, 15 year mortgages on new apartments. -Thﬁs-banks
and life insurance companies must not have expected much loss in value

over this time span during which the tax laws lét the investor write off
3/8 of the cost of the building with sfréight line methods or mére if
accelerated depreciation formula are-used. Thus it seems that not only are
the permissable tax cepreciation ruleé——double deciining balanée on new
residential buildings, 125% oﬁ used--a subsidy, bub'sb is st?aight line
depreciation., Indeed, Taubman .and Rasche cénélude that true depreciation
is approximated by reverse sum of the years' digits.l ’

There is one special rapid depreciation system for low income
housing. Section 167k permits'the taxpayer to amortize certain
expenditures on repairs undertaken to rehabilitate low income housing
over a five-year period (with salvage falﬁe set a% zero) as long as the useful o
"life is at least five years.2 This provision expires in 1975. While I
know of no study that has examined the:pattern of true depreciation'on such
.répairs, the economic life of the repairs may be 12, 15 or more years, and
salvage value will often be positive. Hence it se=ms clear that, as

intended, a tax subsily is granted by this provision.

Captial Gains a1d Limited Recapture _

‘The Tax Code currently allows 1/2 of.(long term) capital gains to

The sum of the years' digits method allows a deduction in year t of
(N-t) /2 (N-t) = 2(N-t)/(N+1)N. Reverse sum of the years' digits is
equal to 2(N-(N-t))/(N+1)N. -
2 To try to make sure that rehabilitation occurs, at least $3,000 has to
be spent during two successive years, while to restrict the subsidy to
low incore housing -~o more than $15,000 per unit is granted this treatment.
Also qualified investment is to be defined by iHUL standards.



e excluded from the tax base.l’2

Thus the maximum tax rate is only
1/2 of that on ordinary income and there is, accord.ng to our definition,

a tax subsidy.3 As noted above, the special treavment only applies to

"long term" gains. While the general rule in the Tax Code is that an

- asset passeé from the short to long term status after being held for

six months, there are some special features fof resﬁdemtial rental
properties.

Since 1969 all depreciation on such in&estments zre subject to a
"recapture rule." This rule states that uﬁtil a property is held for at
least 100 months that portion of the differeﬂce beiween the sales price

and the tax basis (i.z. original cost less accumulated depreciation taken

on tax returns) that represents excess depreciation is not granted capital

f . : .
gains status but is taxed as ordinary income. Excess depreciation is

the cumulated difference between' accelerated and straight line deprecistion.
In other words, the tax law "recaptures" all_of the excess depreciation in

the first 100 months. However, for each month that the property is held

beyond 100 months, ar additional one percentage pcint of the excess

- depreciation is treated as a long term capital gain amd not ordinary income.

It is sometimes argued that capital gains are due to inflation which
results in a tax on capital and not income. This argument ¥s evaluated
in the homeowner s=zction. '

The first $50,000 of long term capital gains from mll- sources are taxed

at the lesser of hLalf the ordinary income tax rate or 25%. Capital gains
in excess of $59,000 are taxed at half the ordlqary rate. The maximum rate
on ordinary income is T0%.

However, the half of capital gains not taxed is subject to the minimum
tax provision.,

——

—




"hus the complete holding period before a gain is sonsidered is 16-2/3
years.l Several points must be noted :about this recapture rule. First,
even when the taxpayér sells the building before +the 100th month and is
subject to full recapture, he has still }eceived the substantial advantage
"of an intereét free _.oan from the gofernment by d=:ferring tax payments

for up to 100 months. Second, and probably mofe izportant, the "excess"
. depreciation subject to recapture is only the cumulated difference between
_straight line and the more accelerated method used. Yet the above discussion
indicated that there is some evidence that straight line depreciation is
too large. Finally, the capital gains treatment is still granted to that
amount of the difference between sales price and “ax basis that exceeds
excess depréciation. _Such capital gains can arisc because of increases

in site value, good ranagement, or even lower mortgage'rates.

béprecidtion and Borrowed Fimde

‘The depreciaticn and capital gains subsidies are conferred on the owner
of the prop;rty with the statutory amount of the subsidy determined by the
cost of the property. The dollar amount of the subsidy is the same
regardless of the distribution of the financing of the project between debt
and equity, but the full subsidy is paid to fﬁevprovider of the equity.2
A 1% subsidy based on the original cost paid to scmeone who actually‘

invests 1% of the price--a situation that does occur--is a 100% subsidy

Given ouruability to pay”definition of a subsidy, it is worth noting that
currently the excess of accelerated over straight line depreciation for all
cther assets is always subject to recapture whenever a business asset is sold
for more than the tax basis.

0f course the subsidy can be shifted to the devt fircancer through higher
interest rates.



his investment. If the tax law only allowed ecbnomic depreciation, then
no subsidy would arise from letting the owner depreciate the tétai original
cost of the asset since the decrease in his net worth is a reduction in his
ability to pay. While a taxpayer can incfease the value qf the subsidy
. from too rapid depreciation by using débt financing;, the subsidy arises

from the excess depreciation and not from the too lafge depreciation base.

Tax Free Exchanges

Capital gains (znd the possible recapture of excess depreciation)
aie oﬁly recognized when the gain is "realized". Fealization generally
requires the sale of the building. There are, however, some sales or
transactions on which the taxpayer is not consider«d to have realized the
gain and thué is not subject to tax. Tax free exchanges.include: swaps
for ; iike kind of stet; contributiong‘in kind to universities "
and cértaiﬂ other chéfitéble institutions;.remortg;ging of a building;
bequests at death; and involuntary conversions.

,Sectian 1031 aliows certainvtypes of s&aps o the same assets. Since,
hovever, these swaps do not have to be for assets with the same tax basis, or
market value (since cash can be added), it is poss:ible for the person to
acquire a more valuable asset without paying.ﬂhe‘tux on the old property,
but continuing to use its basis for the new property. |

A taxpayer can itemize as a deduction up to 30% of his adjustea gross
jncome of contributions in appreciated assets made to certaiﬁ charities.
The deduction is for the current market value of tae ass;t, but the

contributor need not realize the gain on these assets. If a taxpayer were

going to sell the building in any event, he’'can actually make a net profit




;

by giving it to charily. For example, if his tax basis is zero.and he is
in the 70% tax brackei’;, a $100,000 sale would yield him $65,000 increase in
his disposable income after paying hisvcépital gaiﬁs taxes.1 But, if he
donates the building, he can reduce béth‘his taxable income by $100,000
and his taxes by $70,000 (if he does.not exceed thé 30% annual. limit).

In other words, his efter tax disposable inéoﬁe from giviﬁg the building
avay is $7o,ooo.. ,

Another, perhaps qﬁantitatively more important means of achieving

a tax free-tranéfer is via remortgaging. Suppose at the end of 15 years,
o : persbn has repaid his original moftgage.' Further, suppose that he has
‘written off 50% of the originél p?ice of the aséet but that its true

value has declined by only 10%. He canvobtain a mortgage on all or part

)f this 90 b

a2t a mortga

@

ordinary income (at regular tax rates), but reinvest all the mortgage

proceeds in tax free or subsidized assets such as munieipal bonds or

" residential properties.

‘When & person dies and bequeathes an asset, his heirs are allowed

. to use the true marke: value at date of death'(or a year later) as their

tai velue but the deceased is not considered to have realized any income
from their step up iﬁ basis. Ih other words, any unrealized capital
gains—-including those connected with excess depreciation--are not v
taxed as income though like allrother assets, residentiai properties

(at market value) are subject to an estate tax.

However the recapture rule Tor excess depreciatica zpplies.

10
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When insuranee or condemnation awards exceed the tax bases, the owner
Py can defer paying Ia capital gains tax if ne invests in a "like kind" property
within a yeer or other specified period.l It is debatabie if this should be
treated as a tax subsidy.
o Under provisicns of Section h53, when the pf'oceeds of a sale are spread
over several years and the sale quallfles a; an 1nstallment contract,
the taxpayer need only include in his annual incoms the nroportion of the
® - gain equal to the percentage of the eventual total payments actually
received in that year. Alternatlvely for a deferred payment sale, the
‘tanpayer need not report the gain until payments received exceed the tax
® ba51s.. Under both methods the tax payment is deferred and it is possible
. ‘fo spread the gain and thus for the taxpayer to be in a.lower tax bracket

than if all the gain were taxed in one,year.

“
.

® Finally, for section 236 housing, there are certain conditions,
described as rollover, under which taxes of capité.]. gains on a sale are
deferred.

Too Rapid Depreciation of Eguipment

Buildings do not receive either the investment tax credit or the
subsidy of too short lives contained in the ASset Depreciation Range

System (ADR).2 But housing services or shelter are provided by equipment

——

1

See Secticn 1033 of the IRS Code. _ u
® : -
2 For a discussion of each see [5) and [6]. Roughly the tax credit rebates
a portion of the purchase price of the asset as a tax credit with no

reduction in the deodreciation base. The ADR section sets a useful life
that generally corra=sponds to that life used by the firm at the 30th

percentile of useful lives (with the firm-with the shortest life first)

L J rather than average life used.
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s well as a building shell; the equipmént (including elevators,.
escalators, and appliences) installed in & buildinz receives these
subsidies. In addition equipment is eligible for aceelerated aepreciation,
but I know Qf no studieslwhich indicatéiﬁhether building equipment
depreciates this fast or not.

Noncomparability of Expenses and Revenues

The general economic, accoﬁnting and tax procedure is that

- expenditures should be offset (Amortized) agéinst ‘the revenues they generater |
and that both éhould be accorded the same tax trea:imemt under £he tux |
laws. It is possible, however, to write off certain repair expenditures
in the year when made though these will generate reveﬁmes in the futufe.

'Sucﬁ instant deductions of depreciable expenditures probably occur because
~f the difficulty of isolating and detérmining the ifens involved.l
Alternatively‘it is possible to ﬁpgrade anrapartment bwilding‘through
painting and other maintenance items and then sell the building. The
maintenance expenditures can be offset against ordinary income, whilé the
revenues generated from the expenditures are treated as a capital gains
and taxed at half the ordin#ry rate. Also it is possible for firms which
construct and operate buildings to expeﬁse certain comstruction costs rather
'éhan capitalizing and later depreciating themf . . .

Tax Free Transfer Payments

At least brief mention should be made of the whole.gamut of subsidy

programs in which renters receive accommodations which have .a market value __

Expenditures on major improvements, when identifi=d as such,
are depreciated over their useful life.
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more than the rent they pay.l The excess value—fin public housing or
‘ent supplement plans---to the recipient constitutes income to the individual

which is not subject o the income fax;e

1 See Aaron [3] for a list. _ o -

e FEligibility for the programs and the excess value received may be’

affected by levels of income.

—
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3. DIRECT SUBSIDIES TO OWNER OCCUPIED HOUSIMG

Implicit Rents, Property Taxes and Interest .ayments

Owners who occupy their own home r¢ceive a somewhat different
set of subsidies. Conceptually a homedwﬁer can be thought of as a
businessman who rents to himself., Under this view, the homeowner should
be taxed on his business profile which would equalithe rentals that could be
charged less appropriate costé of doing business. These costs would
include mortgage interest and property taxeé.l Iﬁ fact the tax allows
those taxpayers who itemize to deduct morfgage interest and property faxes
' bﬁt does not include in the tax base any estimate o>f implicit rents. The
coﬁbined trgatment of these‘deductions andlof rencs comstitutes a
téx subsidy.

It is sometimes argued that propérty taxes on reﬁidentiél p;operties
are improper or unfair. Hence, it is aléo concluded that the current
income tax treatment is necessary to offset the unfair tax. The fairness
;f any-barticular tax base is an important question but not one that
econoﬁiéts have any special expertiée in answering. Euwever the éonclusion
is not valid. First of all communities use the_property tax to provide
services to residents and if the tax is too high relative to the sérvicés,
ﬁany people have the option of‘mdving to another commmnity or voting
for different leaders. Second, even if tﬁe tax is so high th;% people
suffer a net loss (on their imputed income less cost of providing

services) 6nly this J.oss should be deducted from income.

l.

There are various other ccsts such as utilities and@ gardening, but since

these would also increase rent, they would not chenge profits and can be

ignored. i
2

Aaron [3], however, indicates that on -average people receive a net profit
from their own home.
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Capital Gains Treatment

The difference between the original purchase price (plus improve-
ments) and subsequern sales price is taxed as a long term capital gains
(after being owned for six months), which as noted earlier is considered té
be a_subsidf. However, for owner occupied homes and indeed for most

assets, it has been argued that the capital gains *treatment is not é
'subsidy but a necessary and proper offset to the "unfairﬁ tax arising

 from inflation. The essence c¢f this argument is that the increase in sales
price over priginal cost represents a general price increase and that only
‘changes in the real (constant dollar) purchésing power sould be included
in the tax base. Thbere is substantial merit in the afgument that only
.increases,ig real purchasing should be treated as taxable income, but
fairness and logic require that such a theory sho?ld be extended fo.all assets
;ﬁd liaﬁilitiés. At legst in the case of an unanticipated inflaiion, the
homéowner and owner cf résidential rental propérties receive a capital
gain from péying off mortgages with "cheap" money. Since owned and rented
residential‘properties'usually require down payments of less than 25% and
" often about 10% or less, the inflation argument does not seem very
important.2 ‘ -

. Deferment of Cepital Gains Taxes

In the U.S. capital gains taxes generally are levied only when the

gain is reslized by c sale (or other tfansaqtion). There are several *

situations, however, when the capital gains tax op owner occupied housing

——
-

Deferment of the cepital gains tax is discussed below.

)
And less important than for most other types of asseiz which are less

financed by debt.
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an be deferred for nany years or forever. As with accelerated depreciation,
the postponement of vhe payment of a tax confers an interest free ioan

or a tax subsidy. Urder section 1033, a taxpayer who sells one house but
buys another residence within 12 months, does not have to pay capital gains
- tax to the extent that the price of the new residence exceeds the salés
pricé of the oid residence: (However, for tax‘purposes, the basis of the
new residence is the basis of the original house.) The taxpayer can use
section 1033 on each subsequent, sale. As with rental heousing, the tax

is deferred if an involuntary conversion was the source of the gain and if
. . . 4

the homeowner buys a like asset.

Forgiveness of CapitalkGains Taxes

In at least twe instances the taxpayer can avoid the capital gains
+tax. Firsf, if the pérson dies, the Tax Code does not consider "realization"'
to hafe'occurfed and no income tax is levied. (Th: deceased's share of the
house at current marketlvalue is included in the estate tax base.) Second,
under Sectign 121, individuals aged 65 or over do not have to pay taxeé on
gains on houses if the house's adjusted sales price is mo more than $20,000
(with partial exemption if the price exceeds $20,000) amd if the house was
used as the homeowners residence for five of the eight previous years. ‘

o "Transfers Not Taxed

N

There are several subsidy programs (including NHA section 235) which
reduce mortgage payments either through guarantees or through governmeht payment
of part of the interest. As in the case of rental housing, the wvalue of

these subsidies are not included in the income tax base.

1 ' . . s . .
On. 2all these deferment and forgiveness provisions, there are technical
rules concerning tux basis and adjusted sales price. See Slitor [8].
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The Corporate ‘Tax

Most business assets are owned by cofporations who are subject to the
corporate income tax.l Owner occupied and most rental héusing are operated
by individuals and partnerships. Harberger [7] has pointed out that since
corporate profits are also subject to the individral tax when distributed;
owners of bqth types of residential pfopefty pay less tax than owners of
corporate assets with the same ability to pay. Thus houéing receives a
subsidy vis a vis other asse£s} While in principle he is correct, the issue
is much more complicated because man& residential properties are owned by

" people in the TO% tax bracket who, in the absence of tax subsidies, could

" escape taxes by incorporating and retaining earnings.

.

-

N

1 Closely held corporations can elect to be taxed as partnerships

under subchapter S.
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“, INDIRECT TAX SUBSIDIES TO HOUSING

The cost of housing depends on the pricg of raw materials and of
mortgage money. The tax law grants tax subsidy to many of these suppliers
and at léast a portion of the subsidy will resulf in lower market prices
of raw materials.1 | |

Houses obviously are built from'many types cf materials and each
one of them is a potential recipient of a fa# subsidy. Bﬁt, it is well
beyond the scope of this papér to discuss all suck indiréét subsidies.

[ 4
However at least a few are so important that at least brief mention must
be made. First.commercial banks, savings and loans, savings banks and
. life insurance compénies, which are'major suppliers of mortgage funds,
"receive a variety of tax subsidieé. For ex;mplé, they all benefit from the
capital gains proyisions and the ability to invest in tax free municipals.
Asco savings and loars and mutual savings banks a;e alloved "bad debt"

deductions which apparently exceed the actual deductions and thus reduce

the tax base below economic income.2 These deductions are available only

" if the banks have certain percentages of their assets in mortgages or

real property. The bad deduction is being reduced gradually from now to
1979. Also the tax rate on interfirm dividends on stocks is only 15%.

Commercial banks also can fully offset capital losses against ordinary earnings

to the extent losses exceed capital gains in a year. .

——

In a partial equilibrium setting such market prices will be lower unless
the recipient industry has a vertical supply function.- More complicated
conditions are involved in a general equilibriurs. model. See Musgrave (8].
See Friend [9] for a discussion of the bad debt provisions for saving and
loan industry, p. 1359. He also discusses some of the commercial bank tax
subsidies, on p. 1388, including footnote 44. Jcnes [10] has an excellent
summary of the tax subsidies conferred on investment of life insurance
companies.
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Since banks have the power to choose the date of realization of gains and
losses, this provision is important. Curréntly 1arge commerciél banks
pay a zero tax rate "because of the use of accelerated depreciation and
the investment credit in their leasing companies snd the application
. of the foreign tax :redit to their foreign income." See ﬁarr (11] p. 207,
208.. Second, interest payﬁents on life insurance are not taxable. While
this may'divert consumer savings from banks and other mortgage granting
institutions, some fands will Q? diverted from the stock market.l Third,
eérniﬁgs of.noninsured pension funds, who also invest in mortgages,
are not taied. | -
Other importart raw materials receive tax subsidies. For example,
- . timber, gréﬁel and »nther major constituents of housing benefit from
.percentagé deplection.allowances which allow a taxpayér to amortize more

< . -

than T00% of his inveslment costs.

One recept'importaﬁt development in the housing and mortgage
'field has been the goﬁernment repackaging and selling of mortgages through
GNMA and FNMA. Under this plan, individuals can buy and sell pooled
- mortgages on the bond market. But the purchase price of 0ld issues will
vary with interest rates. Thus when intérest rates rise individua}s can
‘buy at a discount Eut receivé face value when the bond matures. This
difference is accorded capital gains treatment ani should’attract mofe money *
for mortgages and lower mortgage ratés;2 Similarly FHLBB raises mbney which

it lends to savings and loans by sélling bonds on which'capital gains

can be received.

Moreover life instrance companies tend to invest more in residential
properties than commercial banks though less than savings and loans.

2 - . . .
In general when irnterest rates are considered above normal, investors can
expect to receive capital gains on all bonds once interest rates return to

noymaly |
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5. CRITERIA FOR EVALUATING THE EFFECTIVENESS OF.TAX SUBSIDIES

As the above invrentory indicates, a substantial number of housing
subsidies are containzd in the income tax code. To decide whéther the
- existing ones are useful; or should be"médified or abolished, or new ones
created, it is necessary to have certainicriteria.tq evaluate the subsidies.
The two most general justifications fdf a subsidy.are income fedistfibuﬁion_
eand a failure in the privately fﬁnctiéning market.. Tﬁe income redistribution
:argument needs little explanatfbn at this péint, though it is worth noting
tﬁat until recéntly most economists felt that subsidies were ah inefficient =
way to redistribufe income because they restficted the recipients from -
"spending in the wéy that maximized their'éwn ttility." But/recently :

it has been observed that society approves of redistribution because the

donorg receive satisfaction from helpihg ‘to make Zhe donees better off.l
If the donors; utility depends on how the fedipients spend their income,
subéidies may increase tﬁe welfare of society more tham unrestricted cash
grants.2

The market failure aréument i; a bit more complex. Economists
' have demonstrated that under certain conditions--including perfect
competition, knowledge, and foresight, and the prcper income distributién——
'iﬁdividuals who act to maximize their own ptility and profit wiil end up

e

producing the amount of various goods and services that will maximize

the society's welfare. But if any of the many corditions required in

See Hochman and Rogers [12].

While economists accept this argument, it -vos m:zde Iong after most subsidies
vere introduced into the law. But maybe t2e govermment knew this result
before economists "discovered" it.
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oving the above statement are violated, a’private economy will not
generate the social optimum. Since individuals use pricés net of subsidies
as signals in making their decisions, the governmerit could give just enough
subsidies so that people purchase the socially optimum amouﬁt of goods.
Note, however, that while this argument implies that there is a correct
‘amount of subsidy, seldom if ever is this obtimum amount.known to
.economists or govermment policx'makers.
Both of these criteria have been used to justify various subsidies
in housing;. For examplé, the loan guarantée programs lower moftgage
. interest rates by‘reducing private ﬁncertainty to (or towards) society's
‘iuncertainty‘levél. Also theré aré several progfaus that are particularly
targeted to the pqér" As an alternative type of subsidy to correct market
;ailurc, it is sometimes argued that because a hoiise is.a large investment
homeowners will participate'more actively and wisely in local government--thus
providing benefits to others in the community.
While with a f=w exceptions, most of the tax subsidies do not go
directly to those with low income, both the redistribution and market
.-failure Justifications are still made. The income redistribution %?gument

is.not so obvious but is connected with the idea of filtering.

Filtering Theory

In its grossest form, the filtering theory states that when a new
luxury unit is dbuilt, the person who ;ents it will free_up a near luxury
unit which will be rented by éomeone eléé previously further down in the
"guality chain." As each person moves up, the lowest quality unifs

ey

1 Each person can sell his home, but if a community nade bad decisions

"and many homeowne:s tried to sell, prices would decline.
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will become vacant, Qbsolete and eliminated; henc.:, the increaée in a
Juxury unit improves the quality available to pocs and moderate income
families. The theory also assumes that }ents per unit of quality decrease
. throughout the "chain'" because of the ihcrease in supply of luxury units.

- Many genéral housing.tax subsidies are jﬁstifiea, therefore, on the
grounds that the increase in the proportion of the national saving
-and investment that goes to any, housing will filter down to the poor.l
Since'most current tax subsidies are not festriéted to type or” income
level of housing,.it is appropriate to ask if the filter theory is ; valid
description of the real worid. Before attémpting to amswer this question,

it is best to consider several different dimensicrs of the term "housing."

Quantity, Quality and Useful Life .

-

<

At leést as far back as the 1943 Hdusing Act, it has been a
national polidy that eaéh-person or family should have "adequate h?using."
Adequate is an imprecise measure that, like poverty, changes with
national prosperity. Buf the term cértainly indicates that the quality
of housing is important. Quality encompasses external and internal
structural and neighborhood aspects. |

- External and internal structural aspects of quality change as a

building ages. Hence, it will be necessary for us to conSider-fotH initial

quality and average quality during a unit's lifetime. The latter, of Eourse,

depends on maintenance, improvement, and repair strategy adopted by the

Tax subsidies may also increase the amount of savings, but I will assume
that the effect of subsidies to housing will hove so little impact on
total saving that they can be ignored.
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landlord. The number and quality of housing units also depends on the
ength of time a building is used or alternatively when a building is
destroyed or abanddned.

Problems with the Filtering Concept

With these definitions, it is possible to demonstrate several
possible flaws in the filtering argument. TFirst most of the tax subsidies
are peid withoﬁt regard to whether or not thé housing umit would have
been built without the subsidy; The general tax subsidies cguld result
in more or better low income housingjbut landlords of iuxury b?ildings
* can respond to a tax subsidy by increasing the quality of the unit, e.g.,
floor space, soundproofing, equipment, etc., rather tham building more
units. But in this case, in the short run, thefe is no additional chain
reaction as described above and no filtering. It seems that most new

artment buildings that are used for tax shelters are built for the luxury
or upper moderat¢ income people. Of course aftef 20 or 30 yéars, these
n2vw buildings may be lived in by the poor or lower middle class who can
benefit then from the increased quality if it still éxists, but there
are reasons described below, for expecting that the tax laws encourage
sloppy maintenance and lower quality as a building ages. Thus even in 20
or 30 years, the extra quality induced by the subsidies meed not filter
down and in any event 20 or 30 years is a long time to wait when more narrowly .

focussed subsidies can increase housing for the poor now.

There is another important aspect to the prdblem. In [13],

e

Taubﬁan—Rasche demonstrated that most subsidies wilivlessen the useful -

life of bﬁildings ever. wvhen the subsidies do not alter maintenance, repair

IO AR
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nd improvement strategies.l Since we also expeét the tax subsidies

to induce less maintenance, the useful lives will be reduced even ﬁore.

The shorter the useful lives, the less the average number Qf units available
 and the less filtering that occurs.

Both 6f the atove arguments suggest that luxury and modergte price

buildings will have shorter lives and lesser méintenance as a result

of (most) subsidies. Hence, the above statements at least cast some
'doubt.on the validity of the filtering theory and on ﬁolicies which attempt to

improve low income housing by general housing subsidies.

Equity and Efficiency

Two qyite general criteria in judging subsidies or tax policy are
~equity and efficiency. Equity or fairness involves both horizontal
aspects or‘the equal‘treatment of people with the same ability to pay and
vértiéai'aspects or the proper treatment of people with different abilities
' to pay. A tax subsidy één be considered unfair iy it is not equally
available £o equals or if it distorts the (socially agreed upon) progressive-
ness of the tax law.

An efficiently organized economy is one in which marginal social
costs and benefits are equalized. Rational individuals, howeyer, will
‘base their decisions on private costs and benefits, which include fax

P

1 The reduction occurs because the market resnonds to a-subsidy by

reducing profits on all buildings but replacement, abandonment

decisions depend on profits plus subsidies in later years only. —
Since most subsidies are either front loaded or constant per year,
profits plus subsidies decline in later years in response to a

subsidy increase.




. ih'the quantity.and ¢uality of housing per dollar of revenue loss. -

»

- that his transactioanualifies for a subsidy. - .

2k

.ubsidies. If private and social costs (and bepefits) are the same
without a subsidy, tlien a subsidy is inefficient with some more inefficient
than otheré. But if private and social benefits (and costs) do not
correspond, then a gubsidy can increase efficiency.

As noted above it is difficult to defermine the exact amount of
subsidies needed to achieve the most efficient allocation of resources.
Thus somé more modest efficiency criteria are more commonly used, of which
cost effectiveness is one of tﬁe most important.

»

The cost effeciiveness criterion can be summarized as the increase

Cost effectiveness can vary by subsidy because some subsidies are paid

|

to people for doing vhat they would have done anyway while others.are

3id only on marginsl units.

Another relatel criterion is the cost of administering the tax

subsidy. Ir thé subsidy only applies to qualified investors or
investments, an "inspector" has to determine if particular people or
projects are qualified. Included in this criterion are the costs
of illegal actions or of checking the "inspector'é" actions. Also
included are the costs to the taxpayer of hiring tax specialists fo insure
Related to the efficiéncy and equity criteria are the taxpayer
morale and hidden subsidy questions.. If_takpayers feel that the tax

system is unfair because of too many loopholes, many people, it is argued,

However, it is not necessarily true that correcting t:2 difference
between private and social venefits in one indus.ry ircreases social
welfare in a world in which private and social bznefits differ in many
industries, That is, countervailing power often is useful.
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will try to cheat and evade taxes and will becomé cynical about the fairness
Jf government. Some subsidy programs require Congress to approﬁriate funds
annually. This yearlj review subjects the subsidy to the continuing question
of whether it is still needed and whether the proper amount is being spent.

- Tax subsidies do not involve expenditﬁres and thus are continued without
review and witﬂout Congresgional supefvision. .This encourages subsidies

. to outlive their usefulness and to be unresponsive to fiscal crises.l

Relation to Other National Goals

The amount gnd locétion of housing is often reléted to other qational
goals. For example, the quality of schcoling available to children
depend$ on where they live--at least as long as current policies on
_busing and local financing of schools remaih in effect.' But some types

of housing subsidies can help determine,housing location and availability

i
-

> the'éoor. Thus the subsidies-can help or hlnde“ meeting what seems to
be a national goal of making quality sqhooling available to all.
Anothér set of examples conéerns the cdntroversies over open
spaces, the rapidify of suburban grbwth, and révitalization of neighborhoods
and cities. Housing tax subsidies can have importznt impacts on these

major policy issues.

For example, in 1973 these subsidies were not subjected to impoundment

t'hnnn-h ov-nana fdarmn ook oA o sy
P A mer e a b o VJ A(‘“OJ.AJA— "\..&\-
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6.  Effectiveness of Existing Tax Subsidies

In this section\we will examine how well various subsidies measure up
to the different criteria Just given. We will bégin our analysis with the
rental market and will consider in most detail the package of aéceleratea
depreciation, capital gains, limited recapture, and mortgage financing among

vwhich there are so mary interconnections.

Rental Market

I£ is well knovn that this package of tax law subsidie% form a primary
- element in the so-called real estate tax shelter. Furtﬁermore, there is sub-
- sﬁantial evidence that the advantages of such tax shelters have been well
lpromoted to sophistieated, high-income tgxpayers.l This suggests that the

package has been successful in increasing the share of savings going to housing.

" There are, however, a few caveats that bear mentioring. First, one effect of

increacse in taxy ghelters would
— - — ——— - e~ o ar - - T —ra
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..... up
thus, dollars buy less housing in physical terms.2 Second, the "professional"
builders and landlords (the ones who were not attracted into the industry
solely because of the tax shelters) may be investingvless because their

after profits have been reduced.3 Third, with the exception of 167k rehabili-
tation, m&st of the tax shelter investments have gone into luxury or moderately
expehsive housing, and not low income housing. This concentration ;ay well be
due to the importance of capital geins and the highly levered igyestﬁents .

for current (and prospsctive future) purchasers. Both these advantages may

not materialize for lower income projects because of the greater possibility

.“k‘ ~

Indeed Taubman-Rasche [U4] explain most of the annual variation in multifamily
housing starts by a single variable that can be thoight of as the after tex
profitability of inves®tmont. Also there are available various tax vlanning

ks thai provids detailsd analysis of real estate tax shelters and their

rious provisions. '

2 This assumes the long-run supply curve of housing is not horizontal.

SSee Deffet [4] for the ansuished cries of one nrofessional,
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of neighborhoods deteriorating. Of course the iﬁcrease in expensive apartments
can still benefit all fenters ig contrary to objections raised ébove, the filter
theory i1s correct. Finally, it must be emphasized that we really do not know
if housing is more or less subsidized thén other investments. I don't think
anyone knoﬁs al; the direct subsidies‘paid to all assets, and the interindustry
price effects or indirect subsidies aietérra incogﬁiﬁo. Thus it is possible
that the tax and other subsidies conferred 6n housing may not fully offset the
subsidieé coﬁferred on other investments, in which case housing would stili be
underfinanced,or vice vefsa. _ ' - .
The acceleratec. depreciation, capital gains, leverage package has prob;

.ably increased the nunbexr of units built and the initial luxuriousness of thesé
buildings. But average quantity and quality may have decreased becauée of
. effects on mainténahce and repair and on useful life. That is;'thése subsidies

{11 cause ovmers to reduce maintenance and repair;, First; both th
gains provision and the decline in the_annual inter=st deductions as mortgages
are repaid favor rapid turnover in ownership.l Many people feel that>rapid
turnover leads to shoddy maintenance because thé curfent owner gets out before
the effects of shoddy maintenance comes to haunt him. (See Deffet [4].) While
I don't know of any em»irical work that bears.directly on this question,-
econonic theory suggests that this ought to happen. To see this, s;ppose
-that,any outside inves<or finds it difficult to establish the eXact quality
of a building or how many corners have been cut in maintaining the building.
Then owners who have a building which on the surface appeérs to be in good

- shape--though in fact undermaintained-~will receive extra profits. Of course,

investors will eventually learn that the average quality of buildings is less

£t is important to remember that even after the 1969 changes the recapture
rule only applies to dspreciation in excess of straight line, but straight
line depreciation apparently is a subsidy. Also, recaptured excess depreciation
still allows taxes to be deferred for substantial periods. When the large in-
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thaﬁ what they anticipgted, but as long as they can't easily distiﬁgﬁish the
good from the bad, .they will pay an average price for Both types.l In this
type of a market it will still pay for all ownefs of Iildings to undermain-
tain and receive the average price when they sell. BEwen if evehtually all
owners are driven to maintain at the same level, the sverage maintenance and
quality will be less under a system that encourages rapid turnover than when
the consequences of shoddy maintenance are internalized through s system

v

that encourages long-term ovmership.

It probably is even more difficult for tenants to determine quality.
'_Hence, the same argurent would suggest that even for mew buildings short~term
ownership would encéurage high surface quality, but reficed quality for hard-
to~observe iéems. While I thihk this conclusion is trixe and there are con-

A firming'newspaper storieé, about the only "hard" pjece af evidence I know of,
.8 oral.complaints from landlords that a 4O~year life is too long éince they
don't build apartment buildings the way they used to.

e Repairs and majntenance may also be reduced for aene other reason.
Iet the equilibrium age profile of after tax profits be represented by the

line AA in figure 1. Now let a tax subsidy be introduwmd. For front loaded

or constant dollar per xfar subsidies, the new profile of after tax_profits
O
AFTER

- - -C’,}EICF;TS A
B\ \p )
- AEL ’
After Tex Profit Profiles as a Building Ages -
Figure l

N

-

If it were inexpensive o determine quality, this nee#i not happen.
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“tneluding subsidy) will look like BB once the market has adjusted to the
~ncrease in supply induced by the subsidy.l

Since on this new profile net profits in iater years are smaller it
would be less profitable to maintain and repair buildings.-

Buildings will be destroyed wheﬁ annual profits are less than the
return that can be made by selling the land and investing the proceeds.3
Thus when BB is substituted for AA, destruction occurs earlier. If main-.
tenance is lessened for either reason given above, EB will shift further
' tq the left and useful lives will be shortened stil). more and average

" lifetime quality will ¢ecline.

To sumarize this material, it seems likely that the tax subsidy

being discussed has increased the quantity of buildings and especially
‘expensiﬁe buildings. ?i.may also have inépgased the surface luxuriousness -

buildings. But partly because of marketvadjustments to subsidies and
partly because pof the incentives to rapid turnover and thus to shoddiness,
the useful life and true quality are probably Qeduced.

‘This particular set of tax subsidies does not seem to involve much
additiona; recordkeeping and administrative costs for the taxpayer or the
IRS. . But as with most tax shelters, individuaié #ill spend resources on
-tax lawyers and accountants to insure that they benefit from the law. In
addition, there are now tax shelfer brokers who are naid to find the right

shelter for the right group of (passive) investors.

B See Taubman - Rasche [13] for a proof. _ -

For certain shapes of AA or subsidy packages which are concentrated at
the end of the assets life, opposite conclusidns follows.

->

The owner need not seil the land but can rebuild himcelf., In sluas, the
lding will be abandoned when profits are negative.

i

f
f
i
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The many tax shelters together have helped to redwmce both the pro-
sssiveness of the income tax (vertical equity) anl invalidate the principle

of equal treatment of equals (horizontal equity).l If omly the housing tax
shelters were eliminated, the situation would probably change little. But
the existence of a tax subsidy to one industry is often wsed to justify a
subsidy to another "to reestablish equity." Thus it seems fair to say
that the housing tax subsidies help contributé to the erosion of vertical
and horizéntal equity.

In a mofe general sense, the inequity arises becamse of the pro-

greséive tax rate schedule. As people invest in tax sheltefs, the before

tax return will adjust so that the after tax rate of retwrn on all assets--

sheltered or not--are the same for the "mrginal" investor. If this

marginal investor were in the top tax bracket, the tax shelter wduld erode E
2 tax base but the fop bracket person would lose "in his before tax "divi-

-ends" what he gains ia tax savings; i.e., he would have the same after

tax return as.andther +op tax bracket investor in a nonsheltered asset. J

But Because there are 50 many tax shelters with such large subsidies, the

tax bracket of the marginal investor in rental housing is probably less

than 50%.2 Since the market established an equilibrrium fior a tax free

.asset A and another B in which r, = rB(l-t) , those in the tax brackets

A

higher than that of the marginal investor receive substamtial benefits

—

1 See Pechman and Okner [16]. . .

2 Dax free municipal bonds have generally yielded about &0% to 65% of —
comparable quality corporate bonds. Assuming no dirference in transaction
costs, the after tax yield of the two assets should be egual for the

marginal investor or /-municipal = i .corporate (lut)l Hence, the mar-
ginal tax bracket (t) for this tax shelter must be 55% tc L0%.
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from the tax sheltered asset A. That is their after tax return is the
same as if they invested in B and paid the rate,'t, of the marginal
investor. \

Next'let us coansider the cost effectiveness ef these subsidies.
As they are structured these subsidies are available tovall investors
in new and used housing. If there wefe no subsidies, nearly as much
housing would be built and maintained. That is, eince available evidence
as summarized in de Ieeuw [16] would suggesf e houeing pfiee elasticity
between O and -2, a 10% subeidy would increase th: quantity of housing
no more than 20%.l ]
Becaﬁse the suOSidies are paid on all housing including those that
-would have been built anyway and because the supp]y response to price
changes is limited, these sub51d1es are very exnensive. A hypothetical
example will best ;llustrate this. Suppose that W1thout the subsidies

bboro wonld bhe 1000 ac

~Iy e
[V BV YL S A vy )

$100 each. Ne:t, suppose t tax
subsidies of 5% are introduced and that this increases the supply of
housing 10% to 1100 units. For simplicity assume that the construction
‘cost remains at $100. The total cost of the subsidy is $5500 ($5 times
1100 units). Thus, the average effective subsidy xost for each of the

. 100 new houses produc2d by the subsidy is $55 or 55% of the construction

cqet of houses.2 Thus, this tax subsidy which is paid on all housing

l,It is worth noting that houses were built in larze number before these
tax subsidies were given and continued to be built at a rapid rate after
the tax subsidies wers reduced in 1969. :

2 If instead the price elasticity of demand were -it, a 5% subsidy would
cause 200 extra units to be built for an effective subsidy cost of $30
or 30% per new unit.
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will rate low on the cost effectiveness criteria {wiless the price elasticity
f demand is huge):

Therg'are a number of different wéys in which the‘housing market fails.
These are discussed in detail in [4) and include imperfect competition in
building trade unions and among construction firms, lack of complete knowé
ledge about prices and quallty, the dlfference betw=en the amount of private
end social riskiness iIn 1nvestments, and costs and béneflts that accrue to
the owner or renter of a particular house, i.e., exﬁernalities. The
riskiness problem has beeh attacked directly through léan gparagtees. The
remaining céuses of macket failure would justify some subsidy though it is
not clear how m.uch'.l In addition thls partlcular s2t of subsidies probably
worsens rather than 1mproves the 31tuatlon with revard to knowledge of
quality.

The finzl criteria we will consider is
such as eduéational equality and redevelopment or suabilization of the cities.2
In principle, the accelerated depreciation subsidies éhould be neutral with
.respect to these éoals since all rental housing‘in uny location is eligible,
In practice the importance of the capital gains provisions and of leverage
. seems to restrict the subsidy to at least moderately expensive housing.

Thﬁs inner city slum or deteriorating neighborhoods won't be fixed up.

1 Moreover it is suggested in [4] that the markets f'or all other investients
are affected more severely by these same problems and that housing may be
receiving too large subsidies relative to other assets.

2 The impacts on any national goal could be studied. These seem likely to
be effected. '




35

‘Of course if the filter theory were correct, the subsidies might help disburse
he poor through the city and equalize educational oﬁp@rtunity within a city,
but subsidies have been paid for years and disbursement is far from a fact.
More importantly, the fiight of renters to the suburbs where it is easy to
put up large corplexes will hinder educational opportumity as long as
political and tax bouridaries are maintained. Similarly, the tax subsidies

would seem to encourage urban sprawl and the'using up of open space.

s

Section 167k

The 5 year writeoff provision of‘section 167k for rehabilitation
- expenditures is different from the other subsidies in that it is restricted
to low income units and that it is not paid early in the assets life. I

have yet to see a study on how successful this tax subsidy has been in

* attracting investors though I think it should be successful. Since investors

{0
3
{2
l_i
n
0n
Q

an write off the costs of rehabilitation over § years of the
useful life of the building, the subsidy will be.more vzluable for those
types of rehabilitation that generéte profits over long periods. Thus

this subsidy should increase quality end useful lie. However, since the
same limited recapture rules described previously apply, there will be a
tendency for guick twrnover in ownership and thus an emphasis on surface
~rehabilitation. )

Once again, the wealthy investors benefit more Irom thighsubéidy

than the nonwealthy and there is erosion of the principle of equal treqt-
.nent of equals. However, in terms' of renters, the benefits of improved
houging or lover rents for given quality go to logﬂincnme people quickly. —

There are, however, certain administrative costs necessary to make sure

that only low income units are rehabilitated.
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This subsidy w!ll have effects concentrated in low incdme, deteriorating
14 slum neighborhood:. Thus, this subsidy should héve beneficial consequences

towards such goals ;s reviving the cities, checking urban.sprawl and saving
open spaces. It‘is not clear what the effect, if any, would be on educational
opportunity. |

Since little in the way of rehabilitétion occurred without the subsidy,
section 16Tk is not pzying people to do what they woﬁld have done anywvay..
That is, it shows up vell on cost effectiveness. Thus the program can be
justified on equity grounds (though a tax credit for réhabilita?ion may be
. befter). There also may be an efficiency argument since there are special
‘risks in long term investment in such areas as well as externalities or

neighborhood ‘effects.

her Tex Subsidies to Rental Housing

Thé other tax subsidies to rental housing are not as important and
Vill be covered more briefly. First, the further deferment of capital gains
tax 5eyond realization or complete forgiveness has the same type of impacts
as capital gains taxes. ; The tax subsidies on equipment should be success-

ful in inducing landlords to put in more and better equipment. Whether

equipment is substituted for shell quality will depsnd on their relative

subsidies.e It is worth noting that with a fixed pool of natiopal saving, s

resources spent on equipment are diverted from all other forms of investment.

l'Except the death provision will cause people expecting to die to hold on
to an asset. _ _ ‘ :

? However, equipment may be substituted for future labor and other operating
~osts, e.g., equipment that breaks down less frequently roy be used.

e
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Thus, more equipment per building may result in a reductiion of the number of

ildings. The equiprent tax subsidy also is paid to petople who wquld have
purchased the items without the subsidy. This subsidy, lowever, probably
does better than the accelerated depreciation on the costt effectiveness
criterion since builders can more easily substitute itemss--such as refrig-
“erators, air.copditioners, etc,--that the renter could provide for himself
but without receiving this subsidy.

The administration cost of ADR and the investment>téx credit on
‘hqusing equipnment are not particularly large especially since complicated
tax problems are not involved. Tax credits-~as opposed to deduétions--have
a value to the faxpaynr that is independent of his tax bwacket. Thus, ADR
tends to benefit the.wealthy tax shelter user more than the investment tax
credit. The %ax credit is notravailable on used eguipmenit; hence, low in-
~ome housing may benefit less. Since theiother tay subsiidies tend‘fo favor

xury.ﬁuildings which h;ve to be equipped, and sirce such puildings have
more equipment (including appliasnces) the equipment subsidies are shared
by renters and owners of such buildings.

The previous arguments on life of buildings and skort term ownership
still hold. But the subéidy'may induce owners to use equipment which will
require less repairs. Hence the average quality of part of the housing.
services may be incressed. There is no obvious effzct of this subsidy on
other national goals. -

The ability to 2xpense some costs whose associate&.revenﬁes are taxed
as capital gains should encourage‘péople to make thesse expenditures. The
types of items generally included in this category are éainting, decoratihg,
and repairs to visible items. Thus this subsidy willeemﬂ to increase some

ts of lifetime qualify. In other respects this subsidy's e’fectiveness
is like accelerated debreciation except that thére is no cbvious connection

with other national goals.

—

o outoro
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The various éubsidies to rénters where the cubsidy value is not in-
cluded in taxable income should help the beﬁefiéiaries obtain more and better
housing. By'increasing the demand for qualiﬁy, there is‘évefy reasons to
believe that the pripe of quality will rise and that buildings will be better
maintained. With the possible exception of FHA and other mortgage guarantées,
most of these subsidies‘do not reach all wﬁq are eligible or most of the
poor; hence, these subsidies are horizontally inequitable;’ Indeed since
. mortgage lenders tend to "redline" out certain arees as too risky to in-
vest in and to excluae poor people who are poor credit risks, many of the
credlt guarantees won't beneflt the poor directly. The proposal may help
filter the poor throughout a city and suburbs thereby helping on educational
“”épportunity,‘but hincering attéinment of open space goals. However, this
tentative conclusioﬁ should be re-examined on a prégrambe-program‘basis;

task that is beyond the scope of this payper.

Owner Occupied Housing;

The tax exemption of income but deductibility of interest and
property taxes of owner-occupied housing provide important incentiveﬁ)which
are partly offset by rroperty taxes, for people to own their owm homes.l
.It is difficult to determine, however, whether tax subsidies or lower mortgage
cééts arising from FHA programs and subsidies to mortgage companies have
influenced people to beccme homeowners.

With our progre551ve 1ncome tax fate schedule, this téx subsidy

conferred more of a benefit on the wealthy (when enacted). We would expect -

this subsidy to lead to increased homz prices and if the differentials can

‘The subsxdles to luxury buildings work in the opposite ection.

2 it sk
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be attuned to income level, the wealthy person wﬁo buys currently need not
obtain a bigger subsidy. But I know of ﬁo study wnick indicateé the effect
of such subsidies on differently priced houses.
The subsidy not only encourages_péople to bﬁy‘m hoqse but also to

-buy better houses. For the same reasons given before these subsidies will
reduée the usefﬁl life of a.house fof a given fepair strategy.- Re-

pairs costs are not treated in a neutral manner by these tax provisions.
The cost of repairs is not deductible from taxable.income, but the reveﬁueé
'aie no£ taxed as ordinar& income. The repairs should increase ,the selling
" price of the house which is subject to a (deferable) capital‘gains tax, but

- the costs of any improvements in the house are fully deductible even if the

improvements have depireciated since being made. All these provisions

i

suggest thét repairs are subsidized and,housing quality will be maintained.l

Moreover, the owner Qho expects to be living in tihe homse for a long fime
has an incentive to institute the optimm repair plan.

‘ These tax subsidies also pay a personwfor doing what he would have
done anyway. Since the price elasticity of deﬁand almost certainly does
not fall outside of the O to -l range discussed earlier, this subsidy is
very costly. _

These are some costs of administering this tax since the taxpayer
must kéep records of property tax and interest paymants. Moreover, néarly_
all homeowners itemize, thus they must also keep reczords on their othexr

deductions.

1ine‘ ' '
1 However, the shift ia the age price,as in figure 1 amd the shortened
life of houses will cauise people to repair less.

*

RS
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These homeowner subsidies may make the attainment of the educatiénal

juality goal more dir’ficult especiaslly since home ownership is more valuable
to those wiﬁh more in:ome. In addition these subsidies ﬁay lead to tract or
neighborhood development of owned housiné, i.ef, spatiall& segmented markets.
If these markets correspond to political entities)which are endowed with'
different tax base pes student and differeht quality schools, equality of
_ educational opportunity is weakened further; -Moreover siﬁce sinéle family
homes require more land per équare foot of housing, there is a connection
- with urban sprawl, decay of the citiés, ete.
About the only neﬁ complication intrbduced by capitai ga;ns.taxes
‘is that people should be less williﬂg to move as their income, family

size, or other determwinants of housing size and location alter. The various

deferral schemes remove this effect, and some of tine "social stability" used

Indirect Tax Subsidies

Tax subsidies given to suppliers of housing raw materials lower the
cost of building and ojerating owned and rented housing. As long as owners
. base their decisions on the after tax rate of feturn on investments or
rgﬁters on the net ren: they mvst pay, indirect subsidies that reduce costs
are as effective in increasing housing as subsidies that raise {Evenﬁes by
the same amount. However, a problem wiph~u$ing indirect subsidies to

stimilate housing, is that all users of the raw materials -(including mort-

gages) also benefit from the subsidy and absorb part of the stimulation. -
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Indﬁect subsidies will benefit all types of housing though some
ypes of building materials or sources of mortgage ere more heavily used
by multi- than singlé-::“amily homes and vice versa. An wnusual conseguence
of these subsidies is that the effects are more valuable for the less well
off. For example, the loﬁer interest rate on mortgages will mean smaller
.itemized deductions (for a given mortgage) on the 1040 form. A reduction
of $1 reduces taxes by t dollars where t is the persons” marginal tax |

"rate. The larger the tax rate, the bigger the reductim in taxes fér a
‘given deduction. But each dollar decrease in deductioms will increase

- taxes more for fhose with 1aréer.t's. This example sheonld not %e con=~
strued to mean thé‘t ‘_t.l'..ose with higher incomes don't bemfit from a reduction
in interest rates since they and all investors; will fimd their after t;ax
profits increased wher. interest costs decline unless the marginai ?éx

ate is 100%.

The ‘ba}; subsidies to mortéagors may hot directly increase hoﬁsing
for the poor since the mortgagors often won't extend credit to poor risk
areas or poor risk persons at any feasible rate of interest. (Their
extra supply of investible funds will either go into nmmortgages, re-
duction in down payments, or-be reduced by lowering the interest rates
they pay to attract deposits.) Without going into much more detail than is
péssible in this paper, it is difficult to evaluate infividual subsidies

—e

on the other criteria.

Manipulation and Exvansion of Existing Subsidies -

To my mind mos® of the existing tax subsidies show up so poorly

in the above evaluation that they should not be enlargsd. (The one
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nossible exéeption is section 16Tk, which may prove successful, but which
ould probably be improved by substituting a tax credit for accelerated

depreciation.) Instéai serious consideration should be given to substituting

A either housing grants or other tax subsidies such as thuse described belov.
Earlier I argued that stréight line depreciation is too rapid. Thus I

-would favor eliminatinz accelerated methods, but Taubmam-Rasche [U]

suggest that disallowing capitél gains treatmént for apgrtment buildings'

- may be more important presuming that it is impossible to institute a de-

preciation system slower than straight line.




.creased quality or lower rents. ' " -

.would be to eliminate all other tax shelters. If housing tax shelters were

stitute. Since the credit need not artifically change the tax basis, the

L1

T. New and Improved Tax Subsidies to Housing

The above evalusation would indicate that mos: of the tax ;ubsidies
to housing are expensive given the extra housiné trey produce, that they
provide a.tax shelter for upper-income persons, and that they tend to dis-
criminiate against proper maintenance and:repair practices and lead to an
artifical shortening'of the useful life of a buildipg. In addition, while
in principle, most of the subsidies apply to sll houéin%yin practice

moderately or very expensive housing has been produced by the tax subsidies.

For several reasons, these changes may not filter down to the poor as in-

Criticisms such as these have led many commentators to conclude

that other types of government intervention would te better than the ex-

isting tax subsidies. ©Some of the criticisms may apply to all tax subsidies,

t in this sectioh I will try to propose and evaluate some additional tax moe
Jbsidies to housing. But before doing that, I must mention that the single

most important developmnent in the tax subsidy field that would spur housing

the only game in town, sophisticated investors would quickly pour money

into them.

Téx Credits on New Houses

Perhaps the mosit obvious neW'subsidy.would be a tax credit on

rental building. ©Such a credit has a number of adventages as compared fo

accelerated depreciation for which it is often considered to be a sub=-

credit does not create capital gains, and thus avoids encouraging rapid

rnover and the associated maintenance probvlems. ird as showa in Taubman-

|
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'Raéche[l3], the tax credit will reduce useful lives less than accelerated
;preciation with a subsidy of the same (present discounted) value. If
the tax credit were coaimable only against housing :income, the credit could
not be used by investors whose profit comes from tax 1o$sés arising from-
any remaining tax subsidies such as excess depreciation, etc. The credit,
moreover, would benef:t taxpayers in all tax brackels equally. Thus, this
subsidy wduld be of more value to the builders and owners who maintain
ahd operate their own buildings than to the amateurs who are passive
partners in tax shelters. The credit could also be designed to encourage
- long~-term ownership ard thus better maintenance by spreading the credif
‘o§e¥ a 15 or 20 year reriod, with eligibility contingent on continued
ownérship.l If fhe credit cén only be claimed against profits from
) hoﬁsing, people would have an additional reason to maintain the building.
Even this credit would still pay people to do mostly what tﬁey
would have done anyway. Thus, the credit would be expensivel It can be
made more cost effective by restricting its use to housing erected in
sium and other areas vhere little private building occurs or by tying
the subsidy to the percentage of people receiving rent supplements, etc.
Also the credit could be given only to major improvements (for all or low
income héusing, and te a substitute for section 167k). This would in;
‘c;ease quality and prcbably aid in filtering decent housing to the poor
and maintaining neightorhoods. This, qf_course, woald involve‘;igher
costs of administraticn and evaluation;

Given our earlier discussion on equipment, it is natural to examine

the equivalent of ADR, that is, a shortening of tax lives. This is a

muich inferior subsidy since it would accentuate the capital gains and

.* Corporations could get around this requirement by becoming a wholly owned
subsidiary of another company. But corporations are not that important in
this industry. ,
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‘short-term owenership repair problems and would confinue to concentrate its
mefits on tax shelter investors rather than all taﬁpayers. Of .course, the

short tax lives might be extended only to certain tyﬁes of housing, city

areas, or improvements, but there is no reason why the same coﬁld not be

done with a tax credit.

Mortgage Ienders

Tt is bossible to design tax subsidies that 1£e§ the "amateurs" out
~ of the operation of rental housing, strengthen long«tefm ownership, and yet
) aﬁtract funds into housing from a wider spectrum of the public.' For ex-
'ample, if the tax subsidies were given to the lenders of housing capital
ratﬁer than the owners, there would be lower mortgage rates yet the incentives
. to rapid turnovei of buildings could bé avoided or nuted;since no capital
Ains are created as the building ages.l Mbreover'as argued earlier, the

reduction in interest payments are mbre advantageous the lower the per-
sons tax braéket;Ahence, there would be less of a competitive advantage

for peqple in the top “ax bracket. The tax subsidies could be structured
to exempt all or part of the profits of housing mortgages from federal
income tai. !By encowraging an increase supply of housing mortgage funds,
interest rates would be lowered.) Since there would be problems in-deter-
Vmining the profits on housing mortgages in financial intermediaries éuch
as life insurance companies that in&est in many types of aésets, an
alternative approach ol housing mortgage tax credits might be preferablé.'

There is no economic reason to restrict this type of overation to -

the existing direct lenders. Instead FNMA and GIMA obligations could be

There is less need to worry about rapid turnover o lcan instruments.
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made eligibie for partial or total tax exemption or for tax credits. Since

re credit reduces taxes equally‘for people in all brackets, the credit would
be more attractive to people, in say, the 25% to 4O% tex bracket range. FNMA
and GNMA could purchase all housing mortgages or hcme repair loans offered to
them.l Alternatively, thése agencies could restrict the use of such tax sub-
-sidized fundé to low income housing, rehabilitation loans, etc. To determine
how much funds were tax subsidized, the agenéies could have separate-issﬁes
- of taxable and tax exempt (or eligible for credit) instruﬁents.

.The reduction in mortgage rates can be quite an effective tool. For

example, Taubman-Rasche indicate that a change in the mortgage ;ate nf 100
basis points is as powerful as a change for rented housing as a change from
double declining balance (150 on used buildings) to straight line depréciation.
Among homeowners the mortgage reduction Wili be more important for people

. lower tax brackets and will be more conducive t3 long-term ownership.
Thé long~term 6wnership could be made even more attractive if ﬁortgage
repayments vere changed sé that the interest portion either remained constant
or increased as the mortgaée aged. These types of mortgagés could be made a

condition for tax subsidy.2

If it is desired that banks exercise discretion and not make and then sell
to GNMA very risky mor,gages that the banks would not normally have granted,
GNMA need only buy 75% of each mortgage. However, given "redlining" practices ,
of banks, it may be socially desirable to encourage lenders to invest in risky
areas to improve housing for the poor.

e Series E bonds are a precedent for such a pattern. Sinece the debtor would
be paying too little interest in the early years on the existing principle,
there would have to be a provision that if the mortpage were repaid early a —
Jump sum payrent which would be equal to the dlffervnce that would have been

paid on a conventional mortgage. <
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31X Subsidies to Excess Rent

Anocther form of tax subsidy wouid allow eitler a deduction or tax
credit for "excess rent." Under this plan excese rent would be{ say, any
amount more than 30% of adjusted gross'ineome. A credit seems a.better |
procedure for several reasons. First,many renters .do not itemize and may
not £ind it to their advantage to do so even with this new dedﬁction. A
credit, however, woulc be available to all renters. Sécondlye es noted
before, credits reduce tax payments equally in all tax brackets while
. deductions are worth rore the higher the tex bracket., i

The credit plan could be adjusted so that tbelsize of the credit
was ‘a functien of income. For example the‘total.credit could be adjusted
(mltiplied) by a fraction whose level decreased ccntinvously from 100

0 O per cent as income rose. Alternatively, there couid be an‘income
level ehove vwhich the credit didn't apply though such feztures imply
very high marginal rates for some level above the cutoff point or notch.
- There is in existence a subsidy plan under which eligible persons

pay 25% of their income for rent witﬁ the government paying the remainder
of the market determired rent. An objection that has been made to this
plen is that the eligible renter has no incentive to economize on his
rent payment (or search for another apartment) since once he spends 25%

of his income, the rertal price to him on any excess expenditures falls

to zero. If the creditrwere 100% of the excess, the same objection woﬁld

-hold (though it is important to note the same eomplaint would not hold for

a tax deduction). As a response to this objection,. the credit could be
made only 50% of the total excess rent. A major advantage of this plan,

s opposed to the existing rent supplement plan, is that many more people
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.Would benefit and there would be no horizontal inequity. This plan would
also reduce the cost e’fectiveness problem since the-Bmﬁwof income restriction
will eliminate much normal spending on housing from beiimg eligible for the
subsidy. Also, 1f saving fates increase with income, ®specially above, éay,
$20,0oq’the poor and riddle class would be more likely to meet the criterion.
The tax credit plan may involve some administrafive costs. For
example, should rent ianclude utilities, or be adjusted for furnishings
supplied; Iﬁ addition, what would happen if neighbors'begén to rent houses
~ to one another at inflated rates? Also, a decision warld have to be made
_ aﬁout the treatment of those who owed no tax before subtracting the credit.
'Moreover, to avoid millionaires who invest in tax free assets from
benéfitting excessively from this provision, a stringemi definition of

. income would be necessary. ' " ’

Tax Subsidies to Increase Useful Life and Repair and Rekabilitation

. Most of thé existing and newly proposed subsidies tend to decrease
usefulrlife and decrease incentives for repair because the profits at all
ages are reduced (because of increased supply) while thke subsidies are
largest ¢érly in the assets life. More decent housing would filter down
to or be rehé%ilitated up to the poor, if such negative incentives ;ere

'léssened or positive cubsidies wefe granted to repairs. Aé previous dis-
cussion has indicated, the negative subsidies can.be lessened by spreading
the ;ubsidy throughout the asset's life or bettermftillxﬁ& having sub-

.sidies increase with the age of the building. This‘;s one reason why it

was suggested that subsidized mortgages be designeé:tb have interest

rayments larger at the end of the asset's life. Arothsr mechanism would
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a8 tax credit, based on original cost, which is arplieable only agains£
the tax arising from prrofits made from each building, that is, paid at an
increasing rate as a house ages with no credit paid untilhthé structure is
30 years old. Since»this subsidy would only be applicable to buildings
showing a taxable profit, it would encourage repairs. A variant of this
would be to base the tak credit on the repéir costs while having the
credit paid annually and at an increasing rate.l It woula‘also be possible
. to reduce continuously the ta# rate on earnings on buildings beyond a
certain age.. Th;s cerbainly would enéouragé repairs especially'if it were
pbssible'to‘write off hhé repairs during the earlier periods of higher tax
 rates;'howe§e?, £hére may be high sufveillanqe and secord keeping costs
;ince taxpayers would want to ﬁriﬁe off all expeﬁses during high tax rate

riods. fl Finally tax credits could be given to buiiding coﬁpanies on each
aousing untili sold. Waiie encouraging more construction, this method wouid
be neutral ﬁowards type of oﬁnership. Since, it would be partl& passed
elong as a lower price and tax basis, capital gains problems could be

created.

1 A disadvantage of this variant is determining what are eligible repair
costs., : ’ -
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Effects of Treasury Tax Proposal
on Multi Family Housing Investments

Introduction

This paper seeks to assess the effects of the recent Treasury Depart-

“ment tax proposals on multifamily housing investments. It does so by

examining the financial attributes of four apartment houses, identical in
all respects except the means of finahcing_and the "other income" of the
owners. It is assumed that two of the housing projects are financed
under the Section 236 program by limited dividend sponso;s, with one group
of investors having "net related income" from other apartment houses suffi-’
cient to permit then to benefit fully from the tax losses generated by
the Section 236 project. For the second Séétion 236 project it is assumed
that the investors do not have any "net reiated income" against which they
could apply tax fosses from the project. ' | -

It is assumed that the other-two identical apartment houses are
financed by conventional loans, with one group of investors having "net

related income" froxn other apartment house ‘investments sufficient to make

full use of their tax losses. For the other apartment house it is assumed

that the investors do not have any "net related income." For all four pro-

jects it is further assumed that the owner is a partnership consisting of

individual investors, each of whom is in the 50 percent tax bracket with "t ax



preferences” of less than $30,000, i.e:, they are not subject to the
éxisting 10 percent minimum tax. '

The paper is divided into three sections. The first section describes
the Treasury Department tax proposalé that bear upon multifamily housing
investments. The second section details the financial characteristics
of the fourrprojects and the third section measures the impact on cash
flows, tax benefits and tenant rentals resulting from the proposed tax
changes. |

A, Proposed Tax Changes

LS

The Treasury Department tax proposals that wsre sent to the Congress
_.on April 30, 1973 contained two sections that bear upon multifamily housing'
invéstments. First, in lieu of the minimum tax on "tax préferences"
‘that was authorized by the 1969 Tax ReforﬁvAct, the Treasury proposes a
new concept termed "Minimum Taxable Income.' Under the 1969 law the tax-
payer grouped certain "tax preferences" such as cxcess depreciatiohﬁ(accel-
erated depreciation less straight-line depreciation) on real property, the
capital gains deduction (generally one half of the capital gain), percentage
depletion, accelerated depreciaFiOn on peréonal property and stock options
.which were taxed, after deducting $30,000,-ai a flat 10 percent tax.

Aé a substitute, the Treasury proposes that each taxpayer should com-
pute an "Expanded Adjusted Gross Income" (EAGI) which is defined as his
adjusted gross income undef present law plus percentage depletiong, the

excluded one half of net long-term capital gains, exempt income from foreign



“from accelerated depreciation that arises from an investment in a multi-

sources, and the nontaxable bargain element in certain stock options.

" From this EAGI he subtracts his personal exemptions, a $10,000 floor

in lieu of various deductions, extraordinary medical expenses and
casualty losses and investment interest (and investment expense) to
arrive at his minimum taxable income base. One half of this MTI base
constitutes his "minimum taxable income" which is taxéble at the appro-
priate tax rates in the Code ranging from 14 to 70 percent. Evéry
individual taxpayer would be required to pay tax on the greater of a)
his minimum taxable iﬁcome or b) his normal taxable income'coﬁputed in
the usual manner. N

The second major change proposed by the Treasury that affects multi-

family housing investments is a limitation on artificial accounting

losses (LAL). This is designed to eliminate tax shelters by no longer

permitting the creation of artificial tax'lossés from one enterprise to
be deducted against (and provide a shelter from tax on) other unrelated

income. Under existing law a taxpayer can deduct tax losses resulting

family residential project from his other income. These "tax shelter"

deductions reduce his taxable income and his tax liability is decreased

-accordingly.

"~ The proposed limitations on artificial éccounting losses do not dis-
allow the artificial accounting losses arising from accelerated depreciation.

Instead, the limitation would require that they can only be deducted against



a net income against which he can apply the construction period losses.
Or, he can apply these losses against the net income from his other apart-
ment house projects.

B, Financial Characteristics

1. Basic Assumptions. For the purpose of this analysis, it is assumed

that there are four identical apartment house projects, each with 125
dwelling units. It is further assumed that for each building the land
cost is $220,000, that the cost of construction eligible for depreciation
is $1,600,000 and that the construction coﬁts possibly dgductible during
the period of construction (intereét and taxes) amount to $80,000, For
each project it is assumed that the "builders' and sponsors' profit and

risk" ariSing from the construction and development of the apartment.house

“is $100,000. It is further assumed that each prcject sponsor is organized

as limited partnership congsisting of private investors, each of whom is in

the 50 percent tax bracket with "tax preferences" of less than $30,000, i.e.,

they are not subject to the ten percent minimum tax.
Thus, the total development cost (the sum of the foregoing cost elements)

comes to $2 million. For the Section 236 projects this $2 million apart-

ment house is financed by a 90 percent loan, repayable over 40 years at

7 percent interest (with no discount pointé). The difference between the
$2 million total development cost and $1.8 million mortgage loan constitutes

the investor's equity, of which half represents a cash contribution of



$100,000 and the other half represents the "builders' and sponsors’ profit
and risk"” allowable under HUD regulations.

In the caée of the conventionally financed projects, the means of
financing are somewhat different. Since the maximum loan obtainable is
generally 75 percent. of the appraised value, the owner usually expects
to minimize his casn contribution by obtaiﬁing an appraisal of the com-
pleted project in an amount that exceeds the foregoing $2 million total
development cost. Ordinarily, a lender is willing to go along with this

higher appraisal value (calculated by capitalizing expected net rental

income), especially if it expects that the projected nmet income of the pro-

.

ject.will, indeed, be realized so that the value of the project will
necessarily appreciate. Accordingly, it is assumad that the cohventionally
financed projects are financed by loans for $1;6 millien, 75 percent of an
appraised value of $2,133,000‘repayab1e over 25 years at an interest rate
of 9 percent (with no discount points). .

.. For the conventionally financed projects, it is further assumed that
the owners initially provide a cash investmént of $300,000, or 15 percent
of the project's development cost. (The Toﬁche Ross and Company study on
- "Tax Considerations Affecting Multifamily Hoﬁsing Investments" reports that

typically the owner's cash contribution accounts for 15 percent of the

total project's cost.) However, their total equity comes to $533,000 (25

percent of the appraised value of $2,123,000). The difference between their



$300,000 cash contribution and their total equity represents their non-
cash equity, of which $100,000 is the "buiiders’ anﬁ sponsors' profit
and risk,”" and $133}OOO reflects the difference between the appraised
value and the total development cost. These financial characteristics
are summarized in Table 1.

2. Rent and Revenue Schedules. To facilitate review of this analysis,

Table 2 shows the cost components that give rise to the ultimate monthly
rentals charged on a per dwelling unit basis. For purposes of compara-
bility, it is assumed that the maintenance and operating\costs per dwelling
unit are $44 per month for each project, that coatributions to a replace-
ment reserve are $.40 per month and that the property taxes are $13 per
month for each project. A replacement reserve is required by HUD and is
assumed to be required by the private 1endér; Contributions to the reserve
are not tax deductible until the moneys aré spent. For the Section 236 |
projects, the cash retuén on total equity is calculated at $8 per monuth
-(the allowable 6 percent return on total équity under HUD regulations),
whereas the cash return for the conventional projects is calculated at $28
pef‘month (the net cash return of 14 percent of cash equity found by the
Touche Ross study). |

Allowing for an assumed occupancy rate of 95 percent and monthly debt
service of $94.80, the gross monthly rental required for the Section 236 N

projects is $180.21, At a 25 percent rent-to-income ratio, the income

levels served would be approximately $8,652 per year. However, the interest-
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reduction subsidy can reauce the monthly debt service to as low as $36.40,
which would decrcase the basic gross rental to $118.74. At a 25 percent
rent-to-income ratio, the maximum interest reduction subsidy makes it
possible for the Section 236 projects to serve families with incomes of
up to $5,700 per year,

By way of contrast, the monthly debt service on the conventional loans
comes to $107.40 per month per dwelling unit. At a §5 percent occupancy
rate, the gross rent comes to $214.53 per month. At a 25 percent rent-to-
income ratio, fhe conventionally financed projects would sérve families
wiﬁh annual incomes of $10,296. | v

C. Effects of Proposed Tax Changes

1. Cash Flows and Tax Benefits, Tables 3 and 4 show the cash flows

and tax benefits for the Section 236 and conventionally financed projects'
respectivély, under existing tax provisions. The tables cover the con-
struction period (essumed to be one year) and 10 years of project operations{
To simplify the presentation, it is assumed that the tenant rental receipts,
the maintenance and bperating expenses, and the rceal estate taxes remain

constant throughout the 10-year period. It is further assumed that the

accelerated depreciation allowances are calculated on the basis of the 200

percent declining balance method over a 40-year useful life (in accordance

with the IRS guidelines for useful life).
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As will be ndted from Table 3, in the case of the Section 236 project,
the total deductible expenses exceed total revenues in each of the 10
operating years so that the owner has a tax loss which can be applied to
his other taxable iacome. In contrast, in the case of the conventionally
financed project (Table 4), a taxable loss occurs onlf in the construction
period and iﬁ the first two years of operation. Thereafter, the rentél
receipts (which are assumed to be constant in each year) exceed t&pal
deductible expenses by increasing amoﬁnts, which give rise to taxable
income. In other words, the Section 236 project provides a larger amount
of tax shelter over a longer period of time than does a comparable con-
ventionally financed project.

The greater tax ;helter for the Section 236 project is due largely
to the manner of financing in that interest payments for the 25-year, nine
percent loan decline more rapidly than do the interest payments for the
40-year, seven percent loan. Moreover, since there is a smaller cé;h
féturn for the Section 236 project, the tax shelfer has leés project income
to protect and, consequently, more of the tax shelter is available as a
tax loss to be-applied against other taxable income of the investor. |

The balance of Tables 3 and 4 shows the annual rates of return resulting
from cash flows plus tax benefits, as compare& to the owners' cash equity
and also as compared to the owners' total.equity. As will be noted, the

i

rate of return on cash equity ranges from 37 1/2 percent in'the first year
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of operation to 19 percent in the 10th year of operation for the Section
236 project. For the conventionally financed project, the rate of

return on cash equity ranges from 15.8 percent in the first year of

operation to 7.1 percent in the 10th year of operation.

The rate of return on the owners' total equity (cash plus non-cash
equity) rénges from 18.7 percent in the first year of operation to 9.5
percent in the 10th year of operation for the Section 236 project. For
the conventionélly financed project, the rate bf return on.total equity
ranges from 8.9 percent in the first year to 4.0 percent\in the 10th year.-

Under the Treasury tax proposals the foregoing would prevail if the

investors in the project have '"net related income" from other apartment

- house investments Qufficiently'large‘to absorb all of the tax shelter

generated. If the investors in the reépective projects do not have "net

related income” from other apartment house investments, they would defer

- utilization of the tax shelter generated until they had such income. In

the meantime they would have to pay higher taxes. The extent of the higher
taxes is shown in Tables 5 and 6.

Table 5 depicts the changed tax benefits for investors in the Section

236 project. 1In the construction year their tax shelter would drop from

$80,000 under the present tax law to zero under the Treashry tax proposal

(but the $80,000 would.go into the Deferred Loss Account). 1In the first
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year of operation fhcir tax shelter would declipe from $50,930 to

$10,930 (i.e., the $40,000 artificial tax loss wouid go into the Deferred
Loss Account}. In the tenth year of operation their tax shelter would
decrease from $13,900 to $3,500 (i.i;, the $10,400 artificial loss would

go into the Deferred Loss Account).

Because of these reduced tax benefits; the rates of return to investors

in the Section 236 project drop sharply. For the construction period

the return declines to zero from 40 percent on cash equity and 20 percent

on total equity. Yn the first year of operation the rate of return de-
creases from 37.5 percent to 17.5 perceit on cash equity and from 18.7
-pergent to 8.7 peréent on total equity. In the tenth year the rate of
return decreases from 19.0 percent to 13.8 percent on cash equity and

from 9.5 percent to 6.9 percent on totaliequity.

In the case of the conventionally financed project a much different

picture emerges as a result of the Treésury tax proposals., In theuéon-
~ struction period the tax shelter drops from $80,000 to zero (but the $80,000
goes into the Deferred Loss Account), Durﬁng the first year of operation
the.tax shelter of $10,580 becomes instead an addition to the Deferred
'Loss Account, During the third through part‘of the ninth year the artificial
losses from the construction period and the first two years of operation,
which had been accumulated in the Deferred Loss Account, are applied against

the project's taxable income. As a result, instead of paying tax on the
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project income during these years (see Table 4), the investors have a
zero tax liability on azccount of the project. (see Table 6) After
exhausting tﬂeir accumulated artificial losses, the investors have to
pay tax on project income, net of the excess depreciation in years nine
and ten.

In terms of rates of return, investors.would actually find higher
returns during the third through ninth years of opération under the -
Treasury tax proposal as compared to the present tax provisions and in
year ten of operations there would be no difference. TImyear three the
return would rise from 13.9 percent to 14,0 percent on cash equity and
from 7.8 percent to 7.9 percent on tdtal equity. In year eight the return
rises from 9.1 percent to 14.0 percent'on‘cash equity and from 5.1 percent
to 7.9 percent on total equity. However, in the construction year and
the first two years of operation the rates of return would be lower under
3fhe Treasury tax proposal as compafed to the existing tax prbvisioﬁ;.

2. Proceeds from Sale of Property. For the purpose of this analysis

it is assumed that each apartment house is sold one day after the 10th

year of operation at a price equal to its ﬁriginél appraised value. Table
7 shows the calculations of net cash proceeds from the respective sale,
taking account of the different rules of the Internal Revenue Code governing
the recapture of "excess depreciation." The tax law regards tﬁe accel- —

- erateddepreciation (on "Section 1250 property") in excess of straight-line

N\
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depreciation as "excess depreciation,” which may be taxed at the tax-
payer's regular tax rate or his capital gains tax rate (half of his
regular tax raté), depending upon how long he holds the property.

In the case of the Section 236 project (which qualifies as low and
moderate income housing), after 10 years of operation the entire gain
from sale of the property is taxable at the more favorable capital gains
tax rate. For the conventionally financed project,.after 10 years of
operation, only 20 percent of the gain attributable to excess depreciation
plus the gain attributable té straight line depreciation: is taxed at
the more favorable capital gains rate. The femaining 80 percent of the
gain attributable to "excess depreciation" is taxed at the investor's
regﬁlar tax rate, .

Table'7 details the respective caculations of net»cash proceeds from
sale of the property under the existing tax provisions (which remain in-
tack under the Treasury tax proposals where investors have "net related
income") and under the Treasury tax proposals where the investors do not
have any "net related income”™ which can be sheltered by fhe tax losses
frbm the projects excess depreciation. -

Under existing tax provisions, the totai gain frém sale of the Section
236 project is $822,080, compared to $955,080 for the conventionally
’ financed project, the difference of $133,000 reflecting the higher initial

——

appraised value and assumed sales price. The owners of the Section 236
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project pay a total Federal tax of $205,520, compared to taxes of

$287,185 that are paid by the owners of the conventionally financed

' project. With respect to the latter, around $48,090 of the higher tax

may be attributable to the different rules governing recabture of excess
depreciation. After allowing for the outstanding loan and payment of

Federal income taxes, the net cash proceeds from the sale of the Section
236 project are $113,177, or $13,177 more than the owners' initial cash
equity. For the conventionally financed project, the net cash proceeds
come to $521,988, or $221,988 more than the owners' initiial cash equity.

Under the Treasury tax proposal theicomputations for the conventionally

financed project are the same as those calculated for the project under
the existing tax provisions because thé iﬁvestor«taxpayer has used up

his accumulated tax losses in the Deferred Loss Account by the end of the

10th operating year. Thus, the total gain from sale is $955,080, the

Federal tax liability is $287,186 and the net cash proceeds are $521,988.
In contrast, for the Section 236 project the Treasury tax proposals
result in substantial changes - the gain from the sale drops from $822,080

to $500,000, the Federal tax liability decreases from $205,520 to $125,000

‘and the net cash proceeds increases from $113,177 to $193,697. . As depicted

in Table 7, all three changes are attributable to the deduction of $322,080
in the Deferred Loss Accdunt from the Unadjusted Basis in order to caculateé

the Adjusted Basis, that is, the amount to be subtracted from the sales

N
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price to determine the taxable gain.

3. Rates of Return, Table 8 ccmpares the rates of return on the

four housing properties arising from: (a) the operating cash flow,
plus tax shelter, and (b) the net proceeds from the sale of the properties

at the end of 10 years of operatlono Inasmuch as there are no uniform

methods for medsurlng rutes of roturn in the real estate 1ndustry, four
measurements of rates of return are shown (a) 1he average cash returﬁ
on cash equity, tb) the average return on total equity, (¢) the dis-
counted rate of return on cash equity and (d) the discounted rate of'
return on total equity.

(a) In measuring their rates of return on investments, some invesiors
contrast their cash receipts with their initial cash investment without
regard to any other equity they may hold in the property investment. In
making this comparison they allow for recouping their initial cash invest-
ment (usually at the time or property sale) by subtracting it from their
tbtal cash receipts. Hence, the average cash return is eqﬁal to the total
operating cash flow plus tax shelter during the investors"ho}ding period
less their cash eqﬁity investment divided by the number of years in the
holding period. This average cash retufn isrthen divided by the cash equity
to obtain the first measure.

(b) Other investors measure their rates of return by contrasting cash

receipts with their total equity investment, both cash and non-cash equity.
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These igvestors expect to recoup both their cash and non-cash equity
investments as well as earn a return., In calculating their rates of
return these investors subtract both their cash and non-cash equity
investments from their total cash receipts plus tax shelter in order to
arrive at a '"net feturn." This "net return" is then divided by the number
of years in the holding period to obtain an average return. The average
return is then divided by the total equity investment (cash plus non-
cash) to calculate the average return on total equity.

(c) and (d) Both of the above average rates of return give equal
weight to earnings irrespective of the year in which the} occur. Since
a dollar of income earned in the first year has a greater present value
'to an investor than a dollar earned 10 years frﬁm now, some inﬁestors
seek to "equalize" their earnings by discduhting the stream of future
incomes over the period in which they hold the property into present values.
By discounting such incomes at.the investors' internal rate of return (the
interest rate that equates the present values of the future incomes with
the amount of the investment), appropriate aliowance is‘made for the investor
febouping his equity investment in addition to earning a return. Separate
discounted rates of return have been calculated for béth cash equity and
_'total equity. |

These measurements of rates of return are as follows:
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Existing Tax Provisions Treasury Tax Proposals

®. , Section Conventionally Section Conventionall
236 Financed 236 Financed
.~ Rate of Return Measurement Project Project Project Project

a) Average rate of return on :
" owners' cash equity 30.2% 18.4% 22,9% 18.4%

b) Average rate of return on :
owners' total equity 10, 5% 6.4% ' 6.9% 6.4%

¢) Discounted rate of return ' :
on owners' cash equity 34.5% 15.6% 16.9% 14.3%

d) Discounted rate of return
on owners' total equity 13.9% 6.7% 6.8% 6.3%

N
® ‘As will be noted, as compared to existing tax Provisions, under the Treasury
tax bropo’sals there would be a sharp reduction in the rates of return for the
Section 236 project, irrespective of the measurement empioyed. For the con-
® - ventionally financed project there would be no éhange at all for the two average
rates of return and a slight decrease iﬁ thé two discounted rates of return.
The latter reflects a different time path for the ca;h returns and fax benefits.
‘ ) (see Tables 4 and 6) | |

4. Rent Adjustments to Increase Rate of Return. The sharp reduction in

the rates of refurn on Section 236 projects described above would render them
o unattractive to investors with no "net related income" which probably would

lead fo a dry-up of private funds for low and moderate income housing. If

such private investme;lt in Section 236 hous;ing (or a similar Federal prbgram

® involving limited dividend sponsors) is deemed vital, and thé Treasury tax

.\ .
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proposals were enacted, higher rates of return could, nonethsless, be
achieved by increasing the cash returns. Larger cash returns would
result in higher rents.

Table 9 measures the increase in tenant rentals that would be
needed to produce the rate of return now obtainable on Section 236
projects. It is assumed that the investors are in the 50 percent tax
bracket withoﬁt any "net relaﬁed income”'from non-project sources.

Tncreasing the average rate of return on the owners' cash equity
from the 22.9 percent per year shown in the preceding section to the
30.2 percent per year presently obtainable under existing tax provisions
would require an increase in the monthly rental by $5.65 to $185.86.
This rental is 3 percent higher than ther$180.21 rent. charged under

existing tax provisions.

o
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Table 1

Basic Assumptions

Type of Financing
FHA Sec. 236 Conventionzl

Appraised Value | $2,000,000 $2,133,000%
Total Development Cost (TDC) 2,000,000 2,000,000
Cost expensed during constructiong 80,000 80,000
Depreciable construction costz/ 1,600,000 1,600,000
Builders'! and Spousors! Profit and Risk 100,000 233,000
For construction and devalopmentz/ 100,000 100,000

Higher appraisal - 133,000l/
Land Cost& 220,000 220,000
Number of Units 125 125
Appraised Value per Unit 16,000 17,100

3. Mortgage Termsﬁl A

Loan to value ratio 90% 75%
Repayment period Lo years 25 years
Tnterest rate 7% 9%
_ Mortgage loan amount 1,800,000 1,600,000
L, Total Book Equityé/ 200,000 533,000
Cash equityZ/ 100,000 300,000
Non-cash equity 100,000 233,000

. 1/ Appraised value exceeds total development cost by $133, OOO—-the amount needed to

accommodate the two assumptions of (a) cash equity at 15% of total development cost
Generally, prospective owners are reluctant te
invest in a coaventionally financed new construction project, unless the appraised

and (b) a 75% conventional loan.

value resulting from capitalization of projected net rental income exceeds the

total development cost.

2/ According to the Touche Ross study, about 4% of total development costs are
"expensed" (taken as tax deductions) during the construction perioed,

1/ Accordlng to the Touche Ross study, costs attrlbutable to "depreciable cost" are

about 85% of total development cost.

depreciable construction cost of $1.6 wmillion (80%) and unrealized "builders!

and sponsors! profit and risk" of $100,000 (5%)

It is assumed that this is broken down into
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(Table 1 continued) - , 2
4/ Eleven percent of total development cost, based on Touche Ross study.
5/ The terms for the conventional wortgage 101n are based on recent life
insurance company experience.
6/ Total book equity equals appraised value less outstanding mortgage
loan.
or Section ¢ roject, assumed to be of total development cos
For Section 236 proj d to be 5% of total development t

and for conventionally financed project assumed to be 15% (based on
Touche Ross study). s
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Table 2

Rent and Reverue Schedules

FHA Sention 236 Conventionzl

. Basic Rent Market Rent Financing

Per Unit Rent Schedules (monthly basis)

" Maintenance & Operating Expensesl/ $ .00 $ 44,00 $ 44,00
Property Taxest! 18.00 18.00 18.00
Debt Service & M.I.P. 36. no?! ols.803/ 107.40%
‘Replacenent Reservei/ 6.40 6.40 6.40
Cash Return ' __8.00% 8.00%/ 28.00%/

-Net Rent $112.80 $l71.20 $203.80
Occupancy Rate. 95% . 95% 95%
Gross Rent $118.74 $180.21 $214.53

Tenant Income Class Served '
Annual Gross Rent $ 1,425 $ 2,163 $ 2,574
Family Income§/ 5,700 8,652 10,296

Gross Revenues - Project (annual basis) )

Net Rental Receipts - $169,200 $256,800 $305,700
HUD Interest Subsidy 87,600 .
Total Gross Revenues $256,800 $256,800 ~$305,700

2/
3/
b/

5/

s/

z/

8/

Based on Touche Ross study showing average césts for low-moderate and middle

rent levels.

and monthly operating expense at $33 per dwelling uanit.

At 1% interest, 40 years on $14,400 per unit loan.

At 7% interest plus mortgage insurance prewium, 40 years on $14,400 per unit loah.'

At 9% interest, 25 years on a $12,800 loan.

Based on annual rate of .0060 times depreciable coct.

6% return on book equity. .
Touche Ross Appendices Schedule 8.

At‘a 25% rent-to-income ratio.

Monthly maintenance expense is calculated at $11 per dwelllng unit

Net cash return 14% of cash equity.



) A, Cazh Flow

Recelpts 1

Tenant Rece¢pts

Interest Reduction Paymentr/
Total Revenue

Outlays 1
M&0 plus Real Estate-TaxeaJl
'Debt Service & MIP 3/
Replacement Reserve
Faderal Income Taxes

Cash Return

Tax Benefits
Total Revenue
Deductible Expenses 1
M40 plus Real Estate TaxesJ/ )
Interest Expense & MIP
Taxable Income Befere Depreciation
Stralght Line Depreciation
Taxable Income Affer S.L. Dapr.
Excess Depreclation 4/
Taxable Income (dr Loss)
Federal Tax (50% bracket)
Artificlal loss 5/
Deferred lLoss Account §/

B.

C.. Cash Flov plus Tax Benefits

D, Percent Cash Flow Plus
Tax Benelit to Cash Equlty

B. Percent Cash Flow Plus
Tax Benefit to Total Equity

C (-

QEQQQ

"net releted income”,

i

Deferred Loss Account 1s the accumulation of artificial losses that may be draun upon to shelter “net related income”

. ® ® ® ® . @, ®
Tabdle J
. Cash Flow and Tax Beneflts For Section 236 Projcct
Under ”xlsting Tax Provisions (Invectors Have Other “Net Related Income")
Construction : Operating Years :
Year 1 2 3 ) 5 ? 3 9 10
$169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 £169,200 $169,200
87,600 87,530 87,490 87,140 87,780 87,320 27.260 87,196 87,120 87,040
256,800 256,730 256,690 256,540 256,580 256,520 256,180 ' T256,390 256,020 250,240
93,000 913,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000
142,200 142,130 12,090 142,000 141,980 141,920 1h1,850 11,790 141,720
9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600
12,000 12,000 12,000 12,000 12,000 12,000 12,000 _ 12,000 12,000 12,000 )
256,800 256,730 256,690 .256,6&0 256,580 256,520 256,460 256,390 256,320 256,240
93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 932,000
: 13,730 13,050 133,350 132,590 131,770 110,990 129,970 128,970 127,990 126,740
80,000) - 29,070 49 80 30 30 31,050 31,810 52,620 33,490 3,620 35,020 4,500
40,000 000 000 40,000 40,000 40,000 40,000 40,000 40,000 40,030
(-80,000) - (-10,930) (- lo.,co) ( 9 £60)  (-8,950)  (-8,190)  (-7,280)  (-6.510)  (~5,580) (-4,580)  (-3.500 .
. 10,000 26,000 32,160 28,640 25,120 21,920 18,820 15,840 13,120 * - 10,400
é-ao,ooog 5-50.930; é-ué.gzo; S-ln.szog §-37.590; 5-33.310.; (_29.3003 5-25.3')02 §-21 bzog §-17.7oog §-13.900;
-40,000 -25,1165 -23,160 -20,910) (-18,795 -16,655) (-14,650 -12,695 ~10,710) (- 8,850 - 6,950 %
40,000 ' 37,465 35,160 32,910 0,795 28,655 26,650 24,695 22,710 20,850 18,550
40.0% 37.5% 35.2% 32,58 30.5% - 28.7% 26,76 24.7% 22,7% 20,9% 19.0%
20,0% 18.7% 17.6% : 16.5% 15.4% 14,3% 13.3% 12.3% 11.4% ©  10.4% 9.5%

Tenant rental receipts, malntenance and operating expenses, and real estate taxes ascuned {; he constant during the 10 year operating pericd,
Debt Service payment (including mortgage insurance premlum) paid by HUD to the mortgagee on behalf of the mortgagor,
Decreazing amounts reflect smaller mortgage insurance premiums (MIP) as the outstanding loan balance declines,
Excess depreciation equals the difference between accelerated depreciation and stralght line depreciation. Both assume 40 year remalning useful life.
Artificial loss includes pre-operation costs during construction period and "excess depreciation” not used by investor-taxpayer agzlinst hie other

in future ye=xs 1f 1t arlses.
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k Table 4 ‘
Cash Flow and Tax Benefita For Conventlonally Financed Project
Under Exlsting Tax Provisions (Investors lave Other “Net Related Income")
Conatruction Operating Years
Year 1 2 3 4 5 [ ? 8 Q. 10
A. Cash Flow '
New Rental Receiptsj $305,700  $305,700  $305,700 $305,700 $305,700 $305,700 $305,700 $305,700 $305,700 $305,700
OQutlays:
¥&O plus Real Fstate Taxs ! 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000
Debt Service 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100
Replacement Reserve 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,600 9,6C0 9,600
Federal Tncome Taxes - - 385 - 3,145 £.005 8,800 - _ 11,670 14,585 7.515 20,579
Cash Return 42,000 L2, 000 41,615 ;5 855 35,995 33,200 50,300 27,415 €34Ty * T Z1,+i0
B, Tax RBenefits 1 - .
Tenant Rental neceipts—/‘ 306,700 305,700 305,700 305,700 305,7¢0 305,700 305,700 305,700 305,790 305,700
Deductible Expenses: 1 . .
¥20 plus Real Estate Taxes—/ 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000
Interest Expence 143,220 151,600 129.770 137,770 135,570 133,180 130, 500 127,650 125,550 121,129
Taxatle Income Before Depreciation $(-80,000) 69,420 71,100 72,90 70,930 77,130 75,520 EZ, 105 85,00 3,153 91250
Straicht Line Depreclation T hD,000 10,090 40,000 50,000 40,000 49,000 40,003 h0,060 50,099 40,000
* Taxable Incoma After S.L. Depr. { 80,000) 29,420 31,100 32,930 4,930 37.130 39,520 42,140 45,010  L&,150 St,520
Excess Depreclation 2/ 40,000 36,000 32,160 28,660 - 25,120 21,920 18,830 15,840 13,120 1o.ngo
Taxable Income (or Loss) (-80,000) (-10,580) (- 4,900) 770 6,290 12,010 17,600 23.2§o 29,170 35,030 41,180
Federal Tax {50% bracket) (40,000} (- 5,290) (- 2.450) 385 3,145 6,005 8,800 11,630 14,585 17,515 20,570
Artifictal Less 3/ - -—-- -
Deferred Loss Account _/ ———— — -
C. Cazh Flow plus Tax Benefits 10,000 47,290 44,550 41,615 33,855 35,995 - 33,200 3¢,370 27,415 24,485 21,610
D. Percent Cash Flow plus . .
Tax Benefit to Cash Equity 13.3% 15.8% 14,8% 13.9% 13.0% 12.0% 11.1% 10,1% 9.1% 8.2% 7.1%
E. Percent Cach Flow plus oy ‘ . _
Tax Benefit to Total Equity 7.5% 2,0% S.3% 7.% 7.5% 6.2% S.2% 5.7 5.1% u,5% L.0%

Tenant rental recelpts, maintenance and operating expenses, and real estate taxes assumed to be constant during the 10 year operating period.

Excess depreclation equals the difference between accelerated depreciatlon and straight Mne depreciation. Both assume 40 year remalning useful 1ife,

B ettt e

<C

&'QQ.

Artificial loss includes pre-operation costs during construction periocd and “excess depreclation”™ not used by Investor-taxpayer against his other
“net related inconme"

&

Deferred Loss Account 1s the accumulation of artifictal losses that may be drawn upon to shelter "net related income™ in future yeirs if 4% arises.

o
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é/-’Deferred Loss Account 1s the accumulation of artificial losses that may be drawn upon to shelter "net related income"” in future years if it erises.

"net related income",

® o . ° ® ® e . X ® . @
) ' 5
Cashk Flow and Tax Benefits For Section 236 Project ) :
¥here Investors Do Not Have Other "Net Related Income” ;
" Construction : Operating Years ' ;
Year 1 2 3 b 5 [ Vé 8 9 10 i

A. Cash Flow
Receipts 1
Tenant Receipts-/ 2 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169,200 $169.200
Interest Reduction Payment-/ 87,690 87.530 37,490 37,540 87,330 87,320 8?.260' 87,192 87,120 87,052

Total Revenue 256,800 256,730 256,690 256,640 256, 580 256,520 256,460 256,350 256,320 256,240
Qutlays: 1 ‘

MO plus Real Estate Tnxes—/ 93,020 93,000 93,000 93,000 93,000 93,000 93,00 ' 93,000 93,CC0 93,000

Debt Service & MIP 2/ 142,200 142,130 142,090 142,040 141,980 141,920 1&1.@60 141,790 . 141,720 ;

Replacement Reserve 9.600 9,600 9,600 9,600 9,60 9,688 5,090 9,600 9,600 9,600 T

Federal Income Taxes -—- -— - - .- - -— - — L me- i
Cash Return 12,000 12,000 12,000 12,000 12,000 12,000 12,000 12,000 12,000 12,020

D, Tax Beneflts . .

Total Fevenue 256,800 256,730 256,650 256,640 256,580 256,520 256,460 256,350 256,320 255,240
Deductible Expenses 3/ )

M0 plus Keal Estate Taxes 93,000 93,000 93,000 93,000 93,000 93,000 93,009 93,000 23,4500 Q3,00

Interest Expense & MIP 134,730 134,050 133,350 132,590 131,770 130,990 129,970 128,970 127,970 125,740
Taxable Incorme Before Depreclation $(-80,000) 29,070 29,020 30,240 31,050 31,610 32,620 33,490 3,420 35,420 26,500

* Straight Lire Depreclation - 40,000 40,000 40,000 40,000 40,000 40,000 49,000 L0,0C0 46,000 40,000
Taxable Income After S.L, Depr, (-10,930) (-10,320) (- 9,660) (- 8,950) (- 8,190) (- 7,380} (-6, 510) (- 5.5%0) (- &,580) (- 3.5%0) !

. Excess Depreclation ﬂ/ 40,000 36,000 32,160 28,640 25,120 21,920 18,889 15 8”0 13,120 10,520 .
Tavable Income {or Loss) §-10.9303 (—10.3203 é- 9.6603 (- 8,950) (- 8,190) (- 7,380} (- 6,5:10) (- g (- 4,5%0) (- 3.500) i
Federal Tax {50% bracket) - 5.u65) (- 5.,160) (- ©,830) (- 4,475) (- 4,095) (- 3,690} (- 3,255} (- ? 770 (- 2,250} (- 1,759) PRy
Artificial Loss 5/ 80,000 40,000 36,000 . 32,160 28,610 25,120 21,920 18,830 15,840 13,120 10,400 :
_Deferred Loss Account 6/ 80,000 120,000 156,000  188,160- 216,800 241,920 263,840 282,72 298,560 311,660 322,08 -~

C. Cash Flow plus Tax Benefits - 17,465 17,160 16,830 16,475 16,095 15,690 i5.255 14,790 14,290 13,750 '

D. Percent Cash Flow plus A : ) : \

Tax Benefit to Cash Equity —— - 17.5% 17.2% 16.8% 16.5% 16.1% 15.7% 15.3% 14.8% 14.% 13.8%

E, Percent Cash Flow plus

' Tax Beneflt to Total Equity an- 8.7% 8.6% 8.u% 8.2% 8.0% 7.8% 7.6% 7.5 7.1% 5.9%

Tenant rental receipts, maintenance and operating expenses, and real estate taxes assumed to be constant during the 10 year operating perlod.

Debt Service payment (including mortgage lnsurance premium) paid by KUD to the mort gacee on behalf of the mortgagor.

Decreasing amounts reflect smaller mortgage insurance premiums (MIP) as the outstanding loan balance declines,

Excess depreciation equals the difference between accelerated depreciation and straight line depreclation, Both essume 40 year remaining useful iife.
Artificlal loss includes pre- operation costs during construction perlod and "excess depreclation” not used by investor-taxpayer against hils other
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N Table 6
Cash Flow and Tax Benefits For Conventicnally Financed Project
Yhere Investors Do Not Have Other "Net Related Income"
Construction Operating Years
Year 1 2 3 4 5 (3 7 8 9 10
A. Cash Flow _1/ . .
Net Rental Receipts $305,700 $305,700 $305,700 $305,700 $305,700  $305,700 $305,700  $305,700 $305,700 $305,700
Qutlays: ’
M&0 plus Real Estate Taxe 1 Q2,000 - 03,000 193,000 - 93.000 93,200 03,000 . 93,000 92,000 92,000 913,000
Debt Service 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100 161,100
Replacerent Reserve 9,600 9,600 9,600 9,620 9,600 9,600 9,600 9,600 9,600 9,600
Federal Income Taxes -—— -—= -—— -—— —-—— ——— -—— —— 14,725 20,559
Cash Return 12,000 42,000 L2,000 42,000 42,000 42,000 42,000 42,000 27,075 21,810
B. Tax Benefits . 1/ .
Tenant fental Recelpts 305,700 305,700 305,700 305,700 305,700 305,700 305,700 305,700 305,700 305,700
Deductible Expensest 1
M&0 plus Real Estate Taxe 93,000 93,000 93,000 93,000 93,000 93,000 93,000 93,000 33,000 93,000
*  Interest Expense 143,280 141,600 139,770 137,770 135,570 _133.,180 130,560 127,650 _i2&,550 121,129
Taxable Income Before Depreclation $(-80,000) . " €9,h20 71,100 72,930 75,930 77,130 79,520 82,130 55,010 ~ 3,130 OS]
. Straight Line Depreciatlon ’ 40,000 40,000 50,000 10,000 50,000 410,000 49,000 40,000 £3,000 55,009
Taxable Income After S.L. Depr. 29,420 31,100 32,930 34,930 37,130 39,520 42,140 £5,010 43,150 51,529
Excess Depreciation 2/ 40,000 36,000 32,160 28,840 25,120 21,920 18,880 15,840 13,120 10,400
Taxable Income {or Loss) --- --- 770 6,290 12,010 17,600 23,260 29,170 35,030 Ly,180
Federal Tax (50% bracket) . - - |- - - -— -—- ——- 14,325 20,550
Artifictal Loss 3/ 80,000 10,580 4,900 (- 770) (- 6,290) (-12,010) (-17,600) (-23,260) (-29,170) (- 6,380) -—
Deferred Loss Account 80,000 90, 580 95,430 . 94,710 88,420 76,410 58,810 25,550 , 380 - -
C. Cash Flow plus Tax Benefits —— 42,000 42,000 42,000 42,000 42,000 b2.006 42,000 42,000 27,675 *. 21,510
D, Percent Cash Flow plus . )
Tax Benefit to Cash Equlty - 184,0% i4.0% 14,0% 14,0% 14,0% 1is,0% .07 i, 0% 3.0 7.1%
E. Percent Cash Flow plus
Tax Beneflt to Total Equity -— 7.9% 7.9% 7.9% ?7.9% 7.9% 7.9% 7.5% ?7.9% 5.2% 4.0%
y Tenant rental receipts, malntenance and operating expenses, and real estate iaxes essumed it bs constant during the 10 year operating periocd,
g/ Excess depreclation equals the difference between accelerated depreclation and straight line depreclation. Both assume 40 year remainlng vseful 1life,
}/ Artificlal loss includes pre-operation costs during construction perioed and “excess depreciation” not used by lnvestor-taxpayer against his other
“net related income”,
1_4/ Deferred Loss Account 1s the accumulatlon of artificlal losses that may be drawn upon to shelter "net related income" in future years if 1t arises.



Net Proceeds From the Sales o. uhe Apartment Buildings

~ Tabl

Assuming 10-Year Holding Period and Sales Price
Equal to Original Appraised Value

Determination of Gain

1.

Unad justed Basis
Appraised Value

I 1/ .
- Less: Builders & Sponsors Profit and Risk™

Costs Expensed
Unad justed Basis
Depreciation Basis (structure)
an-Depfeciation Basis (land)
Additional Depreciation
Dépreciation Taken
Depreciatien -
Additional ("Excess') Depreciation
Adjusted Basis .
- Unadjusted Basis
'Less Depreciation Taken 3/
Plus Deferred Loss Account
Adjusted Basis
Gain '
Sales Price
Less Adjusted Basis

Taxable Gain

}

Existing Tax Provisions™

Section 236

$

2,000,000
100,000
80,000
1,820,000
1,600,000
220,000

642,080
400,000

242,080

1,820,000
_ 642,080
—

1,177,920

2,000,000
1 20
822,080

$

Conventional

2,133,000
233,000
80,000
1,820,000
1,600,000
220,000

642,080
400,000
242,080

1,820,000
642,080

1,177,920

2,133,000

1,177,920
955,080

Proposed Tax Changes
No Related TIncome

Section 236

$ 2,000,000

100,000

80,000

1,820,000

1,600,000
220,000

642,080

400,000
2L2,080

1,820,000
642,080

322,080
1,500,000

2,000,000

1,500,000
500,000

Conventional

$ 2,133,000

233,000
80,000

1,820,000

1,600,000

220,000

6Lz,080
402,000
242,080

1,820,000
642,080

1,177,920

T



‘ . aon 236 Conventional
3. Determination of Tax Liability : ‘
Total Taxable Gain ' | $ 822,080 $§ 955,080
1. Tax at Regular Tax Rate - Gain subject to
;ecapture at ?egular income tax rate | L/ 45/
- Recapture Basis - 193,656
Recapturs Tax (50% income tax bracket) - 96,832
2. Tax at Capital Gains Rate.
Total Gain ' - 822,080 955,080
" Less Recapture Gain - 193,664
Gain Subject to Capital Gains 822,080 761,416
Capital Gains Deduction (50 percent) 411,040 380,708
Capital Gains Tax (50 percent income tax bracket) 205,520 190, 354
3. Federal Taxes
Recapture - 96,832
Capital Gains | | 205,520 90,354
Subtotal - SR 205,520 287,186
Amount Subject to Minimum Taxable Income . L11,040 . 380,708
. Amount Subject tc Minimums Tax (Tax Preference Item) N/a N/A
C. Net Proceeds From Sale o
Sales Price 2,000,000 2,133,000
Less Outstanding Mortgage : = ' 1,68i:303, 1,323,826
Less Federal Taxes | 205,520 287,186
521,988

o . Tabl, c® (Cdnf.)_ o

\

@

sting Tax Provisions*

Net Cash Proceeds . 113,177

No Related

Section 236

$ 500,000

500,000
250,000
125,000

125,000

123,000

250,000
N/A

2,000,000
1,681,303
125,000
193,697

Co

$

>
z

rional

: e
g;obosed Tax ™ ~nges

955,080




* Also under Treasury tax proposal where investors have "net related income."

Footnotes:

i/

2/

3/

Because "income was not realized by the builder and sponsor at the time of counstruction for their
profit and risk, the non-cash equity cannot be included in the unadjusted basis for the determination
of capital gain.

Considered expenses even if added to the deferred loss account. To the extent there is a balance
in the deferred loss account at time of property disposition, the adjusted basis will be increased.

Deferred loss account is addea to the adjusted basis of the property unless it would create or
increase a capital loss on the sale.

Section 1250 (a)(1)(e) (i1): 100% - (120-20) = 0%; i.e., all gain on Section 236 property is
subject to cepital gains treatment after 10 years.

Section 1250(2)(1)(e)(iii): 100% - (120-100) = 80% times excess depreciaticn of $242,080.

3 A
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Analysis of ). _ of Return

.« Stream of Income (Cash Flow plus Tax Shelter)

Construetion Period

Operating Years - 1
' 2

VO 0N O\ W

10
Sale of Propertyl/

Sum

. Average Rate of Return
1. Operating Cash Flow I
. Plus Tax Shelter
Plus Net Proceeds from Sale

Total Cash Return from Property

. Net Cash Return

2
3
L
5. Cash Equity Foregone
6
7. Ngn—Cash Fquity Foregone
8

. rNet Return

‘
1
B

Existing Tax Provisions

Section 2736 Conventional
$ 40,000 $ 40,000
37,465 L7,290
35,160 Ly 150
32,910 41,615
30,795 38,855
28,655 35,995
26,650 33,200
24,695 30,370
22,710 27,415
20,850 24, L85
18,950 21,410
113,177 521,988
432,017 907,073
120,000 337,345
198, 840 b7, 750
113.177 521,988
432,017 . 907,073
~ 100,000 - 300,000
332,017 607,073
. = 100,000 - 233,000
$ 232,017 $ 374,073

1/ Sales price less Federal taxes and cutstanding mortgage loan.

Treasury Tax Proposal
No Pelated Incowme

Section 236

Conventional

120,000
37,800
193,697
351,497
- 100,000 .
251,497
- 100,000

$ 151,497

$ L2,000
L2,000
12,000
42,000
12,000
12,000
12,000
L2,000
27,675
21,410

385,085
521,388
907,073
- 300.000

607,073

- = 27373 000

$ 374,073

. Lo
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9. Average Cash Return (line 6 -+ 11 years)
10. Average Return (line 8 =— 11 years) '

11. Average Cash Return on Cash Equity
(1ine 9 =~ 1line 5)

12. Average Return on Total Equity (line 10 =+ by

the sum of line 5 plus line 7)

Discounted Rate of Return

On Cash Equity

- On Total Equity

Existing Tax Provisions

[ - @ @
Table 8 (Ce ) -

Treasury Tax . _osal
No Related Income

Section 236  Conventional

$ 30,183 $ 55,188
21,092 34,007
30.2% 18.4%
10.5% , 6.u%
34,5% 15.6%
13.9% 6.7%

Section 236

Conventional

$ 22,863
13,772

22.9%

6.9%

16.9%
6.8%

$ 55,188
34,007

18.4%

6.4%

1L.3%
6.3%

¢
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Table 9
’ Estimated Increase in Rents.
Required to Achieve Previous Rate of Return
To Achieve
Existing
. Sec. 236
: Return

‘1. Average Rate of Return on Cash Equity (Target Rate) 30.2%
2. Average Cash Return Neeced 1/ $33,202
‘ﬁ. Actual Average Cash Return 1/ 25,149

. Annual Shortfall in Average Cash Return 8,053
5. Shortfall Per Unit Per NMonth 5.37
6. Present Per Unit Market Rent 171.20
7. Required Per Unit Markel Rent 176.57
L ' ' ' :
8. Assumed Occupancy Rate : 4 95%
9. Required Per Unit Gross Rent -~ 185.86
B 1
10. Present Per Unit Gross Kent 180.21 T
1. “~crease in Gross Rent Raquired
@ o Achieve Target Rate of Return o . 5.65

/

1/ Average annual cash return over a ten year period, 1n“1ud1ng cash return from
operations, net proceed:; from sale and value of tax benefits arlalng from
applying tax losses during project operations.

-
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TAX REFORM AND TAX CREDITS
by Craig Stapletbn'

Intrcduction

Virtually every policymaker interested in housing and
econonic develooment over the past decade has envisioned a
role for the American corporation. While there has bheen
wide ac¢reement that corporations' efforts would be instru-
mental in revitalizing poverty areas, the rationale and
design for that involvement has changed over time as both
policymakers and the corporations themselvés have reviewed
the profit potential and risks, as well as the demands On

. A
corporations' enercgies and skills inherent in housing and
econcomic development programs.

In the mid-1960's, the argument for business involvement
in the cities, was that the cities were critical to the long
run prosperity of business._ Therefoie, business should be
willing in the short run to put aside its profit making objec-
tive in crder to serve the longer term objective of main-
taining a. stable society. This was really an extension of
thé historical division within the corvorate énterprise ozt
profit and chafity. It meant simply that the term charity
had to be extended to include a broader range of activities.

In the 1Ate 1960°'s the em?hasis-of encouraging corporate
involvement moved toward the profit side. The Jchnson Admihm
istration in the manpower field was cominge to the conclusion

that to get business to help train workers, there had to be



profit in it for business. During the same period, Senator
Robert Kennedy was attempting to structure legislation which
would make-it attractive to corporations to varticipate in
housing and economic development in poverty areas. The belief
was that corporations were a critical vehicle in attacking any
problemi—— economic or social--and to enlist their active parti-
cipation the profit motive had to be built upon. It was not
contemplated that business would replace government, although
the advantage of not creating a new bureaucracy was ardgued,

. A )
but rather that there should be a partnership between govern-
ment and the private sector to attack the proﬁlems of housing
and economic development. The use Qf the tax-system was a
critical component in each of these programmatic approaches.
Ultimately, two key programs for corporate involvement evolved
for corporate activities -- the National Corporation for Housing
Partnerships, which was devised to take advantage of the ekisting
tax laws, and Breakthrough. This paper will focus on existinq
and proposed tax incentives, and their respective impacts on
individual and corporate involvement in fedegal programs for

economic development and housing.

s



Economic Develovment

In economic development, no role has evexr been structured
for corporations. Senators Robert Kennedy and James Pearson
sponsored a bill $-2088 in 19673/, which was designed to
create jobs 1n poverty areas by providing investment credits
to corporations locating industrialized plants and other service
buildingé in the poverty areas. The only bﬁsinesses which
cgualified agreed to hire at least 20 workers of whom at least
2/3 were to be low-income residents df.the relevaﬁt poverty

. L
area or low-income unemployed persons. S. 2088 did not oro-

l.—l.

vide any special mechanism for financing these businesses, as
it was felt that corporate financing was available without

federal inducements. The incentives were to apply only to

[t

new facilities, not the relocation of old facilities. Th
qualifying areas were restricﬁed initially to 193 urban poverty
areas identified by OEO (with an exception for Indian reserva-
tions and as amended to include rural poverty areas). The

bill would épply only to manufacturers, producers, and dis-
tributors, nqt'retailers.

The incentives were to be as follows:

1/ Senator Pearson introduced a bill (S. 1475) on April 5, 1973
~ to allow a double investment credit for certain property ..
placed in service in rural areas which will assist in pro-
viding new emnloyvment opportunities. There are no restric-
tions on the number of job oprortunities. The only restric-
tion is that the »roperty be used in the manufacturing, '
processing, ascemnbliny or distribution of »nersonal proverty



(1) 10% credit on rmachinery and eguipment, in lieu of
the norrnazl maximum 7%

(2) 7% credit on exrenditures for construcking an indus--
trial facility or for leasing space for a guaelifying
business.

(3) a credit carrvback of three taxable vears, and a carry-
over oif 10 dxable vears., :

(4) a useful life for vpurposes of depreciation of 66 2/3%

of the normal useful life applicable to real and

personal property. . :

a net operating loss carryvover of 10 years.

a srecial deduction of an additional 25% of the

salaries paid to all workers hired to meet the

reguirement of S, 2088.

—~ o~
oy Ul
~—

This procrcﬁ was never implemented. Moreover, what programs
exist for economic development have not relied on the tax
structures. While the Economic Development Administration
has created some of the underpinnings for economic growth in
poverty areas, it has not for the most part, scught the parti-
cipation of corporations of the_type Kennedy envisaged. The
Minority Enterprise Small Business investment Corporation
(MESBIC) has attracted small amounts of corporate capital,; but
has not sought to involve the corporation in the economic de&elop—
ment activities of MES BICS.V-WithOUt any incentives to partici-
péte in economic development, corporations néver went through

.

the analysis of what return they would expect in order to take

the risks.inherent in most economic development activities.

-

Corporations neither examined their organizational structure to

nt, nor did theyv

=

decide if this activity reguired rearrang
analyze thelir monagement skills to see LI they wore sufficient

for economic development activities.



Housinyg - The Kennedy-Smathers Propnosal (5-2100)

Senator Robert Kennedy together with Senator George
Smathers introduced in 1967 a bill (S-2100) explicitly to
encourage corporations to develop low income housing in urban
poverty areas, (amended to include rural areas). The bill
offered corporations an investment tax creéit for gqualifying
housing on a sliding scale depending on the amount of equity
the corporation invested, but not less than 20% of project
cost. Subseduent holders were also‘eligible for investmant
credits. , A

Investment credit

st holder Subseguent holder
20 to 25-—=—=— e e 3.0 2.0
25 to 30—~ mmmmr e e e e 5.0 3.0 i
30 to 35—~ mmmmm e e e 6.5 4.0
35 to 40-—--~~mmmmmmmm s m e B0 5.0
40 to 45-——--mm e 9.5 7.5
45 to 50-——=—mmm s e . 11.0 10.0
50 to 55-~=mmmmmm e e - 12.0 12.0
55 to 60-—~—=—mmmmmm e m e e 13.0 13.0
60 to 65-~——-—mm 14.0 . 14.0
65 to 70-——mmmrmm 15.0 15.0
70 €0 75—m—mm e e 16.0 16.0
75 to 80-———mmm 17.0 - 17.0
80 to B5-——=——mmm e - 18.0 18.0
85 to 90—~~~ mmmmm e ' 19.0 19.0
90 to 95— m e 20.0 ) 20.0
95 to 100-=——=r—mmm 21.0 21.0



The larger the corporate eguity investmoent, the laracer the
3 S 1 ¥ :
tax credit. The objective of this scale was to encourage
J - o]

hicher eguity investment in oxder to preserve the mortgage
pool and thus build more units. The tax credit was based on
project replacement cost,; rather than the eguity investment
itseli., The tax credit could be carried forward as much as
7 vears, or carried back as far as 3 years. The bill hoved to

-4 B .

encourage large corporations with substantial cash reserves
o L

to invest in housing much as they would in other vlant and

A

equipment. *

In addition, depreciable lives would be reduced to a
percentage of the lives that otherwise would have been allow--
able, i.e., a faster write-off than»conventionél real estate.
The percentage would vary inverselvaith the percentage of the
owners equity in the project..

Percentages of Useful Life Based Cn
Ecuity Investment

Subseguent

Equity Investment % First Holder Holder
Less than 10% None 75%
10% or more but less than 20% .~ None 55%
20% or more but less than 25% 40% . 403
25% or more but less than 303% S 36% 39%
30% or more but less than 35% 32% 38%
35% or nmoretbut less than 40% 28% 37%
£0% or more but less than 45% ' 25% 36%
45% or more but less than 50% 22% 35%
50% or more but lass than 55% 20% 343
55% or more but less than 60% : 192 33%
60% or more butbt less than 65% 18% 32%
65% or morae but less than 70% 17.5% N 31%
703 or more but less than 75% 17% . 30%
75% or more but less than 80% 16.5% 29%
0% or more hut less than 85% 163 28%
35% or morce but less than 905 15.5% 27%



The third principal tax advantage of the nrovosal was
that capital gains tax would be waived 1f the owner sold
the building to a Tenants' Council after 8-10 years or if
the owner ;old the project and.reinvested the proceeds in
another low income housing project. Also, any cépital gain
would be reduced after a minimum holding péeriod ranging from
7-10 vears. Finally, there was pro&ision that after a buiiding
was fully depreciated, the owner could elect to treat the
building as having been sold to himself at a specified price.
This would enable the same owner to begin a newidpreciation

2/

schedule. =

2/ The other tax provisions were of lesser significance:
(1) Permitting demolition costs and site improvements
to be added to the depreciable bases (rather than being
included in the basis of land).
(2) Granting tax credits and accelerated depreciation to
certified purchasers from the original builder.
(3) Preventing businesses from taking the tax advantages,
then turning the property over guickly (reguired holding
period ten years except for sale to Tenants' Council).
(4) Revising Subchapter $§ "to induce groups of individuals
and corporations to pool their resources for the investments
in housing." Subchapter S permits taxpayers to obtain the
limited liability and other private legal advantages oi a
corporation while reporting income and loss on individual
tax returns. Owners electing this treatment would be able
to achieve all the legal benefits of the corporate form while
enjoying tax benefits similar to those enjoyed by partners
in partnership agreements.
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The Kennedy bill soucht to enlist the eguity of the large
corporations for the purpose of developing housing in urban

poverty areas. It was a bill drafted in the period of the
ghetto riots and very low housing production. As Joel Barlow
‘of Covington and Burling pointed out,

. The tax aspects of the bills are extremely complex
nrincipally because so many different tax incentives
are offered. It should be possible to provide the
same overall tax benefits and incentives with fewer
different provisions.

Kennedy himself felt there was nothing sacresanct about
LS

the tax formula or the tax benefits of $.2100. What was re-
guired was a program to win the corporate commitment. When
S. 2100 was being discussed in the Ccngress, there was a maior
disagreezment between the Treasury Départmcnt and some of the
tax experts wiho appeared in suppdrt‘bf the bill over the actual
costs of the program as compared to -the rent supplement or

221 (d) (3) BMIR program. The Treasury argued that the program
was more expensive on a strict analysis of dollar outflows.
Thﬁse who sUppoﬁted the bill argued that the 5.2100 progrém
could not be compared with any existing program by virtue of
its location, and that cavital which went into these areas
would not otherwise be devoted to housing. Therefore, in

osting out the prozrams, there should be an allowance for

the multiplicr effect on an investment in housing wvwhich othor-—

N
wise would not have keen made. The multiplier effect in turn

would return tax revenues both to local bedics and the fedaral



.

The National Corvoration for Housincg Partnerships

In the struggle over the outline of the 1968 Housing
and Urban Devglopment Act, the Kennedy proposals were juxta-
posed to the creation of the National Corporation for Housiqg
Partnershiops (NCHP)é/ as alterﬁative vehicles to’ spur corporate
involvement in housing. NCHP was to serve as the»conduit for
corporate equity investment in low and moderate income housing.
Tax losses would be rassed through to corporaticns throughvthe
limited partnership -~ the National Housing Partnership. The
argument was that corporations did not have executives skilled
in the investment in housing.

Thus, rathei than many corporaticns attempting to form
their own housing divisions, a single entity was created. 1In
point of fact, many corporations viewéd their investment in NHP
less in terms of a profit making investment than as a chari-
table contribution. This was certainly the case fof thé’invest—
ﬁents of labor unions who had little or no use for tax shelter.

The NCHP approach focused primarily on one aspect of'tﬁe
federal multifamily housing'programé - équiﬁy capital. AS such

it provided some impetus for housing development by lending a

3/ It was thought that the success of NCHP would foster the
creation of additional like entities as provided for in the

legislation.



-_10,-

i~h

degree of stability and liquidity to the equity market. Other

grours, however, at an early stage noted the profit potential
in the syndication of FHMA multifamily projects, and by 1972
there was lively competition for these projects, and the eguity

interest was bid up accordingly.

The Existing Svstem and the Imcact of Tax Laws

For the groups sponsoring federally assisted housing,
the current tax laws have an important impact on the legal

framework for sponsorship. The tax laws make 1t necessary

to create a limited partnership in order to pasg through the

o

tax losses generated during constiruction and upon completic

cners in order for the dewveloper and/or builder

[

to limited pa
to receive his compensation. In rare instances, a builder
will build for his own account. Cufrently, investment in low
and mcderate income housing is adviSable only frr an individuzal

who can offset tax losses against other income taxable at a

|-;J

marginal ;

ederal, state and city rate of 50% or higher. Foxr
the most part, this effectively limits investment to individuals
with taxable incomes of $50,000 a year. Taking into account

typical personal deductions and ecxemptions, this would meéan a

ninimurn adjusted gross income on the order of $65,000.

0]

The general rvartner in this arrangement holds as small a
share .in the profits aend losses of the partnership as the IRS

allows without discualifying the partnership (usually 1-5%) .
- AN
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The limited partners hold the remaining partnership interesté
secure from liability, and havpy to be as distant as possible
from the operation of the project.

While the%e is no limit on the liability of the general
partner, it is important to note that the mortgage is nonre-
course, ie., the general partner is not responsible for the
mortgage in a default.

A second critical impact of the tax laws is that the bulk
of the losses, and hence the after tax profits afe derived in
the early years of a project's operation. The penefits'of owner-
ship are exhnausted by the 20th yvear, although the mortgaées run
for 40 years. The return for the individual investor is based
almbst entirély_on accelerated depreciation which creates tax
losses for the project owners. (Thé favorable recapture ?ro—
visions for federally assisted housing were added in the Tax
Reform Act of 1969.) These losses could then be used by the
limited partners to offset taxable income derived from other
sources. For Section 236 projécts the maximum 6% cash flow on
stated equity.was of minor importance since ;t was usually eaten
up by operating costs or taxes ,which-either were underestimated
at the outset or increased féster than FHA would permit rent

increases.
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Since very few current partnerships establish sinking
funds to meet the tax liability due on project sale or de-
fault, the partnerships will prefer to pay enough for the
project to limp along rather than pay even the capital gains
rate on the difference between the sale price and the depre-
ciated basis of the property. This is a different situation
than the situation posuulated‘in the projections on return,
i.e., a sale of the project at the end of some designaﬁed
period of timé. In any event, residuals will enter into a
partner's calculations only in the best of projects.

Alternative Incentives - The Tax Credit

Questions about the impact of current tax laws on the
owneréhip structure and commitment to low and moderate iﬁcome
housing for the period of the mortgage have led to an examina-
tion of possible alternatives. The following analysis will
focus primarily on the incentive side rather than on potential
penalties under the current system (i.e., tougher penalties for
default, more restrictive recapture provisions, etc.)

| Tax credits-have been suggested as an alternative to accelerated
depreciation, which creates losseé which in turn can be used to
shelter other income,as a cleaner method of rewarding equity
investment. Tax credits have several major advantages for cor-

porations over the existing system. The principal advantage
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lies in the accounting convention ofeérnings ner share as a
measure of corporate performance. Over the last few years,
the price of stock has been calculated to reflect its relation
to earnings per share,; as opposed to book value in earlier days.
The factor which converts earnings per share into stock pfice
is called the multiple. The multiple is ordinarily related to
growth in earning per share, i.e., the more growth the higher
the multiple. Because of this convention of calculating stock
orice, there has been tremendous eﬁphasis by mgnagement and stock-
holders alike on earnings per share. The NCHP experience is an
exceptions but one can argue that thg financial commitments on
the part of corporations were small enough not to effect earnings
pexr éhare. N

The difficulty with this is tha£ the return from investments
in FHA multifamily projects, particularly Section 236, is largely
derived from tax losses. The tax lossés which are used to offset

other taxable income have the perverse effect of lowering earnings

.per share. Conseguently, corporate executives generally frown

on such an investment. While some sophisticated analysts are
beginning to look at cash flow per sharev~7fadding back in non-
cash expenses such as depreciation -- earnings per share ceon-
tinues to be the dominant convention. While tax losses from
investments in housing doubtless would not be of the magnitude
to have an adverse impact on the earning of General Motérs, it

is a very real consideration in the case of smaller companies,
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A seccend difficultv with tax loéses generated under the
curren% system is that financial intermediaries such as com-
mercial kanks have special tax privileges which reduce their
tax rate well below the normal 54-56% level of combined federal,
and state corporate taxation. Their interest in tax shelter
investments is conseguently less than is that of nonfinancial
corporations. A final obstacle is that for financial accounting

it

purroses, a corporation must resexve its tax savings against

future tax deficits that will arise. from the project after
approxinately 20 years of overations (in addition to reducing its
kS

earnings pex share).

Por these reasons tax credits would be a far more attractive

A

mechanism to attract corporations into holding equity in federally
assisted housing. The use of credits would not,; of themselves,
however, chance the incentives for éither development or pro-
duction. The credit weculd be calculated to give the corporate
investor an immediate tax savings equal to the present value
(using a discount rate of 12% for example to represent an accep-—

table rate of return) of the excess. of

@

(a) the potential future tax savings it would realize from

depreciatiocn deductions, less

(b)) the tax due on a hypcthetical sale for 20 years.



For a tax credit mechanism eifectively to attract corporate
investment, there must also be provision in the Federai statute
mandating a change in the financial accounting rules in regard
to corporate participation. The Fedevral statute would provide
that for financial accounting purposes:

{(a) the tax credit would be treated as a "permanent re-

duction” of tax which increases the corporation's reported

net income after tax in the year of the credit; and

{b) the corporation can report the results in regard to

its interest under the cost metﬁod of accodnting rather

than the eguity method of accounting. This, in effect,
means that the corporation need not reduce its reported
income by its share of the losses of the project, to the
extent that said losses arise ftom depreciation deductions.

What could happen by using tax Credits to induce corporate
investment and ownership would be fo make the entire proéess
more responsible. Because of their public idéntities; corpora-
tions would hopefully feel a responéibility to supervise the
process -- i.e;, see that each specialist developer, mortgage,
architect, lawyer, builder, and manager pefform his job well.
Tax credits, while not the only vehicle which could accomplish
this responsible ownership, would be preferable to the current

accelerated depreciation mechanism.
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The -use of tag credits rather than accelerated depreciation
. would also have an ameliorating effect on individual particivation
in federallv assisted housing. Under the current svstem, egquity
1s most valuable to those individuals in the highesst income

bracket. A simplified example voints this up.

/ .
Tax Ratel/‘ 25% 50% 70%

Income $20,000 $60,000 $150,000

° Tax Losses 10,000 10,000 10,0C0
Adjusted Income 10,000 50,000 140,000

Taxes Due 2,500 ) 25,000 98,000

Tax Liabilitv without

lcsses 5,000 + 30,000 105,609
Gain from investment $ 2,500 s5,600 ¢ $7,060

(reduction in tax
liability)

i/ Tax rate is the marginal rate; thus, taxes are overstated
for simplification.

Thus, under the current system a low tax bracket investor
cannot compete effectively with a high bracket investor for the

investment, unless he is willing to accept a lower return. Even

® if corporations wanted to buy equity, they could not bid effec-
tively against a 70% tax bracket 1nd1v1d 1al. While some s»Onsors

are prosp2rous enough to make full use of the tax shelter, most
> , are not. Sponsors are forced tc sell out to individuals who want

passive investment limited wartner intercests. Lower income indi-

o

viduals, who could use tax credits as easily as high income ind:
4 viduals and micht reside or do business in the copmunity,

As the follewing exanvle

afford tc bid for an owoernshio intoresc.

\

shows, tax credits are of ejqual value o anyone with tawzainle inconz.
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Tax Rate 25% 50% 75%

Incone - $20,000 $60,000 $150,000

Tax Liabilitv without
credit 5,000 30,000 105,000
Credit 5,000 5,000 5,000
-Taxes Due 0 25,000 100,000
Gain from investment $ 5,000 $ 5,000 $ 5,000

The tax credit would also cost the federal government less
if it were targeted to be the eguivalent of the return generated
by a 40% tax bracket. (The average taxes foregone by the Treasury

50

o

h

under the current system are based on an average bracket o +.)
The advantage of the tax credit for individuals and corporations

. A
is that it opens up the competition for equity interests —-- because
anyone with taxes due can use tax credits. A further advantage
is that tax credits are simple, and avert the complexities of
different types of depreciation, component depreciation and
recapture rules.

In summary, tax credits are a feasible alternative to accel-
erated depreciation, and in fact preferable for the following
reasons:

(1) Tax credits do not have adverse impact on corporate

earnings ver share. '

(2) Tax credits would offer the same incentive to any

taxpayer regardless of bracket.

(3) Tax credits are simple and easy to understand (and

the corporation and the individual and the Treasury know

what they are getting.)

There could also he a tax credit tied to effective manace-

N
th

ment and maintenance. After designated veriodsof time, every

fifth year for instance, there could be a tax credit based on
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an appraisal of the condition of the building. It has been
suggested that this same type of incentive for good management
and maintenance vaid out of a management escrow which is included |
in the mortgage, or paid out of the mortgage insurance premium.
This approach is separate from the incentives of ownership pro-
vided by a tax credit, but of no less importance.

Tax credits should not, however, be viewed aé a panacea.
The issues involved in attracting corporations into the develop-
ment and production phases have been touched on in the discussion
of NCHP and the Kennedy proposal. The assumption in both was that,
if you could interest corvorations in the ownership phase, these
corporations would ipso facto involve themselves in the develop-
ment and production phases, making the delivery of housing a
unitary process. What has in fact happéned is that the process
is fractionated into three diStinct.areas —-- developnent, pro-
duction, and ownership and major cofporations of the tyoe which
formed NCHP or which Senator Kenoedy had in mind have not parti-
cipated subStantially. Those corporations which entered the
development énd of the business -- notably Boise Cascade -- found
that the development business is a business foxr entrepreneurs
with little overhead. Those corporations which were attracted
to the construction side of the business through the Breakthrough
program found that it was not easy to compete on price with con-

ventional, stick-built constructicn.
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While the profits from development can be substantial
for an individual, they are reduced quickly by a typical

a

corsorate operation. Then, too, the entrepreneur makes sure

his risk is minimal when he negotiates low options and makes

"on the come™ agreements with architects and 1aw§ers. Thus,

in the event his project does not materialize he ié not too

rmuch out of vocket. A corporation Qith a public identity has
trouble making such deals, and consequently its exposure is
usually high. Most corvorations have gone through this analysis,
and view the develcopment business as too risky and are unwilling
to commit the ma g ement skills necessary to be in the business -
even if development skills could ke obtained.. The outlook for
corporate varticipation is thus m*xed even i a tax credit

system provided new incentives for ownership and management.

Subchapter S Corporations

Under current tax law, a Subc nabter 8 Corpoxation is les
advantageous than a partnership for the following reasons.

(1) A shareholder in an S Corporation may claim a share
of corporate losses ggli_up.to the amounf oI- his capital contri-
bution and his loans to the corporation. In efifect, the mortgage
on the'proiec? is ex'luded from the investor's depreciable base.
In a partnarship, denraciable hase iﬁclhd es capital contribution

and the oroject mortgage.
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(2) The rental receipts would disgualify its Subchanter S
status 1if, in any taxable year, rents (together with certain
passive receipts like dividends and interest) amounted to

g

over 20% of

j]

its ¢ross income. In a limited partnership agree-

¢

ment, there is no such restriction.

(3) A Subchaptexr S corporation may have no more than 10
shareholders. A partnership has no such restriction.

These conditions for Subchapnter § status could be remedied
by making the following changes: .

(1) The HUD insured loan would be permitted to be included
in the investor's tax basis for his shares in the corporation.

-(2) Rental receipts from a qualified project would no
longer be included in passive incoﬁe of the coxrporation.

(3) A Subchapter S corporation receiving a specified per-
centage of itslgross receipts from the rentals of a low and
moderate income houisng project and having a specified percen-
tage of its assets invested in a project would be permitted to
have up to 25 shareholders; |

These changes would eliminate the risk faced by the general
partner in the partnership format. The Subchabter S corporation
would not be liable beyond the'contributed capital. The changes
also would eliminate the need for the general partner in a part-
nership to have substantial other assets apart from its partner-
ship interest. Currently, the Internal Revenuc Serviceirequires

that:



--the general partner of
a net woerth (apart
egqual to 10% to 15% of
ship to be recognized £
This "othex uwSQLS
barrier to persons seek
business. Morecover,

;
by
i

from its partnership

the necessity of

partnership have
interest)

the capital of the partner-

oxr Federal income tax purposes.

a housing

reguirement has been a substantial

ing to enter the development
furnishing these

other assets and leaving them at risk of the project re-

quires packagers to cha
wise be reguired.

These changes in the
the general purpos=es of Subchap
placed on rental anc
they constituted

receives a substantizl vortion

g

dends,; or interest sho ld not b

to encoura,e active businesses.
does not ply to the ownership

income housing project which is

Varving Asgset Ratios for Financi

certain other receipts in th

rge hicher fees than might cther-

pter .S rules are in accord with
fexr §. The 209% limitation was
e belief that

income and that a corporation which

A

of its ecarnings from rents, divi-

e eligible for an incentive designed
The passive risk rationale clearly
and operation of a low and moderate
an extremely active business.

al Intermediarics

Another suggested method of

in federally assisted housing 1

encour ‘C!‘:L'l"T corqorate 1nvolvem:—:nt

s Tor the Federal Reserve Bank to

set special reserve ratios for banks and for the Federal Home

.Loan Board to set special ligui

T

Thigs 1s the stick, rather than

jog

M)

as more frequently been addres

portfolics. Advocates of this

srcaentage of

rrt
-

the assets of a €
in poverty areas. This could b

ratios for assets invested in

[ T TP S ey

federally assisted housing

-

dity formulas for savings and loans.

the carrot approach. This argument

sed to. the conventional loans and

3

approach would require a certa

inancial institution be invested

N

2 done by setting nore generous

than for
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There are several problems with this approach. The first
is that mortgage money has not been the problem in federally
assisted héusing. Yederal insurance together with the Tandem
Plan has provided the reguisite mortgage funds. There is cdnse«
guently no present need to force banks and savings and loans into
mortgage commitments. This, of coufse, would also be true if
direct federal financing were used. Additionally, individual
banks and savings and loans would probably be a less efficient
mechanism than FNMA for holding permanent commigments on federally

-

assisted housing because they would not have the volune.

A further prbblem is that financial institutions cherish
their private character, and already feel they are overregulated.
The Hunt Commission dealing with the étructure of United States
financial intermediaries explicitly rejected this approach. The
Commission argued that such forced investment Qould cauéé dislo~
cétions and inefficiencies in thé capital markets, and felt the

ébjectives could better be accomplished by direct federal action.

Thus, there is overwhelming resistance to this approach in the

financial institutions themselves. - In this environment, it would

be very difficult to set reserve ratios or liquidity formulas in
such a way that financial institutions would participate of their
own free will. It should be emphasized, however, ‘that financial

institutions in their corporate character could penefit from. equity

N

wnexrship under the advantages of the tax credit approach. In

fact, many banks varticipate in the vrocess already as mortgagees
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and one which could be built upon bv using the tax credit
approach. While manipulating reserve ratios appears infeasi-
ble, the use ¢f tax credits together with Subchapter S revisions
offer the érospect of encouraging corporate lnvestment in low
and moderate income housing.

Despite the Kennedy proposals for both housing and economic
development, tax credits have never.been tried. (In the Kennedy
bills credits would serve as a supplement to dépreciation, not
a replacement for it.) Corporations have never been interested
enough in making substantial investments in fed®rally assisted
housing or job creating industry because of the risk/return
relationship. Most corporations set "hurdle rates" for capital
investment which are pegged at the_Corporate cost of capital
(equity + debt). Hurdle rates are usﬁally on the order of 12—15%.
For an investment to be attractive, it must offer a retuyn higher
fhan the hurdle rate and high enough to.compensate for any addi-
tional risk over conpeting investments. A corporation must then
analyze what it will take in-terﬁs of corporate management skills
and time. To date, few corpbrations have found the profi£ potential
exciting enough. Tax credits offer one potential mechanism to
create the interest in ownership. Hopefully, that interest would
filter back in both hopsing and econdmic development to make each
a unitary process which would take full advantage of corvorate

managerial skills and resources. N
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TAX INCENTIVES FOR HOUSING

Stanley S. Surrey

This memorandum discusses considerations applicable to a
review of existing income tax incentives relating to housing.
"Housing" covers rental housing with a direct HUD subsidy, unsub-
sidized rental housing, and owner-occupied homes (largely unsub-
sidized). All of these forms of housing presently obtain special
benefits under the income tax, though the benefits differ in their

characteristics and tax impact.

I. Subsidized Rental Housing

A. Present Situation. Low-income rental housing has been
LY

directly subsidized by HUD, though at present future projects are

. abeyance. Essentially the subsidy pays to the developer the
difference between the cost of amortiziﬁg the actual loan and the
cost of amortizing a loan at a 1% interest rate, plus a guarantee
to the lender. This subsidization of part of the cost of the hous-
ing permits the rents to be held below ah-actual cost level. There
" may also be an additional direct rent supplement subsidy payment.

_ The HUD subsidy presumably indicates that totally unsubsidized
rental housing would be priced at a rent structure beyond that
which many low and moderate income tenants could afford. The
amount of the HUD subsidy is significant, and essential to the
construction of the housing. The exiétence of such a direct budget
subsidy presumably reflects a policy decision that supplying such
housing involves an important national priority.

This being»so; the first question to ask, as respects tax

incentives for such housing, is why are. there any tax incentives

N



presently provided to such housing. The ahs@er is clear -- the
amount and character of the direct subsidy and the accompanying
6% return limitation placed on the owner make it impossible for
the direct subsidy by itself to do the job of getting the housing
built. Hence, some additional inducement is needed. This
inducement is found in present income tax benefits, e.g., mainly
deduction of construction period interest and taxes and rapid tax
writeoff of full construction cost (accelerated depreciation or
five-year rehabilitation amortization) coupled with the cost being
almost fully leveraged. But clearly the tax benefits themselves
are likewise not enough alone to do the job of getting such low and
moderate income housing built at an appropriate rent structure.
Hence the duality of direct subsidy and tax benefits is presently
:eded. _

But this duality of benefits only describes the present
pattern —-- it does not justify it. Since the direct HUD subsidy
is by far the larger of the two inputs and.hence cannot really
be supplanted by tax benefits, the question is whether an enlarged
direct subsidy could supplant the tax benefits. This guestion
should be asked for several reasons. The tax benefits were essen-.
tially unplanned and just "grew up." As would be expected of
such an accidental process, they are inefficient and wasteful.
Essentially, the developer obtains his needed profit (above the
construction costs covered by the loan and the HUD input by
"selling" these tax benefits to passive investors. This process
of seiling the tax benefits is the so-called "tax shelter syndi-
cation." The developer must sell the benefits because he has
insufficient income, from the housing and other activities, to

tilize the benefits. But this process requires keeping the value



of the tax benefits large enouch to cover a substantial profit
to the investor-buyers of the tax benefits, a substantial profit
to the merchandisers in the process (investment advisors, syndica-
tors, lawyers, accountants) and, finally, the required residual
profit for thé developer.2 The process is well understood by
“those familiar with ﬁhe housing aréa, and further description
here is thus not necessary. The essential point is that, under
this roundabout method of compensating the developer, a consider-
able part -- perhaps 30% or more —-- of the revenue cost to the
Treasury of the tax benefits is diverted to those in the chain.
The investors get their "commission," the syndicators get their
"commission," the lawyers and accountants get theirl"commission,"
all as part of the process of ultimately furning the Treasury
swwenue loss from the tax benefits into dollars in the developer's
hands.

Clearly, if the developer could obtain his required profit
directly from HUD, then the wastage now oécurring through the
-Government‘s also paying (through the tax system) profits to
investors and syndication merchandisers would be eliminated.  The
‘mechanics of the dual tax benefits and subsidy system indicate
there is no other essential role to be played by the investors,
since HUD through its control over the direct subsidy controls
the basic decisional factors of'locatioﬁ, amdunt.of housing, etc.
Any conceivable advantages of private sector participation are
therefore really lacking in view of the essential importance of
the basic HUD subsidy. HUD should therefore complete the task
of directly supplying the needed inducements to the developer.

| “There is another inherent defect in the present foundabout
/stem of compensating the developer, and that is the "tax shelter"

aspect of the process. The tax benefits now "sold" to the inves-
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>rs through syndication of the HUD subsidized housing provide
tax deductions far ih excess of the rental income from the
housing. Hence, the investor, to make tax use of the tax benefits
he has purchased, must offset the excess deductions against his
non-housing income, such as dividends, professional income, exec-—
utive salary and the like. Bul this is a game to be played
only by those in high income tax brackets, 50% or above, year-in,
‘'year-out. Hence, it is a game only for the really well-to-do in
our society, or large corporations. But the gamé for them is
clearly worthwhile, for it can eliminate almost all income tax
liability for these individuals if properly played.4 However,
Congress and the public are beginning to understand this "tax
shelter" game and the tax escapes which it provides. They are
also commencing to see the essential immorality of the "tax
“elter" process -- the making of tax millionaires under the
<laim of providing housing for low income groups -~ and are asking
why a better way éannot be found to meet our housing problems.
As a result, the present method of using tax benefits and the
"tax shelter" process to compensate the developer of subsidized
housing is fast becoming too unstable -- as a tax matter -- to‘
surine. |
| -The Treasury has now recognizedvthis weakness in the present
system and has recently made proposals for change.6 As respects
rentai housing, these proposals (under the Limitation on Artificial
Accounting Losses —-- LAL) would allow the deductions created by
accelerated depreciation on new rental'housing in excess of
straight-line depreciation, by the five-year amortization in
excess of straight-line depreciation on rehabilitated housing,
and by the deductions (suéh as interest and real estate taxes)

llowed during the construction period, all to be used only



against income from residential property held for rental or sale.
Essentially, this proposal would eliminate the passive investor
who now buys in to one or two subsidized housing tax shelters,
since he could not use the "tax losses" created by these deductions
-- the typical.housing tax shelter "losses" ~- to offset his non-
‘housing income. Since such an offset is under present law the
whole point of this tax shelter game, the game would be over. A
wealthy individual with a large portfolio of residential real
estate investments might perhaps find the game worthwhile since
all of his real residential real estate is regarded undexr the
proposal as a single investment, and deductions on one item of
residential real estate can be used again;t income from another
“tem. (This is a defect of the proposal. This result is not
lowed for commercial real estate under the proposal, where
it is applied essentially building by building.) ' Also, the
proposal does not apply to corporatibns; This last aspect is
a defect of the proposal, for it is difficult to understand why
.corporations should still be permitted to play the tax shelter
. game to escape or reduce tax. And it is also hard to see why
. wealthy individuals with a large real estate portfolio should
still be benefitted. Moreover, they could benefit only if they
had tax loss housing to parley with tax profit housing. While
gimmicky tax shelter packages might be arranged to promote these
situations, such developments are not a healthy situation. But
under this proposal; unless banks or other corporations are to
take over all investment in HUD éubsidized rental housing, it
would appear that the ability of present tax benefits to compensaté
He developer is ended. The present passive investoré in such
asing would drop out, the syndications would end, and the . dev-

eloper would no longer secure his profit through the sale of the



' government would gain through the substitution of dlrect sub°1dy

new me Lhod of compensating the developer of subsidized rental
housing.lo Since HUD is already engaged in directly subsidizing
that housing and since the present direct subsidy is considerably
larger than the tax subsidy to be replaced, the sensible course
!would be for HUD to directly provide the needed profit through

a subsidy to the developer.

It should not be difficult for HUD to devise a direct sub-
sidy to the developer to replace the residual funds he now obtains
through selling tax benefits via tax shelter syndication. In that
syndication process the developer now receives an amount equal to
about 15% of the mortgage. Out of thie he must pay;about one-
fifth (three percentage points) to those handling the syndication.

te balance, about 12% of the mortgage (about 11% of the develop-
ment costs) covers any cash outlay he must ﬁake and his profit. _
Hence, HUD should seck a method to pay this 12%7directly to the -
developer, and thus short-cut the preseht rsuhdabout method | For

example, the Builder Sponsor Profit and Rlsk Allowance could be

e - . -

increased say to 22% or so. Perhaoq thezlncrease cou]d be pald

'_1n annual 1netallments over a perlod of years to encourage aoequate
management. The preqent tax benefits.for sub51dlzed housing --

accelerated depreciation,“five—year amortization‘for rehabilitation,'
deduction of construction period interest and takes, and inadequate
recapture of excess depreciation on sale -- would disappear.  The

‘ — e

 for uresent tax beneflts,VSane it wou]d no longer be paylng a
"Comm1531on" to the investors and to the merchandlsers of the tax
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But the point is that experts concentrating on a direct subsidy
for the developer ought to be able to find one.

C. A Different Tax Subsidy. = It may be said -- arbitrarily

T think —-- that a direct subsidy is not acceptable, perhaps because

it would show up as a budget item, whereas the present tax ben-

efits are hidden, as are all such tax expenditures, in the total
revenue figures.12 If so, we must still look to the tax system
to provide the developer with a profit. The task then, unappealing
though it may be, is to see if a better set of tax benefits can
be found. Put differently, how would we structure a tax incen-
tive system for subsidized housing that is aimed deliberately
at supplementing the HUD direct subsidy to replace Lhe present
ccidental” tax benefit system.

Professor Taubman in his report has made several suggestions
of new tax benefits to replace the present tax subsidy structure.
Largely, those suggestions seem aimed at non-subsidized housing.

Thus, the suggestion of tax credits to mortgage lenders is not

" really relevant to subsidized housing where a direct subsidy

. already produces a 1% interest rate; tax credits to tenants for

excess rents are not needed when a rent supplement program exists.
These suggestions will therefore be considered later in the con-—
text of non-subsidized housing. As forisubsiaized housing, his
suggestion of a tax credit on rental housing to replace accelerated
depreciation generally can, howeve;} be considered. Such a credit
presumably a percentage of the cost, is really the direct subsidy
urged above but dressed up in tax clothing. Speaking generally,
“f we wish to pay a developer $X, then we can give him a direct

bsidy equal to $X or a credit againct tax esqual to $X.

There are certainly advantages to such'a tax credit as

against the present system. The credit would be separable from



the basic income tax structure and not mixed up with (i.e. hidden
in) the deductions for depreciation, interest, taxes, etc., all
of which when properly used have a legitimate tax role apart from
any incentive load they are today asked to bear. The credit can
"be varied to suit the needs of the market and government policy
"as those needs are perceived. But there are problems with a tax
credit. $X provided through a direct subsidy is different from
$X provided through a tax credit, and the problems lie in the
difference.

Credits against income tax are useful to the recipient of
the credit only if an income tax exists of sufficient size to
absorb the credit. If not, the credit'is wasted and is no incen-
tive. Hence, non-profit tax-exempt developers (religious groups,

>lleges, pension plans, community groups, state and local organi-
<ations, etc.) cannot receive any incentive'through the credit,
though they could utilize a direct subsidy. Private developers
with losses elsewhere or otherwise insufficient tax liabilities
are also ruled out by the credit approach compared with a direct
subsidy. Indeed, developers today sell their tax benefits pre-
--cisely because they do not have sufficient income against which
; to utilize those benefits. A credit against tax would presumably
leave such developers in the same position. Hencé, to make use
of the credit they would have to pass iﬁ through -~ sell it -- to
investors and wé would have tax shelterQSyndiéation all over
again. If -- as essentially is true under the recent Treasury
LAL proposal —-- the developef would not be permitted to do so,
then essentially all development of subsidized housing would
either be turned over to corporations and a few wealthy individual
developers, or if they do not step in, the production of such
housing would ceaée. | .

These difficulties with the credit could be overcome by

making the credit refundable, i.e., payable directly by the\Trea—

sury in those cases where the developer's tax liability was not

large enough to absorb the credit or it was a tax-exempt developer.
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At this point, the tax credit is really a direct subsidy of $X
paid throuch the tax system. But there would still be a differ-
ence. The tax credit would reduce a developer's income tax, and
might, depending on its size, eliminate that tax entirely. This
. comes back to the unappealing aspect of having to devise a tax
-incentive. We must remember there is an inherent tension involved
in using a tax incentive to accomplish a national priority such
as adequate rental housing. The tax incentive must be large
enough to induce the private participation. But any such incentive
will ipso facto materially reduce the tax paid by the persocn
involved in relation to his actual economic income. Hence, the
transaction will remain an inviting target for tax reformers.
They will point to the escape from tax of the individuals involved
- and such a situation is the best climate to urge tax reform.
et the escape from tax is inherent in the reliance on the tax
incentive ~- it is what such tax incentives are all about. Society
may have to pay large profits to induce people to undertake other-
wise risky tasks -- but at least those:profits are subject to our

income tax system. Tax incentives undercut the entire equitable

- foundation of that system, and hence their inherent tension.

This tension inherent in the tax credit could be resolved by
inciﬁding the credit in income, and adjusting the amount of the
credit to keep its incentive effect at the necessary level.14 At
this point we certainly have the full equivalent of a diréct sub-
sidy, which would also be includible in.income. The choice
between the two then shifts to other factors. Thus, for example,
it would be desirable to have the Congressional Committees
directly concerned with housing, e.g., House Banking and Currency,
have jurisdiction over a subsidy to developers so as to coordinate
it with the other HUD housing subsidies rather than to split

1risdiction over housing subsidies between those committees and
-ne Tax committees. Equally, HUD and not the Internal Revenue .
Service should administer the subsidy system. The subsidy should
appear in' the Budget.
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All this points to a direct subsidy rather than the tax
credit. If, however, a tax route is desired, then a tax credit
of a refundable character available to the developer, and itself

includible in -income, seems the choice for initial exploration.

II. Non~Subsidized Rental Housing

A. Present Situation. Prima facie it can be said that since

middle income and luxury rental housing presently do not receive a
direct budgetary subsidy, such housing simply does not have a
national priority requiring governmental financial assistance.
Hence, it should not receive any tax incentives and the present
tax preferences should be eliminated. Indeed, one Euspects that

f low-income HUD subsidized rental housing ceased to receive tax

enefits (because the direct subsidies were enlarged) the Congress
would look more skeptically at the tax incentives.for the remaining
rental housing. But perhaps it is possible to argue -- though I
doubt the historical foundation for the afgument -- that a direct
‘subsidy is not here granted because Budget directors, HUD and
Congress, while believing some governmental assistance is needed,
have left the furnishing of that assistance to the tax system.
'If so, that decision has here also meant inefficiency and Wastage,
for the reasons earlier indicated and additional reasons.

A good deal of tax assistance to non-HUD subsidized rental
housing operates through the same tax shelter syndication process
as in the case of subsidized housing. This is because the
developers of non-subsidized housing, as in the case of subsidized
housing, often do not have enough income of their own to absorb
the tax benefit deductions accorded to rental housing. Their
mortgages are pushed to as high a level as the proposed rent

:ructure on the housing will permit. The consequent deductible
-.nterest component of the mortgage debt plus accelerated deprecié—
tion ahd other tax benefits total an amount lérger than the rents,

and "tax losses" result. Moreover, since the rents are needed to
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carry debt service and expenses, the developer must look to
syndication of those tax losses for his profit. Hence here also
we have the waste and inefficiency of the roundabout method of
compensating the developer. We also have the tax escape
immorality of the tax shelter process.

But there is a crucial difference in the function of present
tax benefits between subsidized and unsubsidized housing. With-
out the tax benefits, roundabout and wasteful though their
assistance to the developer may be, the subsidized housing would
not be built. The HUD 6% limit on the return to the developer

is obviously inadequate. Since rents cannot be increased, the
developer has nowhere else to turn for his profit except to sell
the tax benefits. (This present sine qua non aspect of tax bene-
“its for subsidized housing is of course, as we have seen, no
vidence of any inherent virtue in tax incentives, but rather a
result of the HUD direct subsidy system and the national priority
of setting rental ceilings for this housing.) But when we turn

to non-HUD subsidized housing, the picture-is completely different.

Here the government may be getting little or nothing in return
from the financial assistance given through the tax benefits, be
the assistance in any particular case roundabout Via’the tax
shelfer process or through direct use of the tax benefits by the
developer. Indeed, the net result of such financial tax assistance
may be harmful to the housing field. '

Professor Taubman's paper contains the following conclusions
as to the effectiveness and consequences of the present tax bene-

fits, which conclusions appear to be directed to non-HUD subsidized
housing:15 ,
To summarize this material, it seems likely that

the tax subsidy being discussed has increased the
guantity of buildings and especially expensive build-
‘ings. It may also have increased the surface luxuri-
ousness of buildings. But partly because of market
adjustments to subsidies and partly because of the
incentives to rapid turnover and thus to shoddiness,
the useful life and true quality are probably
reduced. . . . '
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Because the subsidies are paid on all housing
including those that would have been built anyway and
because the supply response to price changes is
limited, these subsidies are very expensive. A hypo-
thetical example will best illustrate this. Suppose
that without the subsidies there would be 1000 houses
costing $100 each. Next, suppose that tax subsidies
of 5% are introduced and that this increases the supply
of housing 10% to 1100 units. For simplicity assume
that the construction cost remains at $100. The total
cost of the subsidy is $5500 ($5 times 1100 units).
Thus, the average effective subsidy cost for each of
the 100 new houses produced by the subsidy is $55 or
55% of the construction cost of houses. Thus, this
tax subsidy which is paid on all housing will rate
low on the cost effectiveness criteria {(unless the
price elasticity of demand is huge}. . . .

The above evaluation would indicate that most of
the tax subsidies to housing are expensive given the
extra housing they produce, that they provide a tax
shelter for upper~income persons, and that they tend
to discriminate against proper maintenance and repair
practices and lead to an artificial shortening of the
useful life of a building. In addition, while in
principle, most of the subsidies apply to all housing,
in practice moderately or very expensive housing has
been produced by the tax subsidies. For several
reasons, these changes may not filter down to the
poor as increased gquality or lower rents.

Given these effects of the present tax benefits, the initial ques-
tion is simply why not eliminate those benefits and let the market-
place:govern rental housing for middle and upper income groups.
There would be no HUD subsidy, as there is none today, and no
tax benefits. o
Most of the trade associations in the housing field have

expreésed institutional dismay over such a proposed elimination
of tax benefits for rental housing. They have voiced to the House
Ways and Means Committee the customary pessimism about the future

lat immediately descends on any industry faced with the loss of

16

1ts tax benefits. Most of these Associations indicated that

the basic result of a loss of tax benefits would be a rise in
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rents. But this contention by no means 1is as conclusive against
such a change as the Associations seem to consider. First, it is
not at all clear that rents in non-subsidized housing would rise,
or rise by much. One builder, in taking a contrary view and
directly attacking the present tax benefits, stated that many
“builders today do not even use accelerated depreciation for tax
purposes (presumably because straight~line depreciation itself
provides a sufficient buffer against tax liability and they do
not desire to syndicate their buildings), and hence its elimina-
tion should not affect rents.l7 Professor Taubman elsewhere has
indicated that any rise in rents if tax benefits were removed
would be guite limited.18 Second, if rents for such housing did
rise somewhat, why should this be a national concern requiring
government action. Certainly we do not have a national priority

> support a low rent structure for luxury or semi-luxury housing.
Lf HUD became concerned about rent increases at the lower end of
the present non-subsidized housing scale, it should turn to provid-
ing a direct subsidy to meet that concern. -

At any event, the burden of proof both for retaining govern-
mental financial assistance for non-HUD subsidized rental housing
and for providing that assistance through tax benefits must be
placed on those who urge continuance of the present tax benefits.
Moreover, given the strong case against the present system, any
proof made for its continuance must be solid indeed and not just
unsupported pesSimism.

B. A Direct Subsidy. As indicated above, perhaps the wisest

course as to non-subsidized rental housing_wbuld be to remove the
present tax benefits, and then see what happens to housing starts
and rents -- and also see if the events have any relation to the
tax changes. 1If rents begin to rise in the income area where such
a rise may present a national concern, ‘then HUD shoula be ready

.th a direct subsidy to meet the problem. Thus, if HUD is con-
cerned about rent increases (or lessened housing starts becéuse of

rent problems) in, say, units now renting under $200 a month, one
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possibility is a direct grant to the builder for such units, so
that the rents are kept at proper limits. Another possibility is
an interest subsidy on the financing for such units. Professor
Taubman's paper points out that "a reduction in mortgage rates
can be quite an effective tool," and can thus compensate for any

19

_detrimental effect from the elimination of tax benefits. There

undoubtedly are other possibilities, all of which would be less
costly to the government than the present tax benefits.20 The
point here, as in the case of present HUD subsidized housing, is
that HUD experts should be able to devise any needed direct sub-
sidies, if the need becomes evident and the focus is held on pro-
viding a direct subsidy.

C. A Different Tax Subsidy. Here also, however, it may be

~rdained that, if financial assistance were shown to be needed

or non-subsidized housing once present tax benefits were removed,
the assistance should still be given throﬁgh the tax system,
albeit with a different type of tax SubSidy, than through a direct
subsidy. If so, the search must be for a new tax subsidy. Pro-
"fessor Taubman's paper suggests a number of alternatives. One of
these alternatives, a tax credit to the developer (owner) has
alréady been discussed. One problem is to prevent such a credit
'fromvbecoming another tax shelter. Any such credit should be
aimed as far as possible at the marginal developér who, supposedly,
needs governmental financial assistance to undertake the develop-
ment. But if he cannot use the credit because of his tax posture
and thus cannot obtain the financial assistance offered by the
tax subsidy, he can do better by selling the tax subsidy to a
passive investor who then takes his handsome "commission" on the

21

purchase -- and we still have a tax shelter. If this consequence

is blocked by making the credit refundable, as earlier suggested,

“len. the benefits of the credit would be confined to the real
state industry. But here we then face the other dilemma. Tax
subsidies, such as credits, to be successful incentives must offer

significant tax reductions. Hence, if the credit is significant,
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it automatically has the effect of allowing the real estate industry
to escape a considerable part of its tax burden. In turn, the
industry becomes a target for tax reform, and the situation is

thus unstable because of this tension between desired effective
~subsidy and the tax escape consequence ~- an inevitable tension

- if tax subsidies are used.22 A refundable credit itself includible

in income is the best approach -- which of course is a direct sub-
sidy in tax disguise.

Professor Taubman also suggests the possibility of moving
through the mortgage lenders rather than the developers or owners
and here offers tax credits to the lenders of mortgage money.

This of course is a tax alternative to-a direct subsidy to lenders
designed to lower mortgage rates. Here also one would have to con-
‘ider the problems that may arise if the credit is non-refundable,
ad the degree of tax escape that is inherent in the credit itself.
He also, again using the credit device, suggests the route of
aiding the tenant (rather than the owner or lender) through a
credit for excess rents. He also points out the need for a refund-
able credit to aid the tenant whose tax liability is not high
~enough to absorb the credit. Finally, he suggests the possibility
of a credit for repairs.
 These suggestions, as Professor Taubman's paper indicates,

have one thing in common. They are all untried and each has many
unsolved problems of structure and contént.24 Clearly, under
‘these circumstances it would be desirable to preserve both maxi-
mum flexibility to make needed changes and maximum coordination
with direct housing programs. All this is a task in the first
instance for housing experts and not tax experts. But tax sub-
sidies lack both the flexibility and the coordination. Moreover,
the tax experts take over to worry about the tax problems -- which

ve likely to be numerous with such untried devices -- and the
ousing problems become submerged or unseen. The proper course

in experimenting with Professor Taubman's suggestions would

therefore be to devise the direct subsidy counterparts of his
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alternatives and let HUD and the Housing Committees in Congress
experiment rather than have the Tax Committees and the Internal
Revenue Service undertake the task. There is no reason why HUD
cannot disburse subsidy checks; it is essentially a direct sub-
~sidy agency to begin with. But if tax subsidies are required,
-the least dangerous course would appear to consider the credit
for the developer, refundable and includible in income as dis-
cussed above, or perhaps the credit for the lender, also so
structured. The credit for the tenant and the credit for repairs
appear to possess many novel structural problems, especially if
they are designed to carry the tasks Professor Taubman, properly,

seeks to assign to them in his paper.

ITI. Owner-Occupied Housing

Although there is some limited direct HUD budgetary aid, the
present social goal of encouraging owner—occupied homes is left
to the tax system. While the historical origin of the income tax
deductions for mortgage interest and real estate taxes is murky,
~at least for some time these deductions have been defended as
instruments of financial assistance to homeowners. But being
' originally untargeted as such, they are also wasteful and unfair.
They assist not only a principal residence, but also one or more
vacation homes.  They assist the wealthy and the middle class --
but not those too-poor to pay an income.tax. Moreover, they
provide the greatest assistance to those well off, since the
higher the individual's tax bracket, the larger the tax assistance
from the deductions.25
The Treasury has come to recognize the inequitable tax prefer-
ences inherent in this tax subsidy system for owner—occupied homes.
v its recent tax proposals26 it recommended a new form of minimum
ax for individuals which would treat deductions for home mOrtgagé
interest and real- estate taxes (along with other itemized deduc-

tions such as those for charitable contributions and other state
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and local. taxes and investment interest in excess of investment
income) as tax preferences. These tax preferences when added to
certain exclusions, principally percentage depletion and one-half
of capital gains, could in effect not exceed one-half of the

individual's adjusted gross income.27 The overall structure of

 the proposal is such, however, that it would be expected to have

little impact on taxpayers in bracksts below $50,000. It would
not be likely, all in all, to affect appreciably the present tax
treatment of home ownership.

No direct HUD program of assistance would have (or has) the
bizarre, open-ended, upside-down structure inherent in the present
tax assistance to home ownership. On the assumption -~ which seems
proper -~ that national priorities require continugd governmental
financial assistance to home ownership, the task should be to see

f HUD can devise direct programs that ave better structured,
fairer, and less wasteful than the present tax subsidies. HUD
already has limited direct subsidy programs in the home ownership
field (in addition to FHA) aimed at reducing mortgage interest
rates by subsidizing a given interest level. Perhaps these pro-
grams could be expanded.28 Perhaps direct aid might be given for
a certain amount of mortgage interest and property taxes through
HUD checks sent directly to the owners. Parenthetically, it is
no answer to the search for such direct programs‘that they might

in the end involve fewer strings or qualifications compared with

.other direct subsidy programs. It must be remembered that the

present tax subsidies to home ownership have no strings or quali-
fications at all. As in the case of rental housing, presumably
we could be confident that HUD, if it is desired, could devise
direct subsidy programs better than the present defective tax
benefits to assist home ownership.

However, one doubts that the country is ready fof such a

arge shift from tax assistance for home ownership to direct

assistance. (We_could be willing in this area to accept direct

assistance in addition to tax assistance, e.g., the present HUD
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programs, *since it is recognized that the present tax assistance
is of limited aid to those in lower income brackets.) Nor is it
likely that Congress would turn to wholly new forms of tax assis-

tance for home ownership. Professor Taubman's recommendations

in his paper on the whole appear aimed at rental housing rather

~than home ownership. His tax credit for lenders could perhaps

apply, and of course it is a variant of HUD's present limited-
program of reducing interest rates for home owners.

The initial task in the case of home ownership would thus
appear to be that of limiting, and thereby making fairer, the
present tax assistance. Thus, the-tax.assistance could be
restricted to the principal residence of the taxpayer and to a
limited dollar amount of mortgage interest and property taxes.29
Perhaps a larger step could be taken and the present deductions

>r mortgage interest and property taxes changed to ciredits
against tax. Perhaps -- a still larger.step -— such credits
could be made refundable to some extent, i.e., payable directly
if the individual's tax liability is insufficient to absorb the
full credit.30 This last step of courSe, as explained earlier,

is working back toward a direct subsidy. In this context it

“would be moving indirectly to a system of housing allowances.

Such a refundable credit3l may be too much for the present cli-
mate -- as may even be more modest changes in the tax assistance.

Perhaps the most viable approach is that first suggested, of

placing ceilings on the present tax assistance. Any revenue soO

saved could be used for other housing programs, perhaps for

expanded HUD direct programs in the home ownership area.












