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Preface

This F,aper presents four principal" tax proposals,

in descending order according to our analysis of their

practicalit:y and effectiveness. Thr3se proposaLs are

outlined i:r detaiL in Section IV ar,d their application

to substanLive alternatives is discirssed in Section V,

It is antit:ipated that each of these tax incentives
would cost the government substanti;rlly Less than the

existing ircentives because any new recommendations would

be geared t.o an investment group wi th a Lower income

than that vrhich now benefits from t-he accelerated de-

preciation provisions. We have reJ.rained from performing

specific cc,st comparisons untiL suc-h ti.ue as substantive

program alt:ernatives are deveLoped l:ecatrse we are un-

certain as to how much subsidy shou.-d be provided via

the tax system. Thereforer w€ have deveLoped a computer

model which forecasts costs and cal<:ulat.es anticipated
yields. As soon as the appropriate policy decislons

regarding program alternatives are reachedr w€ can make

the necessary cost comparisons betwr,l€n th€ existing tax

benefits anC those reform proposals which might be ap-

propriate. '.
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Discussion Draft

Summary:

I. Introriuction

fnvest:ment in real estate has J.ong been an important

area <>f financial growth. To date, the tax incentives

provirled investors have played a stgnificant role in

deternrining how and where such investments should be

made.

A. fl;sues - Should the Federa.L Government continue to

p::ovide tax incentives to .investors in order to

motivate them t.o invest in restdential real estate

generally and low and moderate income housing

s1:ecif ica1l.y.

Pro: - Urban problems.indicate some malfunctiorr-

ing of the free market system. Public inter-

vention through the ta:< system is necessary to

overcome such market mechanism defects and

provide income redistr.lbuti-on and,/or consumer

subsidies. It has alst: been successful in

generating a great dea.L of new housing construc -
tion. As a practical :natter it has always

been easier to legisla'E.e a tax Uenefit than a

direct subsidy.

Con - Any tax incentive is wasteful, inefficier't

and inequitable. The ,:urrent costs of syndica-

tion are inordinately expensive. Compensation

bears no relation to risk; iirstead, they rei.itc.
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to the superflous ques[ion of the tax bracket

in which the investors happen to be.

3, Recommendations - The current system of tax

incentives relating to housing should be re-

formed. New incentives (or direct subsidies)

should be provided.

Alte:rnatives (in order of preference)

A. Tax Credits

1. Construction Credit - designed to encourage

multifamily investment: by offering a fast re-

covery of capital. If: would replace current

deductions f or constructi.on costs and interest.
Management Credit tr: permit faster recovery

of capital expenditur:es for upgrading and

maintenance of buildings.

Per Unit Credit a prorated credit (perhaps

computed on total number of unj-ts within the

development) given to owuers who either pro-

vide or rehabilitate uniils, within new or

existing buildings, to low and moderate income:

people

Pros - Credits coutd increase ii.vestments tron

two major sources, herefotore untapped.

€r. Iower-income tail>ayers

b. large corporate arnd i.nstitutional :-rrrJaot=

Tax credits are more equitable and simpler to

administer than acce.Lerated depreciation,

o
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to the fact

for certain

th;tt

ta:<-

B.

5. Con - Reformers can still ,point

credits allow special lreattment

payers.

Direct Subsidies

1. Burgess Task Force eliratnate current tax

incentives and establish a new ownership enti-

ty called a HOME. FederaI" Government would

provide developer wittL a direct subsidy and

the ownership entity with a management fee.

a. Pro - System is mcre equitable and effici-

ent. It would prc,vide additional incentiv,:s

for persons interr:sted in long-run business

performance and growth and is less expen-

sive than current' syst,em

b. Con - The whole ernphasis is on new housing
j-).:f 

- .., :t.; rt / t,-t >-t
which may accelerarte depree*ation of exist-

1"9 
stock. Becausie the proposal represents

a totally integrat:ed system, it will be

difficult to make any modifications that

would give rise to the same kind of flexi-

bility available l:rom tax credits.

Wallace Recommendatiolr *fi*irrut. "*r=urrt t.*

incentives and substitute a direct subsidy to

developers. Continue current system of interest
subsidy payments with ng increased fees for

nanagement. This is il frcnt end-capital grant

;rnd if its not included in the mortgage it

2
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would have the effect cf reducing rent.

a. Pro - Retains presrlnt market structure.

More flexible than the Burgess prooosal

could eliminaLe interest subsidy payments

and a}low rents to increase, thereby only

providing subsidy to moderate and middle

income people.

b. 9on - Problem of cwnership significant. I:E

government eliminates current tax incentiv<:s

and provides front-ena costs plus mortgage

insurance there is no capital investment.

Hence, who owns ttre property? Burgess uses

the HOME to overcc,me this difficulty.

3. Recommendation Initiate a system of tax cre*

dits and obtain an excreption from Treasury

Reform Proposals, regerrd LAL for Iow and

mod.erate income housing.

Encouraging State and Locarl Responsibility

.e.. Housing AIlowance

1 Since a limited housing allowance program

requires availabil-ity of existing units,

HUD should seek t<> modify ;; proposal t"

exclude applicati<>n to- Section 167K.

Provide a tax credit for expenditures o-n

z'ehehi-1ita-uj-orl of existing real estate for
which housing all<)wance is utilized.
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3.' Permit HA recipient same tax benefits from

deductions for interest and property taxes

as are available to other homeowners.

4 " Provide low income recipients with a tax credit

for property tax paid which exceed a fixed per-

centage of income.

5. Provide a per unit tax credit for purposes of

motivating owners to rent to housing allowance

recipients. If new cc,nstruction is desired an

investment credit migtrt be useful. Management

credit could be used t:o rnaintain and upgrade

both property and individual units.

Revenue Sharing

There are two'tax policy alternatives that

might prove compatiblr: wi-th this program

alternative. The f ir:;t assumes that the

revenue sharing paymerrt will equal the total

subsidy currently ava.ilable through HUD and

the tax system. If that be the case HUD shoull:

1. Support LAL - The tAL provision is design-

ed to eliminate the benefits of excess
a

depreciation. If the first set of assump-

tions are accepteC the-re would be no need

for accelerated clepreciation

Eliminate acceleratetl depreciation as

above; but retain straight-line deprecia-

ti-on for a1i t'ent...ri resiciential real estate'.

,
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3, Substitute an investmeut credit (or other

system of credits) for non subsidized projects

so that rents can be kr:pt reasonable.

A second less desirable aI'ternative is to:

I. Support LAL and continue the existing tax

incentives, e.g., accelerated depreciation,

expensing construction cclsts, recapture, etc.

for noq subsidized projects.

2. Provide less of a revenue sharing payment so

that the sta-tes are ottly able to provide a I ',,-

shallow subsidy. This wotlld provide housing

for moderate and middl.e income families. Hope-
n

and moderate income trousing.

linkered Section 236

I. Support LAL If HUD provides developers with

a sufficient direct subsidy to offset constru-

ction costs.

i',. Modify LAI If tinke::ed program does not pro-

vide investors with a competitive rate of

return, HUD should opl)ose LAL ag it relates tc

the 236 program. Opposition can take two fornrs:

6r. retention of exisE,ing incentives

b. substituting a tax credit

D. No Subsidy

Under this proposal hUD c::1y offers mortgace

insurance.

c
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I. Modify LAL so th,rt you retain current in-

centives. If no o'cher subsidies tax systenr

can not handle job aLone, HUD should at

Ieast provide the rnost beneficial environ-

ment for investment accelerated depreci-

ation.

2. Limit time effect <>f LAL so that one can

evaluate effect on market.

3. Provide tax credit for insured pro'iects
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an additional incentive

low and moderate income

for development

housing.
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Tax Law and Poli

I. Introluction

Invest:ment decisions concernin<; real estate have

long been r;ritical to urban developrnent. It. is important

to recognize that evaluation of risl< and selection of

method of :-nvestment are often strongly influenced by

tax consid<:rations. Therefore, the Tax Reform Act of

L969, perh;rps the most sweeping ref')rmation in the

history of this Nation's tax system, was extremely

significant: because it had. particuiar impact on residential

rental real estate:.

The mt>st dramatic reforms rela'-e to depreciation.

Under prior law, depreciation could be computed by

either a si:raight-line or an accele::ated method.

Generally, in the case of newly conr;tructed property,

the taxpayer could employ the sum-of-the-years-digits

method or t:he double declining balance method (2003

of the strEright-Iine rate). fn the case of used prop-

erty, the cleclining balance method at 1508 of straight-

Iine was arrailable. Again under pr:-or law, a portion

of the gairr realized on the sale of real propJity ,."

taxed at re:tes applicable to ordinar:y income, rather"than

capital gains rates; it was calculat,ed by a percentage

of the depreciation (in excess of sl:raight-l.ine depre-

ciation) de,ducted after December 31. 1953 (when the

o



o

o

o

a

o

o

o

o

o

o

Discussion Draft
6/22/73 Pase 2

recapture rules were first made applicable). The

percentage of this "excess" depreciation which was

subject tc, recapture was reduced in proportion to

the length of time the property was held. After ten

years 1 thr:re was no recapture at ai 1 and alL gain was

taxed at capital gains rates

The 1959 Act created an entirely new system for.

depreciatirn of real estate. Section L67 ()) (2) of the

Internal Revenue Code provided that prior law. would

apply to r.ew residential property c;onstructed after
JuIy 24, L969. AII other new properties, such as

shopping <;enters and office buildings would be governed

by the pro,risions of Section 167(j) (1) and could' be

depreciatcd at 150S of the decliniig balance. Used

residentiaL property acquired after JuIy 24, L969,

was permitLed to use L25Z of the de,:lining balance.

A11 other l)roperty would be governei by Section 167(j) (4)

and would l:e permitted only the use of the straight-line

method of rlepreciation. FinaIIy, Saction 167 (k) provided

that rehabilitation expenditures marl.e between JuIy 24,

1969 and Jtrnuary 1, 1975, for the p'rrpose of gl-roviding

rental hour;ing for low-income persons, could use thq

straight-1:i-ne method over a very sh,lrt pbriod, five years,

provided ce:rtain conditions were me--.

During the time the Act has been in effect, there

has been mtrch discussion concerning its effectiveness.

o
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Professor Paul Taubman (in a Team I\/ paper appended to

this paper) suggests that trqo criteria exist which are

useful in evaluating the effectivenr:ss of tax subsidies.v
These are "equity" and Itefficiency". Eguity refers

to both the, horizontal aspects and the vertical aspects.

A tax subsi.dy can be considered unfair if it is not

equally ave.ilable to equals or if it di-storts the socially
agreed upon progressiveness of the tax Law.

Eff icj.ency is measured differe::tly. "An'ef f iciently

organized economy is one in which margi:nal social costs
?/

and benefi'cs are equalized." Since i-ndividual rationalitlr

in a free r,rarket society is based on free choice generated

to some de<yree by self-interest, there are certain societal

goals which would ramain unachiev"U ,r"r* it not for an

outside sul>sidy. Thus , lf privaLe and social benefits

are not id,:ntical, the subsidy may increase efficiency.

However, correcting for the discrepancy in one industry

alone is unlikely to increase social benefits throughout

the whole :;ociety. private and so<:j_aI benefits

can differ and. recognition of these countervailing forces

can be use:Eul in policy formulation.

lJ
A

PauI Taubman, "housing and Invcme Tax Subsidies:
Report Tr: The Department of Housing and Urban Develop:._

ment, May L5th, 1973, p, 19
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Anothr>r problem which relates ':o the equity and

efficiency criteria is the question of how taxpayers

perceive the administration of the cax system. The

success of our system of tax collecl:ion is predicated on

honest anit voluntary taxpayer participation. If tax-

payers fee-t that the tax system is rrnfair because of too

many "Ioophol€s", many people will l>ecome disenchanted

and unwillj.ng to participate volunt,rrily. Instead, they

will cheat in their tax submissions, evade the payment

of some or all of their taxes, and otherwise vent their
1/frustratio.'rs against the government

' Reformers have also complained that subsidies afforded

through ta>: provisions-are not subjr:ct to the same kind

of regula-: Congressional scrutiny "" are direct subsidies.

Once enacterd, tax incentives have a--so been very difficult

to repeal. Thus, some tax subsidies; have outlived their
!/

usefulness.

II. Effect iveness of Existing Tax l-ncentiVes

Althoutgh this subject is to be discussed in detail

in Team If .i papers, certain assumptj.ons and cbnclusions

concerning the existing tax incentives will be- made and ex-'

pressed hexein as a foundation for the recommendations

which appear subsequently in this pa.per. The availability

y rLid., p. 25

4/ rbid.
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of accelerated depreciation and capj.tan. gains treatment

with respect to developing rental ht>usii.ng has probably

increased the number of units built and the amount of

initial expenditures for such b'uildi-ngs. At the same

time, thesl incentives may have a n\tgative effect on project
maintenance arid longevity. The capi-tal gains provision and

the decliner in the annual interest ttedlrction favor

relatively rapid turnover in ownerslrip. Some feel that

this turnover teads to under-mainterlance becarise an

owner is able to leave before +-he e:ifects of the under-

maintenanc(: turns into an expense tre rnust bear himself .

Professor t'aubman, noting that ther,: is..little empirical

work which bears directly on this llypothesis, states

that econontic theory suggests this r)utcome. He argues

that any otrtside investor would finrl it difficult to

establish 1:he exact quality of a bu.llding which appears

superficial.ly in good shape even thr:ugh under-maintained.

Thus, he would be willing to pay thr: or*ner a higher price

for the property than was necessary, Although all experi-

enced inves;tors woulcl know that the quality of the average

bui1dingwels1owerthanitappeared,enoughifvestors

would purchase on the basis of appe,fra.nce or other cbn-

siderations.i that it would pay all o\\rners to under-

maintain. Thus, the average mainte::ance and quality

would be l<lss under a system that encourages rapid

o
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turnover tlran when the consequences of shoddy maintenance

are internalized through a system that encourages long-
2/term ownerr;hip.

fn adclition, it appears that the n:resent system of

providing 'cax incentives is unnecer;sarilly expensive.
I'Sponsors". under present programs, must obtain compen-

sation by s;yndicating (selIing the tax subsidy to someone

else). Thr: wealthy investors, who can utilize the tax

losses pay the sponsor less than the iLotal copt of the

tax subsidy to the Treasury. This proaess also forces

the sponso:r to engage in an additicnall step (beyond

constructing housing) in ord.er to c,btailn compensa tion.9/

Becau,se the current system rel ies on tax losses,

which are rnore valuable to investors im the higher

brackets, :;-t excludes potential inv.estmrs who are in

Iower tax }>rackets. Moreover, the profit generated by

the use of these tax subsidies does not reflect the

risks invol-ved in developing a project- Rather, the

amount of grrofit is dependent on which tax bracket the
Uinvestor harppens to be in.

y rbid, | [). 28

9./
Cha

Burgess Task Force Report on Multifalnily Housing,
pter IV, p. 15

\
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7/ ],bid., p. 28
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Fina1ly, under the present system,the tax benefits

run out wjthin twenty years after completion of the con-

struction of the project although HLTD-insured mortgages

are generally for a term of 40 years. Based on tax

considera'';ions, after the twentietl year, there is litLle

reason for the owner to continue to hold the project.

In fact, t,here may be substantial incentives to seIl it,.

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

the latter is not deductible. This loss of dpductions

plus possible need for additional (;ash investments for

maintenance may combine to make the project unattractive
9/both to original investors and to their successors.

On the oth,=r hand, cash flow may remain positive', the

deduction may be less important, .rra the project may

increase srrbstantially in resale value. fhj-s appears

unlikely but we have 1itt1e experience as yet 3[ tni-" point,,

In surmary, the tax subsidy sy,stem has worked

insofar as attracting investment but the true cost

may be unn()cessarily high. Some of this incentive

should be L.ransf erred to builders arrd managers. If

housing pr()grams continue to requirt: outside invest- u

ment capit;tl, then a more. limited br:nefit should. be ..

developed. This does not mean that all [,ax incentives

should be eliminated but it does meiln that the present

o

o

y Ibid.. , p. 2L
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ones shoul<i again be "reformed."

IIf . The l,dministrati.onrs Tax Ref r,rm Froposals

The Aclministration I s tax refol'm proposals r ds

presented l;o the House Ways and lr[eans Conunittee on

April 30, 1973, are an attempt to t':orr€ct some of the

inequities resulting from the present use of accelerated

depreciaticn. Under the proposalr ar individual will

not be pennitted to offset so calleJ "artificial
accounting losses" against unrelated income. ,("Related

income" is that income which is derived from similar

kinds of investment sources). Sucll losses can only

be deducterl f rom related income, atrd the nondeductible

part must be held in a Deferred Los.s Aacount. fhere-

after, it can be used. to offset future gains from the

asset which *< generated the losse,s or against other

related in<:ome generated by similar investments.

The r€:commendation provides th;rt this Limitation
on Art.ificial Accounting Losser: (naf,1 will apply
to: (a) oiI and gas (deduction of intangible
drilling costs), (b) net Leaseil personal prop-
erty (deduction of amount of a(:ceX.erated
depreciation and amortization over straight
line amount), (c) rental real estate (see
explanation below), (d) Iivestock and farming
(prepaid feed and other 'such e:rpenses).

In the case of real estate hel<i for rent or f or.. sa'l€

as rental property, the recommendat:-on provides that

LAL will apply to those artificial ttccounting losses

attributable to the amount of .a.ccelerated depreciation

taken in excess of the s'uraiqirt-l-inr: anount ancl the

o
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amount of a.mortization under Section 157 (k) (rehabili-

tation) in excess of the'straightline depreciation

amount. Lj.kewise, LAL will also apply to t'pre-opening"

and otherw.ise deductible construction period costs

(interest, Laxes, legal fees, insui'ance etc.) which

precede the income to which they reiate

As pr,eviously indicated, the artificial loss'may Ue

deducted from "related incomei'. In the case of residential

rental rea.L estate (both rental housing and, rental housing

held for sale) "related income" includes rental income

fr3m all residentiat real estate, plus income from sale

of rental housing held primarily fr-'rr sale. In the case

of nonresiC.ential real estale, "r".1ated income" includes

only rental income and sales income, from the particular

property tc which the accelerated d.eductions are attrib-

utable. Fach building would be treated as separate

property e:rcept in cases where one or more buildings

are situat,:d on a single tract or parcel or on contiguous

tracts orcarcels and are operated as a unit. Under

those circumstances, such buildings would be treated

as a singl= property-.

To date, it is unclear to what extent the Treasury

recoiltmendations exempt housing construciea under HUD

subsidized programs. fnformal disc:ussions with treasurf

officials indicate that their preference may be to

include governm,e:"it-assisted p.r:ori --cil,ri r,',ithin r-ne scope

,
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of the pro6,osal, provided the HUD Housing Policy Revj-ew

Task Force does not make any recomrrendations to the con-

trary. Th::.s means that in the €v€r:t IIUD reactivates a

Section 236 type program, investors in such projects

could no lcnger deduct excess accounting losses from

unrelated .lncome. However, such losses could be used,

even by passive investors, to offset other residential

real-estatr: investments. Although fiscussions with

industry rrlpresentatives indicate the contrary, Treasury

officials have expressed the belief that losses from

investments in low and moderate income housin{ could

be'offset against income from converntional real-estate
projects to reduce the taxable effects of a positive cash

flow and increase an investor's after-tax rate of return.
Accorcling to Treasury, the prol:osal is designed to

encourage t.he formation of "mix and match" residential

tax investnrent entities. They have assumed among other

things, that investors are willing ':o pool risks of low

and moderate income housing with tht: differing risks

of other resident.ial property. However, it appears

that no one has tested this dssumpt:':on or its-significance.'

In fact, in its desire to promote ecluity within the..

entire tax system, the Treasury fai,-ed tt consider

carefully the implications of its pl:oposal on the

real estate industry in general, ancl subsidized housing

in particular.

o
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Presently, construction interest anrl property taxes

are "expensed" (i.e., deductible) in tbe year actually
paid out. The Administrationrs proposal would permit

deduction cf these items only against esidential rental

income; if the taxpayer did not have such income, he

would have to "capitalize" the. construstion interest
and property taxes (i.e., add them to his basis in the

project) an.d claim depreciation ded,rctions on those amounts

over the useful life of the buildinrl. This change would

significant.J.y reduce the realized y:Leld on realty invest-
ments

The foll.owing analysis of a typtcal apartment project

explains some of the factors involved (nt is taken from

testimony presented by Philip Browns;tein before the House

Ways and Me,ans Committee). The samrrle p'roject is a conven-

tional rental apartment; 144 units; tota.t cost of $2.4

million, of which $180,000 was the c'ost of land acquisition;

mortgage am{)unt of $2.1 mi}lion; $3C0,00'0 in equity is owned

by taxpayerr; in the 508 bracket. The rnortgage loan costs anl

permanent f.inancing fees amounted tc $193r000.-- It is assum6ci

the project will attain a 958 occupancy within a year. after

completion. Under exi'sting tax law, projlcted monthly rental.s

for this de'relopment would be $263 per unit. If the depre-

ciation allorved were limited to that whtah would be permittecl

undei- the strai-q1-rt'-Iine mer-hod, rents r"cul-d have to be

increased to $2g7 in order to obtain the same
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effective yi.e1d which would have be=n received.by an

investor usring the double-declining ba1ance method

If ther tax incenLives are subitantially reduced in

the manner suggested by the Treasur:F, net yields will

be reduced, participation by outsi<l.e tnvestors will

diminish, and housing development in general '(and Seition

236 in particular) would slow sharply., Even if the

moratorium were lifted, the limited dtvidend (68)

feature of the Section 236 program combined with

eliminatiorr of the accelerated depreciation shelter

for non-re.-ated incomer wou1d effer:tively eliminate

investment in the subsidized area. Without these

'market supi:orts, alternative invesUnents would b'ecome

more attractive to the investor and housing starts

would decl:Lne.

As horrsing starts decline, vacant units will become

increasingl.y scarce, and rents will rise. ft is unlikely

that the average renter could benef lt sufficiently from

these propc,sed tax reforms to offseE hiis increased living

expenses . This paper, theref ore , .r ec@lmends that tax
benefits be retained to supnort rental housing development'

though it ltaintains that the existieg i.ncentives should be

substantiaJ.ly reformed.. Otherwise, the ienting public may bo

harmed botl' sociallv and economical.[y hv the unavailability
of adequate, housing units.

o
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rv. New and ImP rovecl Subsidies for llousing

Most of the Internaf Revenue ccde subsidies for

housing are expensive. They provide tax shelter for

upper-inconre persons. They tend to ast as disincentives

to proper llaintenance and repair at'.d may lead to the

artificial shortening of the useful:Iife of buildings.

It is importanL to remember that t'ax shelters

related to housing must compete in ;rttractiveness with

other forms of tax shelters. Thus, lo matteywhat the

nature of the housing tax shelter, .Lf all other shelters

were terminated, housing would be the necipient of an-el
enormous vc,lume of investment funds.- Likewise, if

housing were put at a disadvantage.inverstors would seek

alternative: investments .

In the discussion which followr;, four improved tax

subsidy ap6rroaches are proposed (in descending order on

the baSis of practicality and effec{--iveness).

A. Tax Credits and Modification of Sufucha er risrr Rules

If it is decided to continue t: abt.ract equity

financing into the housing market iri order to-promote

the availability of low and moderate, iaocome housingr..

use of a tax credit for investment and. nriintenance

purposes wiII probably be more equitablle than any other

form of tax incentive. UnIike. accel.erated depreciation,

the absolut': ancunt of the ta;,< c,rslii: ::eed not jncrease

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

o
a

o t/ 9P cit, Tau}:man P. 41
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the credit can be fixed and its ava.Llabitity and amount

can be ad.justed easily.

We propose a three-fold credit which would work

as follows:

1. c,r_nstructioh gr.!. This credit

would encourage construction of mult:ifamily units by

affording e:quity investors a rapid ::eturn on their

invested capital. This credit coul<l be computed on the

basis of a flat rate per unitr or as a percentage of

unit cost. In a sense, it would re1>1ace the current

deductions for construction interesc and property taxes;

the taxpayer would be required to capitalize these items.

2. Annual lr[anagement Cred.it. This credit *ould

permit a rapid recovery of capital r>xpenditures for the

upgrading and maintenance of buildirrgs and equipment.

The credits would be based on the total development cost

of the project (excludiug land costs;), provided the

building met specific management stendards. We are

exploring the implications of condit:ioning the receipt

of any tax .benefits on the requirenre nt that the property,

to be eligi.ble, must meet 1ocal building code standards.

The credit .arould, be received each year, in addition to

straight-Ii:ne depreciation, and would. replace all forms

of accelera'Eed depreciation currently alLowable (except,

perhaps, those permitted under'I.R.C. Section 167(k)).
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3. Dcsignated Unit Credit. llhe Construction

Credit above, envisions a program s;imilar to Section

236 which promotes construction of new 1ow and moderate

income housing. Should HUD choose, instead, to con-

centrate o:n utilization of existintl housing or conven-

tionally-f .inanced new structures, ;r cred.it could be

developed (a) to benefit new const::uction containing

a specifiel number of low income urrits lwhich units need

not be d.esignated as such) r or (b) enable o*rLt" of

existing properties to d.esignate sg,ecific units for low

and mod.erate income use. The cred.:-t would be made

contingent on the provision of a sF,ecified number of

units at rants low and. moderate income people could.

afford. A ceiling would be set on the amount of the

benefit anci its value it could be cleterrnined by pro-rating

the number of low and. moderate incc'me units available

in the development. The credit would not necessarily

be attacheiL to a housing unit. Thusr orr apartment rented

to a low arrd moderate income family might subsequently

be rented l:o a more aff luent family (or vice-versa) .

It ne<:d not be implied that these three iax credit
proposals tre implemented. simultaneously._ However, "

although recommendations one and three may appear some-

what contre.dictory to one another, Lhe former could be

used to support an interim Section 236 program, while

o
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the latter could be used to support a long term revenue

sharing or housing allowance program (and the management

credit cou1d. be supportive of each).

There, follows a brief discussion .of the L967

Kennedy-sniathers Bill (S. 2f00) and an outline of some

of the reasons which tax credits are Enore efficient and

equitable than accelerated deprecie.tion. This BilI was

designed t.o encourage corporations to develop low income

housing in urban areas. It offerei. corporatitns an in-

vestment credit for building housir,g nrtrich qualified and

the credit varied. d.epending on the amount of equity the

corporation invested. The minimum capiltal contr:ibution

was to be 20s. of d.evelopment costs.. Ttre 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 provid^e more units. fhe tax credi-t was based. on

project replacement cost rather than the equity investment

itseLf . The tax cred.it could be carried f orward as much

as seven years or carried. back as far as three years.

The Kennedy-Smathers proposal atteurpted to encourage
..

corporatio:ns to invest in housing in rntrch the same way

they invesb in plants and equipment.

This basic aoal ian stiIl be achieved. When one

compares t.he consequences of tax credi.ts with those of

accelerated depreciation, it seems cleir that credits
a
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of fer a ck:aner, more fair method of .cewarding such

investment. In addition credits are irrpre f lexible and

provisions for carry-backs and carry-forwards can also

be provide<l if they are deemed necessfiry.

Perhal:s the most significant r.m1rct of the use of

credits worrld be to increase multif.amiily housing invest-

ments from two major sources heret<>fee insufficiently

tapped by t,he housing industry: (1.) Ilarge corporate

and instit'-rtional investors; and (2) Ilower-bracket,

ind.ividual, passive investors. Tax. credits have several

major advantages over the existing system for corporations.

The princil:aI advantage lies in the f.mt that si.nce a

stoekrs market price is often baseei on earnings-per-

share, corl)orate management avoids inw,stments which

generate tax losses (and, therefor€,, dhpress short term

stock prices). While some sophisticabd analysts review

"cash-f 1ow.-per-sharet', 
-add,ing 

back nou-cash expenses

such as d.e1>reciation, earnings-per-shae continues to

dominate. Theref ore, tax credits shou-ld be far more

ef fective :Ln motivating corporations "to invest in housing.

In ad<lition, it has been argued tftat Uy ising tax 
'

credits to induce corporate investmentn the entire housing

d.evelopmen': process could be improved- Wider corporate

attention r:ould make the development ud production
\.

phases more efficient. Because of {:heiir public image,

,
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corporatioirs might feel a responsibility to ensure that

the develol:er, builder and manager perform their jobs

well. The argument that tax credits vrould be preferable

to accelerated depreciation methods; iu achieving respon-

sible ownr:rship is developed in a paper attached herelo

as Appendi:< C.

The use of tax credits, rathet: than accelerated

d.epreciaticn, would also have an anreliorative effect on

individ.ual investment. Und.er the current "y"t"*, equity

is most valuable to those individ.ua.ls in the highest tax

bracket. Thus, under the current l;ystem an investor in

a low brac.<et would probably seII any i.nterest he might

own to a high bracket investor. While some sponsors are

prosperous enough to make fulI-use of the tax shelter,

most aEe rlr)t. Therefore, sponsors sel]. out to wealthy

ind.ividuals who want passive invest:ments and who need not

have any contacts with the community in which the property

is located.. Tax credits, on the other hand, could be

useful to .lower income individ.ua]s who might have real

ties with 'the community. As the fcllowing chart indicates,

Iower incotne persons could compete for these lredits be- 
'

cause tax r:redits tre.at ind.ividuals, iu dif f erent tax

rate categcries, equitably. *..-,
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The tax credit would also cost; the Federal Govern-

ment much less since it would. be trrrgeted at an invest-

ment group, with a substantially lower income than those

in the 5OS - tax bracket who can most effectively benefit

from the accelerated depreciiation'provisions available

under the current sysLem. Researclr would. determine what

minimum incentives would sti1l moti.vate investors to in-
vest in residential real estate. ]. further advantage

is that tax credits are simple and th,ey get away from

the complexities of preparing depre,ciation schedules and

the uncertainties of compl-icated rercaBture rules.
Credits against income tax arer useful to the reci-

pient of the credit only if an inccme tax of sufficient
size exists to absorb the credit. If not, tfre creait
is wasted. and it provides no incent:ive. Hence, non

profit developers (religious 
.groupsi, 

col-Ieges, pension

plans , comnunity groups , etc . ) woul.d not receive any

t
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incentive through the credit, thoucJh they could utilize

a direct ;ubsidy. Private developers with net losses

or otherw,!.se insufficient tax liab:L1ities are also un-

aided by t:he credit approach. . To make use of a tax

creclit, d:velopers who are Losing nloney would have to

seII it, to investors and we would. l>e in the syndication

syndrome e11 over again. If the recent Treasury proposals

are enacte:d, however, the d.evelope:: would not be per-

mitted to do so. Thus, all development of stibsidized.

housing wr-ruld depend on corPorations or a few very

wealthy developers. If they are nrt adequate, production

of such tit:using would diminish shar:p1y.

As Professor Stanley Surrey s.rrggests in his paper

(see Apperrd.ix D) these difficulties; could be overcome

by making the credit "refundab1e", i.e., payable directly

by Treasury in those cases where the developerts tax

liability was not large enough to e',bsorb the credit or

the d.evelcper was otherwise tax exernpt"

Surrey also states that provii.ing any form of subsid.y

through tlie tax system provides an inviting target for

tax reformers. They will point to the escape--from tax

of the individ.uals involved and urge additional refdrm.

This obstacle couLd be ovetcome by designating the credit

as taxabl-e income and. ad.justing the a:mount of the credit

to keep its incentive effect at the necessary leveI. At

i
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this point the credit would be equivalent in effect to

a direct subsidy.

One problem with the tax credj.t is that the benefit

onlv accrlr:s when the next tax biI.L becomes due. If we't
do away with interest subsidy payments and landlords are

still required to reduce rentals srrfficiently so that

Iow and mof,erate income persons carr 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 wor:,ld be to provide

governmenL l-oans at cost in the fi::st year of occupancy

so that owners could meet current €:xp€Ds€s. 
.

4. $'obch.pt"r "S" C rrs. There was another

provisior ,)f the Lg67 version of S . 2100 which could

effectivellg assist in the impliment.ation of a tax reform

program that utilized. tax credits. The provision called

for a revision of the rules governing Subshapter rsrr

corporatio:rs 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 i\dministration's tax refcrm propo"ri" exempt. 
t

corporations from the. impact of the LAL -provisions. 
" To

faciLitate provision of tax incentives to investors in

subsid.ized. housing, changing the rules regarding Sub-

chapter "S" would be useful. fhese changes would.

necc.ssaril'' i nclu<re :
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1) Permitting inclusion of more than ten share-

holders, including institutional i:rvestors and. corporations .

2l Removing the restriction irr th,e "passive investment

income" tesL to permit all gross receipts in a Subchapter

'S' corporation to be derived from ren,ts from muttifamily

housing

3) Permitting Subchapter "Si' ,tror?oration shareholders

to include the corporationrs liabi.Lities in computing

the tax ba.sis of their stock . 
'

4) Allowing the pass-through r>f capital gains without

a penalty tax.

Owners electing this treatmeni: wotrld be able to

achieve aLl the legal benefits of the corporate form

while enjoying tax benefits simila:c to those enjoyed by

partners in partnership entities. S. 2100 proposed to

-treat the Subchapter "S" corporatit>n as a conduits betvreen

the project and shareholders in orcler t.o surmount

the restri:tion that a shareholder's sltare of the cor-
porationrs net operating 1oss, for any taxable year,

could. exce,=d the adjusted basis of his investment in t

the eorporation. Without this char,ge, Subchapter ":"
would be o,E little use to the investor, -and less pre-

Also, S. 2L00 proposed revisirtg..eisting Subchapter
$Sn laws whieh o::event a corporatic,r: f:rom using Sub-

chapter trs I if any of its stock is heJ-d by another

a
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corporaticn or trust. The obvious objective was to

encourage corporations to particip;rte as investors

in the Sulrchapter I'S, entity by pe:cmitting a pass-through

of tax losses and investment credits.

These, proposals should be revised in view of todayrs

needs. We believe that the Subchapter rrs rr entity could

be the cornerstone of a d.elivery vehicle through which

tax credits could be made availabl,e to corporations and

ind.ivid.ual.s investing in rental horrsing

B. Elimination of all tax incenti"res

. Numerous tax experts have found that the existing

benefits trrrovided to multifamily s'?onsors promote waste,

ineguality and. uncertainty within .the tax system. As a

resultl tlr€}, recommend that all existing tax incentives

be elimina.ted. Some advocate the reterition of the

straight-l.ine d.epreciation deducticns, others do not.

ff the Dep'artment chooses to reconunend the abolition of

all tax ircentives for rental housingr or to allow LAL

to apply t.o the subsid.ized programr; (regardless of which

program atternative is finally selectdd.), it also should

consider p,roviding d.irect subsidies to develo'p"t" in

the system to cont:inue to supply an

of low and mod.erate income housing uni+-s.

discussion of two proposals through which
't

might ef fectively i:e provided.

ord.er to enable

ad.equate riumber

There foll.ows a

these subsidiesO

a
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1. The Burgess Task Force Proposa.L

The Eurgess Task Force fecomm,:nded that the Federal

Government set aside the existing llor-m 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

recommende,d the formation of management entities, known

as Housing Ownership - Management-llnti-ties (HOuns) which

would be <:hartered by the Federal (lovernment and charged

with the responsibility of owning ;rnd operating the

project. Under this system, before any subsid.ized housing

project (c,ther than a cooperative) could be proposed to

the Feder.r1 Government, the builoer-developer would be

required to have entered into an arrangement with a HOME

so that the submission could be marle jointly by them.

The report also proposes that aIl E,ax incentives be

eliminated in regard to projects (l<nown as "Chartered

Homes") d.eveloped by a HOytB togeth,:r r.rith such buil<Jers-

d.evelopers, and that an ongoing car;h payment be provided

to the HOME for undertaking long-tr:rm ownershjp and .

The purpose of t.he proposal ir; to institutionalize

the ownership/management function':o enable HUD to obtain

more assurance that the project is sound from the long-

range manaqencnt perspective as we.LL as the short-range
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development view point. HOMEs would be required to have

a minimum net worth and would consist of individ.uals

and. corporations with extensive exlrerience in running

or owning rental real estate projects. The Task Force

recommended that HOMEs be subject 1:o the normal Federal

corporate income tax with the exceg,tion that it be

required annually to invest L/3 of its taxable income in

specified. U. S. Government obligati.ons having at least

a six year maturity. The amount irlvested would be de-

ductible from gross income until srich time as its

obJ-igations were paid back. At that time, the proceeds

would be taxable to the HOIrIE as ori.inary income,: This

provision would: (1) provide an :i.ncreasing capital base

for the HOME in order to secure pel:formance of its

obligat,ions, and (21 provide additional incentives for
persons inE,erested in J-ong-run business performance and.

growth to ,)rganize and manage HOMEs.

fn thr: event these incentives do not prove to be

sufficient and. it is deemed advisalile to make the

operation rlf HOIvIEs more lucrative, these entilies could .

be given Srrbchapter rrsrr status. This would permit a

pass-throu<;h of their profit to the HOMEs shareholders

without sul>jecting these profits to corporate taxes

The HOME concept also envisj-ons the establishment

of a new dr:veloping-financing fcrrnat: to provide incentives

o
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related to development, building atrd ownership-management

with the frllowing guidelines:

1) Instead of utilizing 90t loan-to- value ratio

Ioans for limited. divid.end partnerl;hips, the Federal

Government should provide lOOt Ioa.r-to-value ratio loans

fnith staggered BSPRA payouts for projects owned. by HOMEs.

Eliminatic,n of the builder-develope'rrs "paper equity"

should have no adverse effect on ttre management of the

proj ect.

2l Basing calculation of BSPRJT on 10t of a projectrs

replacemer,t cost d.oes not ad.equately take account of the

difficulty of a particular project., In the future, BSPRA

for all low and moderate income housing projects of

$5 millior. or less should be set ar: an unadjusted. figure

of 108. For projects above $5 mil:Iion, BSPRA would be

red^uced proportionately to an unad.;iusted minimum 1eve1

of 58 for projects exceed.ing $30 nrj-lIion. A different

BSPRA calculation would be used in those geographic

areas d.efined by HUD as "inner cit1, areas". In those

areas the BSPRA could. range from 9il to 158, depending

on the size of the project.

3) BSPRA would be viewed as a fee for developing and

building and also as a fee for suc<:essful renting and

initjal operation of the project. Thus BSPRA should be

paid. out in the following fashion:

a
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(a) 508 at the discretion of the interim lender

providing the insured coastr-uction ad.vances.

(b) 202 a€ 908 occupancy.

(c) 3Ot at the end of three years of project

occupancy, provided that the projeqt is

operating substantially :'.n accordance with its

management plan and. is n<lt in default under

the mortgage.

4) The project should. pay an anmral bonus to the

HOI,IE, abov'e the normal management ::ee, after the three

year BSPRJi payout period had been reactred. This fee

would no l.onger be d.rawn from a project.'s cash flow but

would be treated as a return on ar. ownership/management

reserve brrilt into the projectrs rrrplacement cost. Thus,

a reserve equal to lOB shoul-d. be arlded to the replacement

cost for e,ach multifamil-y project. The reserved. funds

would be t.eld by the Federal Goverrrment and invested.

5) 'J'he return on the reserve (pltrs amortization

of the res,erve which would be draw;r from project rentals)

would. be u,tilized. to pay an .additir)nal- ownerstripr/managemeqt

bonus to t:he HOl,lE in every year af'ter the 3rd year of

occupancy. The bonus could. be set at 208 of the original

equity corrtribution. If a HOME we:ce having difficulty

operating the project, however, it would be required to

utilize ttris return to meet project expenses.

a
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The .rlhartered Homes" proposaL suggested by the

Burgess Task Force was compared to a similar Section

236 projecL (see Attachment A and It to Chapter IV of

the Burgess Report). The comparison indicated that both

per-unit rentals and government cos;t were reduced under

the HOI{E format. Moreover, it prorided incentives for

responsible long-term ownership.

One substantial weakness of the Burgess proposal

is that it is a totally integratei. system based. on the

continuation of Section 236-type n€:w construction and

rehabilitation. Therefore, it is almost impossible to

make any mcdifications that would E,rovide the same

flexibility that could be d,erived. brom a system of tax

credits. In addition, care must be taken not to place

too much enphasis on new housing rvhich would just

accelerate the deterior.ation of the: existing stock.

2. The WaLlace Proposal

James Wallace, in a d.octoral dissentation for

the Harwarrl - MIT Joint Center (June, L972't presented

a more fle:<ib1e proposat which was also desiglled to ac-

complish s()me of the same goals outlined in ttre Burgess

Task I'orce proposal. Wallace points outr that, under the

current syr;tem of tax incentives, a developer induces

high bracket investors to invest funds in the partnership

in return :lor use of the partier:h:i-Jrts losses. The

a
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excess of these capital investmentsr over the actual cost

to the de'reloper amount to an additional fee paid to

the deve]6rper for his services (dt the expense of the

Internal Revenue Service) . If all,-rwing investors to

benefit from accelerated depreciatj.on amounts to providing

the develcper with compensation for his services, then

a more d.irect approach for paying t:his fee outright would

not only L,e more efficient but woul.d avoid. the admin-

istrative expenses of syndication ls well as the various

problems ::elated to reliance on renrote passive investors.

If'HUD re:ommend.ed a special housing revenue sharing

program, a. portion of the housing liunds could be specifi-

cally allocated to pay for part or all of the d.evelopers

fee d.epending on the nature and tytr,e of housing units

HUD intended. to subsid.ize. The dev'elopers fee would be

prorated in relation to that, portion of a project set

asid.e to provide low and mod.erate i.ncome housing. Like-

wise, if a housing allowance were j.nitiated the developers

fee could effectiuety provid,e a sha.llow subsidy to ensure

an adequate supply of housing for tJre recipieet of the '

HUD could admi.nister the direct fees to d.evelopers

by setting regional standards that could. be adjusted to

reflect greater risks in central city new construction

or rehabil:tatron. That is, urban or r:r-urban areas
o
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in the same regions might require <iifferent fee

sched.ules. Similiarly, the availal:ility of such funds

could be increased at HUD's discre':ion in those areas

of greatest need, not just in areas where there is open

Iand or no political opposition.

If a d,irect palzment is not pc,litically f easible,

the deve]6rperrs fees could be included in the mortgage.

Since the Government is, in factr curE€rlt1y Baying the

developmerrt fee through the tax system, the BSPRAT oE

whatever the developersr equity is called, could be

increased. to reflect the local housing market conditions

and deteflT,ine what is necessary to induce development in

the absen,:e of the opportunity to ielI tax losses to

investors. The developerrs fee could then come from the

mortgage Froceed.s dispersed at completion of construction.

This propc,sal of providing the dev,:Ioperrs fee through

the mortgage proceed.s only becomes practical under a

system of Federally-insured loans l:o housing. Otherwise,

mortgage lenders would probably be uninterested in loaning

fund.s in excess of those required <1irectIy fo-r the project-

Conceivably, conventional lenders rnight be persuad.ed to

make loans at high loan-to-value ratios; if the lender
\..

were convinced that the projected r:ash flow from the

project was quite high and that a higtr market value was

justified on --he basis of the capi':alized. income expected

o
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from the p:roject. This is generalJ-y done by developers

of commeri=al properties. Ihey crr:ate a project so that

the expect,=d cash flow justifies a market value well

above the cost of the project, eve:l on a loan-to-value

ratio of 75t. Although the limite<l dividend feature of

Section 2?6 projects effectively djminishes cash flow

distributions to investors, one of the possibilities

envisioned here would allow the owrler to charge market

rentstherebyjustifyin9ahighmarketva1ueforthe
proj ect.

. If ttre developerts fee were includ"ed. in the mortgage

calculation, making the debt servi<:e payment peShaps

15t higher than it would belunder the current system t -
interest s,ubsidy payments would. have to be increased so

that the oebt service paymentS cou--d be met and the

rents kept 1ow. The proposal, how<:ver, could be adjusted

to provide for another possibility, If HUD decided noL

to provide deep subsidies for new --ow and moderate income

housirg, it could use a housing al iowance (or quasi-rent

payments after having provided an :;.nitial direct subsidy

One must decide what kind of tax benefits should

still be available to a developer. Perhaps mortgage

interest and property tax payments should be allowed to

be "expensed" in the year t-he11 ()ccut1. Other costs could

a
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be capital.lzed over the useful life of the property.

In all oth,:r respects. the ohrner wculd be limited. to

use of straight-line d.epreciation crv€r the effective
useful Iife. However, in order to avoid present problems,

he would br: forbidd.en to market an1, passive investrnent

in the prol:erty. The entity having an ownership interest

in this kind of assisted project wr>uld be required to
assume the liabilities of a general. partner before he

could. obtain any benefits from its development, con-

struction, ownership, or operation.

. The concept of ownership is an interesting one

under thes,a circumstances. If the total cost of. all
resources (including Iand, the developer, etc.) are

covered. by a combination of the mor:tgage loan and direct
payments b:f the Government of the c:apital contributions
normally contributed by private investors. one might

argue that the title to the property should also belong

to the Govr:rnment, subject to the nortEage. Thus, in

the case o:l no private equity contribution at aII, the

Government might be witling to offer the title to a

qualified 'ienant cooperative organization at no cost.

The Goverrunentr or the tenant cooperative, would theh

have claim to the rental income generated by the project--._

Any excess income could be utilized in several ways. It
\_

could be: (1) returned to the project to serve as a

t
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capital res;erve to provid.e for maintenance and repairs;
(2') used t<: increase amenities within the development;

(3) used as; a cushion out of which to absorb increases

in operatirrg costs before any rent increases are nec-

essaryi or (4) be paid as a dividerrd to the tenants

(either ali- the tenants are those receiving rent supple-

ment assis'l:ance) for the year in wh,ich it is generated

so as to rr:duce rents.

If a project runs into trouble in the third or

fourth year of its existence, for example, IfUD would

receive an insurance claim in the event of a default or

foreclosur(). One way to alleviate this problem is to

allow reasr:nable rent increases to refLect increases in

operating t:osts. HUD might also be required to increase

the housin<y allowance or rent supplement assistance to

those. who riould. otherwise be unable to meet the higher

rent requir:ements.

This Jrroposal- is not a new one. It has been f ound

quite successful in developing new units for public

ownership und.er the public housing Turnkey program. In

that progrirm the developer gets his fee in a -1ump sum '

as part of the overall contract. Advantages of this
proposal ctrn be seen in terms of administering housing

policy mor() directly. There would. no longer be designated

subsidized projects. A cross sectiori'of income groups

v;oulC be al:le 1:o Ii.ve in 'the same hc,,usi:rg developuient"

o
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The filterj.ng process would be facilitated by providing

incentives for midd.Le and moderate ineome families to

move into new units.

C. Revising Existing Tax T,aw Provj.sioa:s'Relating to
Multif emily Residential- ReaI Ei;tate

Criti<:s of the current tax berrefi"ts have called for

a total re:iormation of the tax incr:ntjive system. Some,

like Professor Surrey, seem to think firat the use of any

tax incent.lve system is wasteful; ottr,ers believe that a

d.if f erent combination of incentives; might be more benef iciar.l.

The purpose of this section is to <lutlline some thoughts

concerning a fairly dramatic restnrctwing of the Internal

Revenue Ccde. The proposal is designed to provide a

constructron incentive as well as a marragement incentive

to devel-opers/owners of multif amil'g housing. In this

connection we have determined that tnne tax shelters

only arise where non-cash ded.uctiorls ,exceed non-ded.uctible

cash outIays.. Thus, with respect ':o rental apartments,

the excess of depreciation over non-d.eductible amortization

of principal constitutes a true ta:< slhelter. Most other

items such as prepaid. interest and thr, deduc$on for o

interest and taxes d.uring constructioiru, do not constitute

true tax s.helter iterhs because th_e:f do rlot constitute

accounting losses and, in fact, rei?resent actual out

of pocket expenses. \
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The following is a new approa<:h to Federal taxation

of resident.ial rental real estate:
(1) All out of pocket constnrcliion costs, including

those not currently dedu:tihle, (but not costs

paid out of funds obtained t[hrough construction

or permanent loans) woul,I be depreciable over

a very short period of time- fnstead of the

25 to 50 year useful livr:s now used. a five

year useful life might b<l used . '

(2) A11 ordinary and necessar:y lh,r.siness expenses

uch as management fees and. legal and accounting

fees and other currently de&actible items,

such as taxes, interest ,end the Iike. wouId.

be dedubtible when paid r)r aecxred r provid.ed

no more than one yearns 1>repaid costs could be

d.ed.ucted in the year incrrrred.

(3) Since the mortgage would no Ionger be part of

the basis, and would. not pr,wid.e deductions in

the same manner as would out-of-pocket con-

struction costs, the amor:ti.zation payment

(which currently cannot l>e deductedj wou1d. be-

come ded.uctible in the year the expense is
incurred. This would rerluire revision of the --
Internal Revenue Code wh:'.ch now treats amorti-

zation payments as non-dclduct'ib1e return of

c.ip:tal.
o
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(4) I{ith respect to all new capi.tal costs incurred

:Eor the reconstruction, rehabilitation and

r;ubstantial improvement of rental residential
real estate, the cost of any' items. which

currently could. not be "€lxpensed", would be

rlepreciable over a shortr.:r time period (e.9.

Eive years).

(5) litandards would also be set for management

fees by establishing a t'r'easonablenesst' test
' 

f or allowing their d.ed.uct:ibi"1ity. To the

rexLent they exceeded a rerasonable level in a

Siven year, the excess wc,uId be added 'to the

amortizable basis of the builiding.

o
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A strict recapture provision would r:rovide that

any gain in property vaI're resulting from a sale

would be treated as ordinary income until the

22nd, year following completion of construction,

at which time it would be ireated as a capital
gain. This would proviile a strong incentive for

owners to keep and mainr:ailu the property because

the owners I 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 ince::tive to new construction
by providing a very fasl: wri.te-off fgr all costs
'incurred in construction. In Canada, for example,

where incentives are needed to cause new constru-

tion in undesirable arels, 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 b:ildings because deductions

for depreciation are spread over such a long

period of tj-me. To of f set this , management fees ,
-+- o

rent-up fees, and other incentives have been

devised. .It would be simpler to shorten the us€,-

ful lives, thereby eliminating the need for ,o-ther

benefits. \
:'A eurrent source of controversey with respect tcr

real estate is the use of the non-recourse (no

D
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personal liability) morLrlage (aIso known as a

purchase money trust dee,i) - The above proposal

would eliminate the non-recourse mortgage, but

a1low deduction of paymenLs for the amortization

of principal. This dedrrct:-on, coupled with use

of shorter useful life, wourld increase the in-

centive to hold newly constructed buildings

throughout the mortgage terrn. Of course, there

are some problems with t:his propospl. First, it

may turn out that such reUlance is placed on the

non-recourse mortgage that participation would

drop sharpty. Second, lt envisions a substantiarl

.revision of the Interna'I Revenue Code, including

Sections !52 ,16 3 , L64 , 266 n all Sections pertairr-

ing to interest deductions and loan repayments,

all Sections pertaining to recapture and basis

(1201 , L2L2, L22l t 1231, etc. ) If such a revisicn

__Were 
feasible, it should be the subject of

extensi-ve research.

We therefore, f ind the reocrrrrmendation dealing

with tax cred.its the most reasona!-Ie and practi-

ca1 approach available.

D
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V. Recomnrended Tax Policies to Conrplement Proposed

Housieg Alternatives

The following are recommenderl tax policies for variot's

housing a.Lternatives currently und,:r consideration by Housing

Policy Trram IV. Specificially, tax policies are transmitl:ed

for the fcllowing: Revenue Sharing; "Tinkered" 5236; Hous:Lng

Allowances; Burgess Task Force Recommendations; No Subsidy.

A specific discussion relati.ng to an income maintenance

alternatjve is not included because the basic subject is

being derreloped by HEW and the de;ails are not available.
' The tax policy reconrmended rvith respect to each al-

ternative will relate primarily t,r the production of multi -
family rt:ntal housing for persons of low and moderate in-

come, unless otherwise stated.

a
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REVENUE SHAI1ING

E inancial C lraracteristics

Undei' this alternative, the federal Government would

distribute tax revenues to.State or local public bodies

which woul'l redistribute that mone'/ to encourage, in part,

the develol>ment of rental housing for low and. moderate in-

come persons. As of yet, the extenb of control on the

redistribu':ion of Federal revenues is unclear. To the

extent tha{: there are criteria or standards, Fnd the con-

straints tarke the form of program alternatives that HUD

would have adopted but for adoption of reveune sharing,

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

plemented the housing program.

Tax Policy
l

Thert: are two tax policy alternatives that might

prove comp:tib1e with this program alterna'Live. The f irst

assumes that the revenue sharing payment will equal the

total subsj.dy currently available trrough HUD and the tax

system. Il: so, HUD should

1. {iupport LAL. The effect cf LAL is to take away

the tax benefits of accel=rated depreciation and

r:equire taxoayers to use straight-Iine de$recia-

l:ion. This should includ= support for the pro_-

rrisions which definc artificial accounting losses

Lo ii,.:lude construction period items (interest,

taxes .:nd other ca.rriril:s ,_:harEes) an<l which
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characterize accelerated depreciation of rehabili-

tation expenses as an artificial accounting 1oss.

Eliminate accelerated de.preciation as above;2

A second,

1.

but retain straight-line depreciation for all

rental residential real estate.

3. Substitute an investmen{: credit (or other system

of credits) for non subsidized projects so that

rents can be kept reasorrabLe.

less desirable, alterna':ive would be to:

Support LAL and continue the exist ing tax incen-

tives I e.g., acceleraterl depreciation, expensing

construction costs, rer:aptutre, etc. for non-sub-

sidized projects.

2. Provide a lower revenurl sharing payment. Stateg

would provide a shallow subsidy for housing for
moderate and middle income families. Hopefully,

"filterj-ng" would work to assist low and moderate

income families.

t
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A HOUSING ALLOWANCE PROGRAM:

Financial Characteristics

A housing allowance.is designed to enable eligible
recipients to rent or purchase housing of their own choice.

It could to to any head of househt,rl-d as a direct cash grant

equal to the difference between 25i. of adjusted income and

the cost of adequate housing and coul-d be used to renL or
purchase any existing standard horrsing. It couldrcif course,,

have different characteristics.
Tax Policy

. If HUD adopts a housing alJ.owance program, certain
tax polic:ies could also be adopted that complement and

facilitar:e the implementalion of the housing ailowance

system. The following paragraphs outline some recommenda-

tions:

I. Payments Non-taxable: l'he enabling legislation

for the housing allowan<:e program should contain

express language to the effect that amounts re-

ceived by a taxpayer fo:: housing allowances are

not treated as taxable income. Before irnplemen-

tation of the existing ,=xperimentdl housing '

allowance program, HUD cbtained a private ruling

from the Internal Revenue Service that such

allowances were not taxable income because they

were not received'in return for services. To

assure unifor;r:-";, , ; j: lt'ir-: ,'ious'i-rig allowance

system is put into natj.onal .operation, HUD should

,

a

,
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consistent with all-

need.

2. Modify LAL: As previously 'liscussed, the Trea-

sury Department's 'rProposal.s; for Tax Change" sub-

mj.tted on ApriI 30, ).973, contained various

provisions including the L:.mitations on Artifi-

cial Accounting Losses (LAL) which applied to

tte amortizatj-on of rehabil.itation housing ex-

penses in excess of straigirt-line depreciation

Section 167. (k). If HUD i:ritiated a uni-versal

Housing Allowance program then the need for

a<:celerated deprecj-ation :nd other tax benefits

di.sappears because ,the marl<et r,oi1I establish r

re:asonable rentals for specifi-c units. A limited

housing allowance program, however, requires the

availability of adequate e:risting housing. HUD

strould therefore, seek to lnod!-fy the LAL proposal

and exclude from the defin.Lti-on of artificial

ac:counting losses the acce.Lerated. depreciation

perrmitted by Section 167 (k) of the fnternal

Rervenue Code

3. T:rx Credit for Rehabilitation: Sti11 assumihg a

Ij-mited program, regardless of whether HUD is

srtccessful in excluding ac:elerated d.epreciation

on rehabilitation expenditures from the operation

oJ: L.}-L, I{UD shoulC .sc:-::.. e:1;:ictaent of Iegj-slation

o



a

a

,

a

a

o

o

o

a

Discus.s i on Draf t
6/ 22/1 3 Page 45

expressly designed to stimulate the rehabilita-
tion and the long term mainter-rance of existing
hcusing. Such legislatj-on could take the form

of a tax credit on expendi bures for rehabilitation
of existing residential real estate for which

hcusing allowance payments are utilj-zed. The

re:tention of existing Section 167 (k) of the

Irrternal Revenue Code is reconmended to comple-

me-'nt this tax policy.

4 FutI Deductibility: If the reciPient of a hous-

ing allowance is permitted to use the subsidy to

pu::chase housing, recipients of the housing

al-Lowance should be entitled to deduct atnounts

pa.id for property taxes .rri morbgage interest to

th<: same extent as are othe,r horneowner taxpapers.

This would be consistent with iLax law which per-

mits owners of Section 235 units to deduct mort-

gage interest even though it. is paid, in large

pa:rt, by the subsidy. Similar treatment should

be accorded property taxes. To the extent there

are any changes in overall deductibility of t

mortgage interest and properrty taxes by all ..

ho.neowners, such changes strould 'aIso apply to

4e:ipients of housing.al.lor,rances. If parb of thg

def inition of "economic rent,ts. Etrrder a Housing Arrow-,

ance r'll Clrram incl-,;des property l.a:<cs, .i lltercst,
maintenance expenses, etc. and adjustments are

made by locality such a credit j-s uneccessary.o
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5 Tax credits for Excessive I'ropert y Taxes:

Ot:herwise, to assure that recipients of housing

a.r-lowances do not pay properrty taxes dispropartion-

at;ely high in relation to t:heir income, HUD should

a,lopt a tax policy that offers recipients of

hcusing allowances an incone tax credit for

payment of "excessive" pro;:erty taxes. Trea-

suryts reform proposals corrtain a proposal for

a property tax credit for t:he e1derIy,. Tn en-

a.-'ted, recipients of housi:rg allowances should

be included. The credit could be allowed for

real property taxes in excess of 5E of household

income, subject to the sam€, 5? floor and $500

maximum. For this prrno"", renters should be

considered to have paid real property taxes, in

part from the proceeds of a housing allowance,

in an amount equal to 158 c,f the rent paid.

Since the housing allowance itself would have

certain income limits to de,termine eligibility,

the property tax credit would primarily aid low

income and middle income p€rrsons. .j- .

o
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Oppose LAL: In many areas, a housing allowance system, to

be effective, requires an expandi:g srapply of available

standard trousing. Therefore, HUD should request tax laws

that provide for a construction c::edi.t to promote new resi-

dentiat mr:ltifamily developmerrtr coupled wiLh designated

unit credit so that property owners will have an incentive

to rent t,) Iow and moderate income persons. This apprbach

means gent>raI opposition to the Treasuryrs L!,L proposals

in as much as LAL discourages inverstment in real estate.
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A TINKERED SECTION 236 PROGRAI,I:

Financial rlharacteristics

The discussion below assumes that ;r modified Section 236

program will have the following ma;ior characteristics:
(I) an insured mortgagei (2) total subsidies comparable

in arnount to the present program, t:ut with greater flexi-

bility in applicatj-on of subsidj-es to a wider range of

incomes; (3) a tax credit to builde:rs in the range of 4%

to 6% of development costs (4) a tax credit for owner-

managerstopartia11ydefraythecostsofoperatingand

maintai-ning the 236 project; (5) a limitation on cash

flpw distributions. Only those modj-ficati-on which have

income tax consequences are discusried beIow. A. paper

discussing these and other lmodifieations of Sec. 236

has been prepared by Dale A. Whitm;rn of Team IV.

Tax Po1icy

If FiUD modifies the Section 1136 program as above, w€

recommend that the following tax p<:Iicies also be adopted:

1. Support LAL: If tax credj.ts for operation and

construction are made av;rilable in sufficient
amounts to make building and ownership. of

a

Section 236 housing an al:tractive investment,

( a question that cannot be ansirered untj-I' the

tax credit fn;r:'.rid.s are cletermj-ned) then HUD --
snould support the propo..;ed tax changes sub-

mitted by the Treasury, i.ncluding the proposed

LAL; it would be reasiblr: to go even further

a
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As an alternative to tax credits for Sec. 236 builders,

it may be desirable to make direct government grants

for 236 cc,nstructj-on. The enabling legilation which

creates the construction grant pro(Jram should describe

the tax consequences of that grant. Specifically, the

legislatic,n should indj-cate whether the grant is considerec'.

taxable irrcome to the receipient and whether the tax-
payer may consider grant funds in =stablishing his basts

for the property. It is recommended that the legisla-

tionexclui.e the grant from income and that the taxpayer

be permitted to depreciate the tot;eI cost of the Section

236 project, including those costs which grant funds

helped to pay. If Section 236 prr:jects are not subject

to LAL, the ability to take accele::ated depreciation or

credits on a basis that includes the construction grant

can improve the rate of return on the investnent-- '
depending on the size of the grant, Even if HUD supports

LAL, sj-nce straight line depreciation i5 stil1 permitted,

the effect of the construction grant on the taxpayerrs

basis must be considered. \

167 (k) rehabilitation e):penses;

set a definite time limil: on the

of the LAL proposal, for example

so that its effect on real estate

nay be evaluated.

application

three years,

investment

a
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a.nd limit projects to straight-line deprecia-

tion. This is appropriate because if the 236

grroject receives sufficie.nt tax credits so

that the developer can ol,tain an adequate rate

of return on his investment, h€ does not need

the added financial bene:=its obtained through

the syndication of tax losses to passive inves-

tors.

2. Modi LAL: If tax credit'. formulas do not yield

an investor a competitive: rate of t'eturn from

net rental income, HUD sltould oppose the LAL

. provj-sions of the Treasury proposal as it

relates to the Section 236 pr.ogram, and should

support the continuation of the existing incen-

tives

Section L('J ( j ) , permi-tting accele::ated depreciatj-on for

new residr-.ntial real estate and Ser:tj-on i-67 (k) permitting

the f5-ve-1,ear wiritoff for rehabil.itation would not be

altered. Thus, HUD should press ft)r Lhe modification of

the LAL pr:oposals as follows:

B. er complete exception for residential real estate

that recei-ves assistance from the fiodified 236 '

programi :.

b. amend the definition of artificial accounting

losses to exclude pre-opening expenses;

c. amend the definitibn of artificial accounting

l.osse .s to exciu.cle tic,:t.r::r:{ 1.;r.ti* on o:i;- Section

)
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BURGESS TASK FORCE RECOI\TMENDATIONS

Financial Characteristics

The Burgess Task Force recorrrriendations on multifamily

housing for persons of Iow and mod,=rate income included:

1. Creation of a federally chartered entity (caIled

a Housing Ownership-Manaigement Entity-HOME) which

would own and manage multifamily low and moderate

income subsidized housing.

2. Each subsidized multi-family project would be

owned by a separate subr,idiary of an" to*" and.

stock of the subsidiary would be pledged to HUD

. to enforce the commitments of the subsidiary.

3. The "HOME subsidiary" would be directly responsi-

b1e for the deveiopment'qf . specific project anrl

would receive a shallow-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 lor,r-ering housj-ng costs to t

fit the incomes of the communities in which the

projects were located

Tax Polic'12

The recommendations of. the Eurgess Task Force carry

with thern specific reeommendations with respect to Federal

income tar: policy. l.lotwithstanciirr<; a general distain fcr

o
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tax incentives, several recorrmenda-:icns concerning tax and

the Burgess recommendation are reported be1ow. Our analysJs

also contiiins a policy recommendation relating to the Trea-'

suryrs reJ'orm proposals:

I. Taxation of a HOME: A IIOIvIE, according to the

Burgess recoilrmendations, would be subject to the

normal Federal corporate: income tax. It is also

recommended that there L,e a special deduction for

investment of one thi::d of taxable. income in

specified U. S. government obligations having at

least a six year maturit.y. If HUD were to adopt

the Burgess recommendatj.ons generally, HUD shoul.d

also adopt the tax reconmendations, including the: _ ._

suggestion that all HOMEs be, Subchapter S corpo.r a-

tions. The enabling lecJislation for the creatiorr

of federally chartered HOMEs should contain the

legislation required to car:ry out the tax recom-

mendations.

2. Nontaxable HOI4E Subsidi; rry: The Burgess Task

Force recommends that: "A HOI'IE Subsidiary would

be a nontaxable entity. It would-Eot be subject

to tax on any income it migfi,rt realize. $ny lossr:s

realized by a HOI\,IE Subs.,,diary would not be sub-

ject to offset against {:he i.ncome of its parent

or any other entity . rr ( IV 
^ 

6 . )
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This policy is sound and should be adopted by HUD in

the event l3urgess recommendations are generally adopted.

Enabling J.egislation creating the i{Olm should state that so

long as a IIOI{E subsidiary distribuL.efr all profits to the

parent, iE would be liable for no Federal income taxes

Separate 'crovisions limiting the -cwnership of a HOME sub-

sidiary would prevent the subsidiaiy from selling tax losses.

3. Support a Modified. form of ILAL: ff the Burgess

recommendations , were aitoptLed, HUD should support

the "Proposa1 for Tax Ctrange" subniitted by the

Treasury and thre provis.ions regarding L/\I.

. However, unless rehabiliLation projects are to

be undertaken by HO}4.ES, it is recommended that
HUD press for a modificatioar of the LAL definitir:ns

to exclude from the def:.nition of artificial

accounting losses the a<:ceLerated depreciation

for rehabilitation experlses authorized by Section

167 (k) .

a

,
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NO SUESID'T

Financial Characteristics

If HUD decides that no subsidy program (except mort-

gage insu:rance), should be used to stimulate the construction

of housirrg for persons of low and moderate incom.e, there are

nevertheless certain tax policies that could make the mort.-

gage insurance program more effective. It is assumed,

however, that mortgage insurance vtill be available only to

developers who provide housing at rents within the finan-

cial mearrs of low and moderate inr;ome persons.

Tax Policy

As a general proposition , if' HUD offers 
l"r, 

rnortgag,e

insurance, no tax policy can stirqrrlate the construction

and rehat,ilitation of housing in t.he same manner as direct

Governrnent subsidies. fn fact, it' would be a misuse of ta.x

laws to provide indirectly that which IIUD should do direct-

Iy. T'ax laws designed to replace direct housing subsidies

could also result in revenue qgents c:eating and administer-

ing housinE policy. Nevertheless, there are certain limited

tax polic:ies HUD could adopt which would complement a

housing E,oticy based predominantly on mortg.g" ir=rtu..r"",'

1. Modify LAL: Without di::ect UUD subsidie3, real

estate irrvestors need a very stro:rg f inancial incentive_ to

produce ctwellings for persons of -tow- and moderate-income.

The use of accelerated depreciation to shelter project and

other in<j,:nii: is one such fir:ancial i;:.r::lfiys that giv,::r

o

a

o
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marginal :-nvestrnents substantial af ter*tax prof its. Even

under a h<>using policy that provided only mortgage insuranr;e

for renta.L units designed to house low and rtoderate-income

people, t)re need for accelerated oepreciation to improve

financial performance (including accelerated depreciation

of invest:rent in rehabilitation p::ojects) becomes almost

essential. Therefore, the "Proposals for Tax Change" offe:red

by the Treasury Department, and particularly those provisi,rns

relating to (LAr) , would have tc l..e modified to preserve

the approach (enacted in 1969) which has proven effective

in stimul.ating investment in sele:ted types of housing.

The modil:ications in LAL that HUD should recommend include:

a. 
,An 

unlimited exception form LAL for HUD-insured

projects which. benefit persons of low and modev-'atl

income i

b. A change in the definition of artificial accounl:-

irg loss to exclude lhu construction period

interest, taxes and carrying charges costs which

are not artificial;

c. A change in the definition of artificial accoun':-

ing loss to exclude acc:eleraLed depreciation of

rehabilitation expenset;, a provision that has

stimulated practically all t-he investment in

central city rehabilitafion since 1969; and--

finally, \
d. i.. cis:finite tj-me Iimit, for exami:Ie three years,

on the effect of LAL in order to evaluate its

)

,

)
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i-mpact or: real estate investment in general.

2. Tax Credits for Insured Prolects, tn" Treasury

"Proposalr; for Tax Change" place jnvestment in real estate

at a comp<:titive disadvantage to investment in oil and

gas explcration. Under the propo:ed Treasury Exploratory.

Drilling rlredit, intangible drilling costs for / domestic

exploratcry holes are entitled to a ?E irr,r"=t*(t crecit.

If the exgloratory holes proves commercially productive, a

supplemen'Eary credit of 58.of int;-.ngi-b1e drilling costs

rvould be allowed against the firs'.: tax payable on net in-

come from productions. This favor iti-sm of the oil and

gas industry over housing should be opposed. by HUD. In-

vestment in designated housing, (Ior example, housing 
_ ;

that receives a HUD mortgage ins':rance commitment) should

be eligible for a direct tax credj.t for that investment.

This tax incentive should be 'in atlditi.on to, and not in

place of, the tax incentives provi.ded by accelerated

depreciation, limit,ed recapture, rrnd general exclusion of

HUD insured projects f rom the o5>e::ation of the LAL proposai-.

The tax credit for investment in rlesignated housing would

be an additional tax incentive (s1>eci.fic det-ails are d.es-.

cribed, infra). The important po:,nt i.s that real estate

investment should be at least at 1>ari.ty with investment in

oil and gas exploration. A tax c::edi.t, available in the yr:ar

of investment, when contrasted to ottler forms of tax incen.-

tives, is, more si-mp1e and eas]' to understand. Yet, since

available only in the year of inr,estament, it is not reason-

)
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able to rely on this tax incentirse to increase substantially

the flow c f investment dollars in rental housing for low

aud moder€:te income families undei: the investment has income

tax consecluences for a 30 to 40 year period.

a
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.OUSING AJ'ID INCOME TAX SIIBSIDIES: A REPORT TO THE DEPARTMENT OF HOUSING

AI{D URBAN DEVELOPMENT

by PauJ. Taubman

In this report f will inventory the existing direct and. indirect

ta:c subsidies to single and nultifa.mily housing. iiven the short time span

in which this report has to be 
tpreparea, I find. it necessary to forego certain

tbchnical proofs, deJ.ightful though they are, and to rely or, 
"it.tio.r"

to.appropriate refere,nces. 
.It 

is neeessary, however, for certain d.efinitions

to be set forth at t;his tine.

1 TAX SUBSII]ES AND OTHER DEFINIT]ONS

Ihe recent JEC volume on tarc subsidies [f ] fras ind.icated. the

conceptual d.ifficultj.es in establishing an all inclusive d.efinition of

ttsubsidy.tt Ta>c subsj.dies, however, are easier to d.efine. According to

both an rrability to pay'r a^nd. economic efficiency approach, a person

(or firn)' is granted a tax subsidy if his tarc palnments are 16ss than those

of another person wi1;h the seme tteconomiett or true irr"or".1'2 Ta:c-subsid.ies,

therefore, reflect lower tar< rates for certaj.n persons or tlpes of transactions

or a tarc base that is; less than economic income. 
o

In this report housing wiIL be defined. in terms of qua^ntity or

btlmber of r:rits of a sta.nd.ard tytrre a^nd. quality. (uality will include such _-

)

-

1 fn this paper f wi.l-l assume that income and not consunption or wealth is the
agreed. u-oon tax bal;e unless sr:ecifically stated othr.,:'.,'j,se. In the d.eiin-i:; -cr,
f am also ignoring -oossible adJustments for diff'eren-"ial risk bearing.

2 Economic income is d.efined. as eonsumption plus the change in net vorth.
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things as the condition of the building she1l and ;he range ancl type of

equipnent and other services provid.ed. in supplying shelter. Single family

-v111 stand for owner occupied, and will include colrdomini,-:ms and. rnobil-e homes,

while multifamily will mean rented housing. Ind.irerct ta:< subsid.ies are those

granted. to mortgagers or suppliers of raw materials; us€d. in constructing

houses and which result in a reduction in the narke,t cost of producing

housing services

At some points we will be concerned vith low and. mod.erate income

housirig vhich are d.efined as frJusing vhose costs are such that people

vith eertain specifiei Ievels of income ca^n afford. the mortgage or rent

payments

a
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2. AN INVH\TORY OF D]RECT TAX SUBSIDIES TO RENTAL HOUSING

The current toc 1aw provides a varlety of di rect tax subsid.ies to

housing. An excellent su:mary of most of these cin be found. in Slitor [2],

some of whose details have been outmodedlby changes in the L959 and 197f

Tax Acts, and in Aarc,n tS].l

Table I lists these subsidies separately for owned. and rbnted.

houses, In this tabre and subsequent d.iscussion I have not included
,

certain prograrns that are only available to'snaII /groups sueh as farmers

er veterans. See Aar,>nts append.ix for these [3]. The first item on the list

for rented housing, tr)o rapicl dtepreciation of the'build,ing, is most important

.by itself and also plays a key role in magnifying the tax subsidies

inherent ln'itens 2, 3 antl L. Because too rapid'-epreciation is so

important, it is necessary to consider in,cletail wlrat ve mean by t'too

rapidt' and vhat depre:iation system wou-l-d. be Just ::ight.

Too Bapid. Depre,:iation

Nearly all tax depreciation systems a1low thr: tax payel to vrite

off the value of hls j-nvestment or the cost of the asset during the asset|s
.2

Iife.- But as has beern shom rigorously by Sa:nuelson and d.emonstratetl

lrrlnerieally 
by Taubman and Rasche [l+], a tanr systen. will confer a subsidy

if the present d.iscounted. value (PDV) of the tax d.erpreciation exceeds that

of the PDV of the stre.am of .rrrrrr.f losses in vaIue.3

The 19?1 ana 1959 tarc Acts made imForbant changes in the treatment
of housing. We use these provisions though buildings purchased. before
these dates have even more preferabl-e treatment.

Below ve consid.er the effects of mortgagei which form a wed.ge between
the ovnerrs equity ernd. the cost of the inves-uit€rt.

o

a
1

2

o

3 ff the opposite occu.rs, the tar< system imposes a.n excise ta>c on the asset.
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TABLE 1

DIRECT TA7. SUBSID]ES FOR OWNM AND RI$ITED HOUSES

Multifamily Horrsins

L. Too Rapid Depreciation'on Building

2. Capitat Gains Trr:atment of Certain Transactions and Limited.
Recapture

3. Depreciation Basr: Too Large

!: Tax Free ttExehani3estt

5, Too Rapid. Depreciation of Equipment

6 Noncomparability' of Treatment of Expenses and Revenues

Tax Free Transfcr PaymentsT

'Singi e Fami,li; Housing

1. Inputed, Renta1 Val-ue Tax Free

2. Interest and Property Ta:<es Ded,uctible if ItenizetL

3. Capital Gains on Sale

U. Tax Deferral on rllapital Gains

5. Capital Gain Exenption for those who are more than 6\
years o1d

For Both Types

1. Exemption from Corporate Tarc

i

a



5

his true or economir: depreciation should also be includ.ed. in detennining

economic income on palle one, footnote two. 0rr.ir. other vords, if the tax

payer is alloved to ra:ite off an asset too quiekI5, he in effect receives

an interest free loan from the government in the fr>ra of postponed. taxes.

The tleflnition is clear, but the factual qu.-'stion of the age

pattern of economic d.epreciation sti11 remains. S:Lnce 1971 the tor

code alIows investors to use the double declining balance d.epreciation

formula .on new build.i:rgs and. 125/' on used. resident:laI build.ings. (These

wil-I be d.efined below, ) Most read.ers of this repo.rt will have'heard enough

stories about double rleclining balance (or related methods) which a11ov

(aecelerate) d.ed.uctioas faster than that alJ.owed by straight line, to
't

be convinced that d.ouole declining balance is too .rapid.- There is

atailable some firmer evidence on the patlern of t:.'ue depreciation. First,

based on p',.ibiisiieci d.a-;a on rents anci costs, Taubman and. Rasche [l+] Aave

caleulated that true rlepreciation is much slower than even straight 1ine.

Wtrile their exact res'rIts vary by year and are somr:lrhat sensitive to certain

essumptions, they alvzrys find. that for each of the first l+O years of useful

life--the. average ta:c J-ife of shell and. equipnent--the trrre annual loss

ln the value of the br.ilcling is less than that allcwecl by the stratght

iine fo::nr:ta with a !6r year useful- life. Second., e,ven in the early-I95Ots

when inflationary expe.ctations were very smell, it was possible for investors

Straight Line Depreciation aliows an annual deduction equal to (f/U) times-
Cost where N is the useful life of the buil-ding or l+O years for apartment
buildings. Double Leclining Balance lets the person rrite off in each
year an arnount equal to 2/N (Cost - Previously Acelrmulated. Depreciation).
The person also can s;witch to straight line for the rernaining I ife
and uncepreciated. balance -r,-lenever he lii-si:.-s. As shown in Ii.r], the
optimal time wil-I be in n/2 years

a

I
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co receive close to IOO%, 1! year mortgages on nex apartments. .Thus banks

and life insurance companies must not have expecte,d much loss in value

over this time span during vhich the tax laws let the investor rs-rite off

3/B ot the cost of tlie build.ing vith straight line nethods or more if

accelerated depreciation formu-l-a are used. Thus rt seems that not only are

the permissable tax i-epreciation ruLes--d.oubl-e d.eclining balance on new

resitlential buiId.ings,, 125/, on used--a subsidy, bub so is straight line

clepreciation. fndeetl, Taubman,and Rasche conelude that tn:e depreciation

is approximated. by reverse sum of the years' d.igits.l
' There is one special rapid. depreciation system for J-ow income 

-

housing. Section 15'l'k permits the taxpayer to amortize certain

expend.itures on repairs undertaken to rehabilitate low income housing

over a five-year peri-od (ll-itf, salvage valiie set at zero) as long as the useful

life ls ct l-nsf,, fir;6. yu.r=.2 This p:.ct'islcn expires irt l.:975. 't^Ihi1e I

knov of no study that has expmined the pattern of true depreciation on such

repairs, the economic life of the repairs may be 11, 15 or more years, and.

salvage value wilJ- often be positive. Hence it seems clear that, as

intentledr. a +-ax subsily is granted by this provisi>n.

Captial Gains a:d Limited Recapture

The Tax Code currently allows t/Z ot (tong tarn) capital gains to
a

I The sr:rn of the yearst digits nethod allows a ded.,rction-in year t of
(u-t) /1i (tl-t) = 2(u-t)/(tt+r)u. Reverse sum of the yearsr digits is
equal to' z (tl- (tl-t ; ) / (tt+r )n.

To try to make sure that rehabilitation oqeurs, at least $3,OOO has to
be spent during two sueeessive years, vhile to r':stri.ct the subsid,y to
1ow incorre housing ^.o rnore than $15,000 !er".u:it :ls 6lranted'chis treatroent.
Also qual.ifieo inve:tment is to be deiineii by iitr; standaros.

2
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e exeluded from the tax b.u*.1'2 Thus the maximum tax rate is only

t/Z of that on ordinary income and there is, accord-'ng to our definition,
a

a tax subsidy.J As rioted above, the special trea'r:ment only applies to

ttlong termfr gains. While the general rule in the Trrx Ood.e is that an

asset passes from the short to long term status aft,er being he1d. for

six months, there are some speeial features fo, ,"":,Ld"rtia1 renta]

properties.

.Sinc e Jl969 all depreciation on such investments are subject to a

ttrecapture ruJ'e.[. This rul.e states that until a propenty is hell-d. for at

least 100 months that portion of the difference betweeo the sales priee

ancl the tax basis (1.e. original cost less accumulated depreciation talen

on tan< returns) ttrat ::epresents excess d.epreciation is not granted capital
I

gains status but is 
i,axed. 

as ordinary income. Excess depreciation is

the cumulated d.ifferenee betveen' aecelerated. and. sbraiglt'!ine depreeie.tion.

In other vords, the tax law trrecapturestt all of the excess depreciation in

the first 100 months. However, for each month that the property is he1d.

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

d.epreciation is treat,ed. as a long term capital gain amd. not ordinary income.

I It is someti-mes argued. that capltal gains are d.rre to inflation vhich
results in a tax on capi.tal and not income. Th:Ls a:rgument fs evaluated.
in the honeowner s:ction.

2 ftu first $5O,OOO cf long term capital gains fr,:m e.11- sources are taxed

)

)

at the lesser of half the ordinary income tax r:,te ar 25%.
ln excess of $5C,O0O are taxed. at half the ordicary rate.
on ord.inary income is 70%

Capital gains
The mocimum rate

3 However, the half of capital gains not taxed. is subject to the minimr:m
tac provision.
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'hus the complete holling period before a gain is :onsidered is 15-2/3

poinbs must be s recapture ruIe. firut,years.- Several poinbs must be noted,about this recapture rule

even when the taxpayer sells the build.ing befors ihe 100th month ancl ls

subJect to fuJ.l recapture, he has still ieceived. tne substantial advantage

of an interest free --oan from the government by d:ferring tar payments

for up to 100 months. Seeond, and probably more i:rporbant, the ttexcessrt'

depreciation subJect to recapture is only the cumulated difference between

straight line and the more accelerated method. useo. Yet the above d.iscussion

inclicated. that there is some evid.ence that straight Ii"ne depreeiation is

too large. Fina11y, the capital gains treatment is stilJ. granted. to that

anount of the d,ifference betveen sales price ancl +,ax basis that exceeds

exeess d.epreciation. Such capital gains can aris.'because of increases

in site vaLue, gootl [anagement, or even lower mortgage rates.

Dcprecia+-icn e::d 3crrc:*ed Fl::rds

The depreciaticn antl capital gains subsid.ies are eonferred on the owner

of the property with the statutory amount of the subsi.dy determined by the

cost of the property. Ehe dollar arnount of the subsidy is the same

regardless of the distribution of the finaneing of the proJect between d.ebt

antl equity, but the fuJ.1 subsidy is paid to the prcvider of the eguity.2

A' L% subsid.y based. on the original cost paid. to s<,meone vho actualtry 
.

invests l% of the price--a situation that does occur--i.s a 100% subsidy

l Girun or=[t.biIity to p"y''a.rinition of a subsidy, it is worth noting that-
currently the excess of accelerated, over straighb line depreciation for all
cther assets is alvays subject to reeapture vireneter a business asset is sold.
for more than the ta:r basis

0f course the subsiriy can 1:e shifted to t,]re iieb1, fj-nancer through trigher
interest rates.

o

2



o

o

o

o

o

)

9

o

o

o

D

his investment. ff the tax law only alloued ecorromic depreciation, then

no subsidy wouId. arise from letting the owner d.epreciate the total orlginal

cost of the asset sincr: the decrease in his net wovth is a red.uction in his

ability to pay. While a taxpayer can i-ncrease the'ralue of the subsid.y

from too rapid depreciation by using clebt financin,;, the subsidy arises

from the excess d.epreciation and not from the too large depreciation base.

Tax Free Exchane:es

Capital gains (a,nd the po,ssible recaptr:re of excess d.epreeiation)

are only recognized. when the gain is rrrealized.tt. Fealization ggnerally

requires the sal-e of the building. There are, howerver, some sales or

tra.nsactions on vhich the taqlayer is not consider,:d to have realized the

gain and thus is not..;ubJect to ta:<. Tax free exchanges incl-ud.e: swaps

:.+or a like kind. of asset; contributions in kind t,o universities
1

-rid certain other cha::itable institutions; remortgaging of a build.ing;

bequests at d.eathi anrl involuntary conversions.

Section 1031 aliows certain tlpes of svaps o:l the same assets. Since,

however, these swaps r1o not have to be for assets rrith the saa.e tanc basis, or

narket value (since crrsh can be ad.ded.), it is poss:-b1e for the person to

acquire a more valuab.le asset without paying the tax on the o1d pro3erty,

butcontinuingtouseitsbasisforthenewproperty.

A ta:cpayer can itemize as a d.ed.uetion up to 3O/, of his adJusted gross

income of contributions in appreciated assets made to certain charitieo.

The deduction is for the current market value of tae asset, but the

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

going to se1I the buil-ding in any eventn he'can actually nake a net profit

t

)
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by giving it to charil;y, For exarnple, if his tex rcasi.s is zero and he is

in the 70% tax bracker;, a $1OO,O0O sale vould yield hin $55,000 increase in

his clisposable income after paying his capital gains ta.xes.1 But, if he

<Ionates the building, he can reduce both his taxalrle income by $IOO,OOO

ancl his ta:<es by $7Or3oo (if he does not exceed, th': 3M annual. limit).

fn other word.s, his after tax disposable income from giving the building

away is $7o,ooo. 
r

Another, perhap:; quantitatively more importa,rt reans of gchieving

a tax free transfer is via renortgaging. Suppose at tttre end of 1! years,

a person has repaicl his original mortgage. Further, suppose that he has

'rritten off 5O/, of the original price of the asse'i, brtt that its true

value has tieelined by only 10%. He can obtain a n,r>rtgage on all cir part

.rf this 90% zf a mortgage rate of say 7% ".thi.eU is iedrrctibi-e egains+. his

ordinary ineome (at regular ta:< rates), but reinver;t atrI the mortgage

proceeds in tax free ,>r subsid.ized. assets such as rnun!.cipa1 bonds or

residential propertie:: .E-------

. I'lhen a person d:ies ancl bequeathes an asset, lris heirs are aIlowed

to use the true marke'; value at d.ate of death (or,l year later) as their

tax value but the d.ec,:ased. is not consid.ered. to have realized any income

from their step up in basis. In other words, any rrnrealiaed. capital

gains--inc1ud.ingthos.ecoru:ected.v"ithexcessc1eprer:iati.on-.arenot

taxed as income thoug:: like aJ-l other assets, resitlenti,al properties

(at market value) are subJect to an estate ta:c.

t

o

o

1 However the :'ecaptuie ruLe ior excess d.eprs3iati,:a epplies.
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When insurance ')r conderu:ation award.s exceed. the ta>c bases, the ovner

can defer paying a capital gains tax lf he inve'sts in a t'like kindt'property

within a year or other specified. period.

treated. as a tax subsid.y.

I It is (iebetabl-e if this should be

Under provisicrrs of Section b53, when the proceeds of a sale are spread.

over several years ard the sale qualifies as an instalLment contract,

the ta:cpayer need. on--y include in his annual incom: the proportion of the

gain equal to the percentage of the eventual total payments aetually

received. in that year. Alternatively for a deferred payment sple, the

taxpayer need not repcrt the gain until payments r'eceived exceed. the tax

basis. Und.er both roethod.s the tarc payment is deferred and it is possible

to spread ttie gain and thus for the tarpayer to br: in a. lower tac bracket

than if aIL the gain were taced. in one year.
1

Fina1ly, for section 235 rrousing, there are certain conditi.ons,

deseribed, as rollover, under which taxes of capital gains on a sale are

deferred.

Too Rapid Depre:iation of Equipment

. Bulldings d.o nob receive either the investme:rt tax credit or the

subsidy of too short Lives contained. in the Asset .)epreciation Range
'o

System (ADn).- But hrusing services or shelter ate provicted by equipment

1- See Section 1033 of the IRS Code. z

'For a discussion of each see [5] and [5]. Rougtr-Ly the tax credit rebates
a portion of the pu:chase price of the asset as a ta:r cred.it vith no
reduction in the de'creciation base. The ADR sec'r;ion sets a useful life
that generally corresponds to that l-ife used by-che f,im at the 30th
percentile of usefu.I lives (with the firm'vith the shortest life first)
rather than average 1lfe used.



o

a

o

o

o

o

a

o

a

t2

s well as a build.ing shell; the equipment (includj.ng e'levatorsr.

escalators, and appliances) installed in a buildin; reeeives these

subsid.ies. In ad.dition equipruent is eligibfe for tr.ceeLerated depreciation,

but I know of no studies which ind.icate whether bu:i1d5:og equipment

d.epreciates this fast or not.

Noncomparabilit.r of kpenses and. Revenues

The general economic, accounting and tax pro<:e&mre is that

e:q>enditures shouJ-d br: offset (amortized) against 'bhe nevenues they generate

antl that both should. be accord.ed. the same tax trea:mesrt under it u t*,

J.ews. It is possible, however, to write off certa:Ln repair expend.itures

in the year vhen mad.e though these will generate reveaues in the f\ture.

Such instant deductiol:s of d.epreciable expend.iturel; proiably occur because

'f the difficulty of isolating and d.etermJning the itms iorot.rr"d.i

Alternatively 1t is possibl-e to upgrade an apartment tmailding through

painting and. other maintenance items and. then se1l the building. Ihe

maintenance expend.itu:es ean be offset against ord.:':nary income, while the

revenues generated frr>m the expenditures are treatr-'d. as a capital gains

and ta:ced. at ha1-f the ordinary rate. AJ.so it is possihle for firms vhich

construct and operate build.ings to expense certain construction costs rather

than capitalizing and later depreciating them.

Ta:c Free Transf,lr Payments

At least brief mention shoul-d. be mad.e of the whole-gamut of subsid,y

programs in vhich ren''"ers receive acconmod.ations r'hich have.a market value --

Expenditures on najr;1 imro.rements, vhen id.entif:'-ed es such,
are depreciated. ove.: their useful rife.

t
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more than the rent tht:y pay.- The excess value--in publ-ic housing or

13

eonstituter; income to the ind.ividualent supplement plans---to the recipient

vhich is not subJeet i:o the income tax. 2

f
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I s". Aaron [3] for a list.

Eligibility for the progranns and the excess value received. may be
affected by 1evels of i.ncome t
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3 DIRECT STIBSIDIES TO O\{]\IM OCCUPIED HOUSI} G

Implicit @!g-Property Taxes ahd fnterest .)ayments

Owners who occuly their own home receive a somesbat clifferent

set of subsidies. Conceptually a homeolrner can be thought of as a

businessman who rents to himself. Under this viev,, the homeowner should

be toced on his business profile vhich woulcl uqru.l: the rentals that could be

charged less appropriate costs of d.oing business. These costs would
1 r allowsinclutte mortgage inte:'est and froperty taxes.- In fact the ta;

those taxpayers who i':enize to d.ed.uet mortgage interest and pr6perty taxes

but does not include in the tax base any estimate :f iraplicit rents. The

combined. treatment of these d.eductions and of rencs constitutes a

ta:< subsidy.

It is sometimes argued. that property taxes 9n residential properties

are lmproper or unfair. Hence, it is also concLuded thrat the eurrent

ilcome tax treatment is neeessary to offset.the unfair ta:c. The fairness

of any particular ta:'base is an important question bub ncjt one that

economists have any special expertise in answering. Sowever the conclusion

ls not vaIid.. First of all communities use the property tax to provid.e

services to residents and if the ta:< is too high relatiive to the s-ervices,

nany people have the option of.moving to a^nother crorlmtrrnity or voting

for different Ieaders,. Second, even if the tax is so high that people

sufferanet1oss(orrtheirim1uted.income1esscc,stofproviding
.\2services) only this i-oss shou-Ld. be ded.ucted from inccme.-

I There are various other ccsts sueh as utilities an0 gardening, but since
these vould also irrcrease rent, they r-culci :io'u <:ire-n5e profits and can be
ignored

Aaron [3], however, ind.icates that on.everage pr:opl,e receive a net profit
from their olrn home.

a
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Capital Gains Treatment

The difference between the original purchase price (p1us improve-

ments ) and subsequen'; sales price is ta:<ed as a long term capital gains

(after being owned. for six rnonths ), vhich as noted. earlier is considered to

be a subsid.y. Howev:r, for ovner occupied. homes and indeed for most

assets, it has been argued. that the capital gains i:reatrnent is not a

subsid.y but a necessary and proper offset to the ttrmfairtt tax arising

from infl-ation. The essence of this argument is that the increase in sales

price over original c:ost represents a general pric: increase and that only

changes in the real (eonstant dollar) purchasing T,ower soufd be included

in the tax base. Tf,ere is substantial merit in the argument that only

inereases in real prr.rchasing should be treated as taxable income, but

fairness and logic require that such a theory should be extendea io all assets

-md liabilities. At least in thb case of an unanticipated. inflal,ion, the

homeowner and owner c,f residential rental properties receive a capital

gain from paying off mortgages with "cheap" money. Since ownecl and rented

residential propertie's usually require d.own palrments of less than 25% and,

often about IO% or 1ess, the inflation argr:ment does not seem very
,2].mporrarlr

Deferment of Ce-pita1 Gains Taxes

In the U.S. catrrital gains taxes generally are l-evied onii when the

gain is realized. by a. sale (or other transaction). There are severa'l "

situations, however, vhen the capital gains toc on owner occupied. housing

'l- Deferment of the cerpital gains toc is d.iscussed belorr.
a'And less irnportant 1,han for:rost other t1ryes of asse;s lritich are less

financed. by d.ebt

o
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an be d.eferred for rany years or forever. As witlr accelerated. d.epreciation,

the postponement of i:he palcarent of a tax confers an interest free loan

or a tax subsidy. Ur.d.er section 1033, a taxpayer,.rho sells one house but

buys another residence vithin 12 months, d.oes not have to pay capital gains

tax to the extent thtr.t the price of the new resid.el'Ice exceed.s the sales

price of the o1d. residence. (Hovever, for tax pur3:oses, the basis of tne

nerr residence j-s the basis of the original house. ) The tarpayer can use

section 1033 on each subsequen!. sale. As with rental hotising, the tax

is deferred. if an inl'oluntary conversion was the scurce of the gain antt if

the homeowner buys a like asset.

Foreiveness of Capital- Gains Taxes

In at least tvo instances the tocpayer can ayoid the capital gains

tarc. tr'irst, if the Derson dies, the Ta>c Cod.e does not eonsid.er rrreal-izationfr

to have occurred and no income tax is levied. (Th: d.ecea.sedfs share of the

house at current market value is incJ-uded in the erstate tax base. ) Second.,

under Section 121, inoividuals aged. 55 or over do not have to pay taxes on

gains on houses if the housers adJusted sales priee is rno more than $eOrOOO

(with partial exemption if the price exceeds $eOrO,lO) aad if the house was

used as the homeovners resid.ence for five of the e:ight previ.ous r"*".1
Transfers Not Taxed.

fhere are several subsid.y programq (includ.ing NIIA" sectioi- 235) which

reduce mortgage paynents either through guarantees or ttnrough government paymenb

of part of the interest. As in the case of rental- housi.ng, the value of

these subsidies are not incl-udea in the income tax base-

o
On a1I these d.eferm=nt and. forgiveness provisionri, *,]:ii'e are technical
rules concerning tz-x basis and ad.Justed. sales prj.ee. See Slitor [B].

o
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The Corporate '.Iax

Most business ir.ssets are owned by corporations who are subJect to the

1corporate income tax. Owner occupied and most rental housing are operated.

by ind.ividuals and ptrtnerships. Harberger [7] fras pointed out that since

corporate profits a:.e also subject to the individ.r'.a1 tac when distributed.,

onners of both types of residential pioperty pay less tac than owners of

corporate assets witlr the sa.r,e ability to pay. Thus housing reeeives a

subsidy vis a vis otlrer assets., While in principJ.e he is correet, the issue

is much more comp1icated because many residential properties are olrned. by

people in the 7O% t,*x bracket who, in the absence of tax subsidies, cou.1-d.

escape taxes by inco:rporating and. retaining earnirrgs.

1 Closely held corporations can elect to be taxed. as partnerships
r:nder subchapter S.
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t,. INDIRECT TAX SUBS TDTES TO HOUSING

o The cost of hour;ing depend.s on the price. of :rar materials and of

mortgage money. The ba:< law grants tax subsidy to many of these suppliers

and at least a portio:r of the subsidy viI1 result in lover market prices

of raw materials.l

Houses obviousl,y are built from rnany types cf material-s and each

one of then is a potential recipient of a tax subr;idy. But, it is well

beyond. the scope of this paper to discuss all sucf ind.irect subsid.ies.
I

However at l-east a fer are so inportant that at least brief men+"ion must

be made. Fi-rst conm(:rciel banks, savings a.nd Ioans, savings banks and

. J.ife insurance companies, which are maJor suppliers of mortgage funds '
receive a variety of ta>r subsid.ies. For exarnple, they all benefit from the

eapital gains provisions and the ability to invest in tax free murlicipals.

J-so sa',.rings and l-oa:.s and nutrral .-ealrinq.-e hanks are a-l-'loved. ttbad, debttt

ded.uctions which apparently exceed. the actual dedurctions and thus reduce

the toc base below economi" io"o*".2 These deductions are available only

if the banks have certain percentages of thej.r assets in mortgages or

real property. The batl deduction is being reduced gradually from now to

1979. A]-so the tax rate on interfirm dividends on stocks is onty 151.

Commercial banks also can fuJ.Iy offset capital losses against ord.inary earningl,

to the extent losses exceed capital gains in a year

1 In a partial equilibrium setting such narket priees vill be lower unless
the recipient ind,ustry has a vertj-cal supply function.- More eomplicated
conditions are involved in a general equilibriu.r. mode1. See Musgrave tB].

See Friend [9] for a discussion of the bad. d.ebt provisions for saving and
Joan industry, p. 1319. He al-so discusses some of.'the commercial bank tac
subsid.ies, otr p. 1388, ineluding footnote U+. Jcnes [fO] nas a.n excellent
sultmary cf the tax subsiciies conferred on investment of l-ife insure-nce
co:npanies

a
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Since banks have the power to choose the date of realization of gains and

losses, this provision is important. Currently large commercial banks

pay a zero tax rate I'because of the use of accelerated d.epreciation and

the investnent credib in their leasing companies e.nd. the application

of the foreign tax :redlt to their foreign income," See Barr lff] n.2O7,

2OB. Second, interest patrments on life insurance are not taxable. While

this may'd.ivert consJrner savings fron banks and ot,her mortgage granting

institutions, some f :.nd.s vi11 be d.iverted. from thr: stock market.l Third.,

earnings of noninsured pension fuld.s, who also inrrest in mortgages,
!(

are not taxed.

Other importa:'.t raw materials receive tax s'rbsidies. For exanple,

tinber, gravel and ,:ther major eonstituents of hor:sing benefit from

percentage d.eplection allovances vhich alIow a ta.xpayer to arnortize more

thaa iO07 of iris ir.r.=Lurent cost.s

One recent important development in the hour;ing and mortgage

fielcl has been the government repackaging and. sel.Ling of mortgages through

GNITIA and. FNMA. Under this p1an, individuals can i:uy and. seII pooled

mortgages on the bond market. But the purchase p:rice of oId issues viII

vary vith lnterest rates. Thus when interest rat':s rise individ.uals carr

buy at a discount bttt receive face value when the bond. matureis. This

difference is accorded capital gains treatment anl shouJ-d attra.ct more money'
2for mortgages and lower mortgage rates.- Similarly tr"ifLBB raises money which

Lt l-ends to savings and. loans by selling bonds on which capital gains

can be received..

I Moreover life insul:ance conpanies tend to invest nc:e in residential
properties tha:r c,x:nercial- lanfs though less than savings and loans.

Ih general vhen interest rates are consid.ered above normal, investors can
expeet to receive capital gains on all bond.s eylss interest rates return to
noYfia] .
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) CRITMIA FOR EVAII]ATING THE EFFECTIVN'INSS OF T,I.X S.]BSIDIES
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As the above in'rentory indicates, a substantial number of housing

subsidies are contain:d in the income tax code. T: dseid.e vhether the

extsting ones are useful-, or should. be nodified or abolished., or ne\{ ones

created, it is necessary tq have certain criteria.to evaluate the subsidies.

The two most general Justifications for a subsidy rre income redistribution

and a fail-r:re in the privately functioning market. lble income redistribution

argument need.s littIe explanatilon at this point, thor:gh it is vorth noting

that until recently most econorni sts fel-t that subsidies were an inefficient

vay to redistribute income because they restricted the recipients from

spending in^the vay t,hat maximized their own utility. But recently

it has been observed. that society approves of red.istribution because the

d.onors receive satis.'.'action from helping to make the ..donees better off .f

If the donors; utilit,y depends on how the reeipients spend their ineome,

subsidies may increos,e the welfare of society more thm rrnrestricted cash

I
irants.-

fhe market failure argument is a bit more eomplex. Economists

have demonstrated. that und.er certain cond.itions--including perfect

competition, knowledg,e, and foresight, and. the prcper income distribution--

inclivid.uals vho act to maximize their own utility and profit wilJ. end up

producing the a.mout of various goods end. services that *:-ff ,'a*i*iru

the societyts welfare. But if any of the many cord.itions required in

I
See Hochman and Ro6ers [fZ].

While econoni-sts a(cep'u ti:is arg'.rrent, it -.-lr.s l:.:,-ie lr ong after nost subsiCies
Were introduceo in1;r: lhs 13u,. But maybe. t,:re go'rerm.ent knew this result
before economists ttrl.iscovered.tt it.
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oving the above sta{;ement are violated., a private economy will not

generate the social optimum. Since ind.ivid.uals use prices net of subsidies

as signals in making F.heir decisions, the governmer,t coul-d give Just enough

subsid.ies so that people purchase the socially optimum arnount of good.s.

Note, hovever, that,^hile this argument implies that there is a correct

amount of subsidy, seld.om if ever is this optimr:m iunount knom to

.economists or government policy, makers

Both of these c,riteria have been used to. Justify various subsidies

in housing. For exa.npIe, the loan guarantee prograns lower moftgage

interest rates by reciucing private uncertainty to (or towards) societyts

- -uncertainty ].eveI. Also there are several prograns that are particuLarly

targeted to the poor. As an alternative type of subsidy to correct market

'c!{'l!-.! n it i.l sonctimcs ai'f.lnn +1^^+ 1'^^- hoiise is a J-a::ge inves'u6entaiI-LUiUt -Li, i-o oVliuufUgD @i6Ugu urrOU UguAuDE

homeor,rners will part.tcipate more actively and. vise,l-y in IocaI government--thus

provitting benefits tr> others in the eommunity.l

While with a f :v exceptions, most of the ta:c subsid,ies d.o not go

clirectly to those with 1ow income, both the redisl;ribution and market

. fail-ure Justifieations are stiII mad.e. The income red.istribution argument

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

Filtering Theory

In its grossest fora, the filtering theory states that iliren a nev

luxury unit is built, the person who rents it wil-I free up a near luxtiry

unit which viII be rented by someone else previo';sIy firrther dou'n in the

Itquality chain.rr As each person mores up, the lowest quality units

Each person can se11 his home, but if a community rnade bad decisions
and nany homeowne::s tried. to sell, pri.ces vould d.ecIine.

r
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will become vacant, obsolete and eliminated; henc.r, *-he increase in a

lu:cury unit improves the quality avai1able to poor' aad moderate income

femilies. The theo4- also assumes that rents per unit of.quality decrease

throughout the "chaiil" because of the increase in supp\y of luxury units.

Many general housing ta:< subsidies are justified, therefore, on the

grounds that the inclease in the proportion of the natSonal saving

andl investment that E,oes to any housing w:-ti tifter dcnrn to the poor.I

Since most current tax subsidies are not restricte,d. to type or'income

l-evel of housing, it is appropriate to ask if the filter theory is a va1icl

description-of the real world. Before attemptin6i to g'nsver this question,

it is best to consider several different dimensior.s of the te:m t'housi-ng.tt

Quantity. Qualjty and Useful- Life

ht least as faz' back as the i-91+6 iiousing .nct, it has been a

national polid.y that each person s1 family shoul-d have aad.equate housing."

Ad.equate is an impreeise measure that, like poverty, changes with

nationaJ- prosperity. 3ut the term certainly indicates that the quality

of housing is inportant. qua-Iity encompasses external and internal

structural and neighborhood. aspeets

Drbernal and internal structural aspects of quali.ty change as a

building ages. Hence, it will be necessary for us to +:onsid.er botti initial

quality and average quality during a unitrs lifeti.ne. The latter, of course,

depend.s on maintenanee, improvement, and repair strategr atlopted. by the

Tax subsidies may al.so inerease the arnount of sa'rings, but I vi11 assume
that ti:e effect of :;ubsiciies t.; housin3 iirri nl.,.': so IittIe r::rpact on
total saving that they ean be ignored..

t
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landlord. The nrurber and quality of housing units alsor d.epends on the

ength of time a builfing is used. or alternatively vhen a building is

destroyed or aband.oned..

Problems with the Filte:"ine Concept

With these definitions, it is possible to de,monstnate several

possible flaws in the filtering argr:ment. First rnost of, the tac subsidies

are paid. without regard. to whether or not the hous;ing urnit would have

been built without the subsidX., The general tarc subsidi-es could. result

in more or better low income housingrbut landlords of luxury buildings

ca.n respond. to a tax subsidy by increasing the quality of the rrrrra,, €.8.r

floor space, soundprocfing, equipment, etc., rather than build.ing more

units. But in this case, in the short run, there is no ad.d.ltional- chain

reaction as described above and no filtering. It seems ibhat most new

.--lE^-+ L...:1J;*-^ :L^+ ^t f:- +^-, -L^f +^-^^' -*^ L-,:1+ f^* +L^ 1.,.^rs--tol uusllu uuaaufrr6D (.ll4u 4c t/Dc\l luf uu >ltEruErD 41 E u.saru rvl uuE ]uuJ

or upper moderate incr>me people. Of course afber 20 or 30 years, these

new build.ings may be liveti in by the poor or lower mid.d1e class who ean

benefit then from the increased. gual.ity if it sti1.L exis,ts, but there

are reasons described. be1ow, for expeeting that the tax llaws encourage

sloppy maintenance antt lover quality as a building ages. Thus even in 20

or 30 years, the extra quality ind.uced. by the subsi.dies zreed. not filter

clown and in any event 20 or 30 years is a long time to wait whe:r more narrovly.

focussedsubsid.iescanrincreasehousingfortheporlrnow.

There is another important aspect to the protrlem. tn [f3],

Taubman-Rasche d.emonstrated. that most subsidies vil.I fessen the usefr.rl

life of buildings even vhen the subsidies d.o not alteq maintenance, repair
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und. improvement stra'begies.l Since ve also expect the tax subsidies

to lnduce less main+v€rr&flc€, the usef\rI lives will be reducecl even more.

The shorter the usef :1 li.ves, the less the averag€: m:mber of units available

and. the less filtering that occurs.

Both of the atove arguments suggest that Iu:i:ury and moderate price

build.ings will have shorter lives and lesser maint,enance as a result

of (most) subsldies. Hence, the above statements at least cast some

ttoubt.on the valioity of the filtering theory and on policies whieh alfemFt to

lmprove low incom:e housing by general housing subl;idies.

Equity and Eff ]-CLencv

Two quite general criteria in Judging subsidies or ta>c policy are

equity and efficiencl'. Equity or fairness involvr:s both horizontal

rspects or the equal treatment of people vith the sa.me ability to pay and

ve:tical aspeets o= ,nu proper treatment of peop.le with different abil.jties

to pay. O 
.t-. 

subsid.y can be considered unfair i:l it is not equally

available to equals :r if it distorts the (soeial-Ly agreed. upon) progressive-

ness of the tax Iav.

Art efficiently organized. economy is one in rrhich marginal social

costs and benefi.ts are equalized.. Rational indiv:Ld.uals, however, vi1I

6ase their d.ecisions on private costs and benefi.tr;, wbtch incl-ud.e tax

1 The reduction occurs because the market responds to a-subsidy by
reducing profits on all buildings but'replacemer:t, aband,orunent
decisions d.epend on profits plus subsidies in lrlter years onIy.
Since most subsid.ies are either front l-oaded. or constant per year,
profits plus subsidies decline in later years in response to a
subsidy increase.
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,ubsidies. If privat,e and social costs (and benef:Lts) are the ssme

without a subsidy, tlren a subsidy is inefficient vith some more inefficient

than others. But if private and. social benefits (r:.nd. eosts) do not

correspond, then a subsidy can increase efficiency.l

As noted above it is d.ifficult to determine 'uhe exact amount of

subsidies needed to a.chieve the most efficient all,:cation of resorrrces.

Thus some more mod.est efficiency criteria are more cormonly used., of which
f

cost effectiveness i:r one of the most important.

. The cost effec.-,iveness criterion can be sumrarizecl as the increase

in the quantity.and. ctuality of housing per do11ar of revenue Ioss.

' Cost effectiveness can vary by sribsidy because sone subsid.ies are paid

to people for cloing l.hat they would. have done an]ruay vhile others .are

lid onJ-y on merginr'l units

Another relatet. criterion is the cost of administering the ta>r

subsicly. ff the subsiidy only applies to qualified investors or

investments, an |tinsl,ectortt has to determine if particui-ar people or

proJects are gualifir:d.. Inel-ud.ed in this criterion are the costs

of ilIegaI actions or of checking the ttinspectorrs'r actions. A1so

-lncIuded 
are the eos',;s to the taxpayer of hiring ta:r specialists tlo insure

that his transaction qualifies for a subsid.y.

Related to the efficiency and equity criteria are the taxpayer t

morale anil hid.den sutrsidy questions. If. torpayers feel that the tax

system ls unfair bec:ruse of too many loopholes, many people, it is argued,,

Hovever, it is not ;recessarrl;r true that correcting -l::: Cifference
between private and social- benefits in one indus-:ry ir:creases social
velfare in a wor1d in which private and social b,-.nefits d.iffer in many
industries. Ihat ls, countervailing power often is useful.

t
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w111 try to cheat and evade taxes and will- become r:ynical about the fairness

of goverrunent. Some r;ubsi(y programs require Congress to appropriate funds

annual1y. This yearl;r review subjects the subsidy to the continuing question

of whether it is stil-. needed and whether the propor arnount is being spent.

Ta:c subsidies do not involve erpenditures and thusr are continued. vithout

reviev and without Congressional supervision. fhir; encourages.subsid.ies

.1to outlive their usefulness and to be unresponsive to fiscal crises.-

Relation to Oth--r National Goals

The amourrt 3nd. --ocation of housing is often :'el.atetl to otlrer national

goals. For example, 1;he quality of schooling avai-1-able to chil-d.ren

depends on where they live--at least as long as eu'^'rent policies on

busing and locaf fina::cing of schools remain in effect. But some types

of housing subsidies.(:aJr help determine housing 1oc:ation and avail'at:.fity

r the poor. fnus the subsidies.can help or hinde:' meeting what seems to

be a national goal of making quality schooling avajlable to all.

. Another set of erxamples concerns the con+,rov()rsies over open

spaees, the rapid.ity c,f suburban grolrth, and revite.lization of neighborhood.s

and cities. Housing ta:< subsid.ies can have importent impacts on these

maJor policy j.ssues

For example, in 19?3 these subsidies were not subJectett to impoundment
tharrch a%6n/:r':+.r:C :-_..t:1ll_: tO 1rc*-i^,- *--l -:.
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6. Sffectiveness ()f Exlsting Tax Subsidies

In this sectior. we v1II examine how rvell vat'ious subsldles measure up

to the d.ifferent crite ria just given. I.le lrll1. bdgj-n our analysis with the

rental rrarlet and vill. consider in most d.etail the package of accelerated

d.epreciation, capital gains, Limited recapture; anrl morbgage financing among

vhich there are so nar.y interconnections.

Renta1 l'{arket

It ls welJ- loro'un that this package of tax l-aw subsidies form a primary

elenent in the so-caIl.ed. real estate tax shelter. tr\rrbhermorer,there is sub-

stantial evid.ence thal; the ad.vantages of such tax shelters have been velI
1

promoted. to sophistiaerted., high-income taxpayers.- This suggests that the

lnckage has heen succe,ssful 1n increasing the share: of savings going to housing.

Tbere are, however, a few caveats that bear mentlor.ing. First, one effect of

\e inerease in r--a-x s'relt€rs rJolrl-d be to dri..,e up prrces end union l'agesj

chus, doll-a,rs buy less housing in physical terms.2 Second, the "professional'l

builders and land.Ioras (the ones vho were not attraeted into the inclustry

sole1y because of the tax shelters) may be investing less because their

after profits have been reduced..J Thlrd, vith the exception of t57t< rehablli-

tatton, most of the tax shelter investments have gone into luxury or mod.erately

expensive housing, and not Iow income housing. Ihis concentration rnay weII be

clue to the inTportance cf capital gains and the highly levered investments o

for cument (and prospective future) pr:rchasers. Bcth these advantages.ma. y

not materialize for lower income projects becar-rse of the greater possibility

.t* Indeed Taubrnan-Rasche [h] explain most of the ann'.ra]..variation in multifamiiy
housing starts by a single varlable that can be tho'rght of as the after tax
profitabilitl,' of invesl,r:.:n',. AIso there are availaltle r,:rious tax n!-:rnning

,oks th:ti; p:ovlle d.etaj".l .:.1, annlysis of real estate tax si:eltcrs ancL i;neir
.rious provisions.

2 ft * assuIIES the long-nrn supply curve of houslng ls rrct horlzontal.
z/See Deffet [l+J for the aneulshed cries of onc nrofesstnnq't,
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of nelghborhoods dete:'loratlng. Of cou.rse the ine:rease in e:penslve apartnents

can st1ll benefit alJ. renters if contrary to objectlons raised above, the filter

theory ls correct. F.inaILy, it must be emphaslzeri that we really do not Imow

lf housing ls more or less subsidlzed. than other iuvestments. I dontt think

anyone lo:ovs aLL the dlrect subsitlies paid to all assets, and the interindustri

prlce effects or lnd.l:rect subsid.ies areterra incognito, Thus it 1s possible

that the tax and. other subsidles conferred. on housjng nay not fully offset the

subsl-dies confeued on other investments, in which case housing vould still- be

underflnaneed, or vj.ce versa.

Ttre acceleratei, d.epreciation, capltal gains, leraerage package has prob-

ably lncreased the nwrber of units built antl the j.rritial luxr:riousness of these

builcllngs. But avera€;e quantity and. quaLity nqy hzve decreased because of

effects on neintenence and. repair and on useful life. Xtrat is, these subsld.ies

LIl cause ovners to reduce matntenance and repairs. First, bo+-.h r-he eapita)-

Bplns provision and tt,e decline in the annual inter=st ded.uctions as mortgages

are repaid favor rapid turnover in ownership.l l,bny people feel that rapid.

turnover leads to shodly maintenance because the cument ovner gets out before

the effects of shoddy:naintenance coues to haunt hi:n. (see Oeffet [L].) While

I tlon't lmow of any em:irical work that bears d.irec'lly on this question,

economic theory sugges';s ttrat thrs ought to happen. To see thls, suppose

that any outside inves';or finds it difficult to establlsh the ef,act quality

of e build.ing or how rur,ny corners have been cut ln rraintaining the building.

Then ovners who have a buildlng vhich on the surface appears to be in good.

shape--though in fact tmd.eraaintained.--will receive extra profits. Of 
"or""ul

lnvestors wilL eventr:a3-Iy learn that the average quality of bulldlngs is less

rt 1s important to renember that even after the 1969 changes the recapture
rule only applies to d.epreciation in excess <if straight line, but straight
Ilne depreciation apparently is a subsidy" A1so, recapt:.Ered excess depreciation
still ellorvs taxes to be d.eferred. for substantial periods. Wtren the large in-
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than vtrat they anticipated,, but as long as they canr.t easily distinguish the

good from the bad,, they wiII pay an average price for both tygr.s.I In this

type of a narket lt vill'stilJ. pay for aII owners of hril-dings to undermain-

tain and receive the,lverage price when they sel-I. Enen if eventually all-

owrlers are driven to naintain at the sarre J-evel, the average maintenanee and.

quality vil} be less rrnder a system that encourages rqEid. turnover than vhen

the consequenqes of shod.dy maintenance are internalized, through a system

that eneourages l-ong-'berm olrnership.

probably is even more d.ifficu.It for tenants to deterriine quality.'

Hence, the satrE argwent wou1d suggest that even f<>r neqr bui3-d.ings short-term

ownership vould encourage high surface quality, buu re,Olced qual-ity for he.rd-

to-observe iterns. Wh:lle I thi.nk this eonelusion ir; tne and there.are eoD-

f5-rmlng newspaper sto:'les, about the only "hard." p;lece of evidence I lanov of,

.s orai corrpiaints l-'rclm landlords that a 4O-year l-:;-fe is,too long si-nce they

donrt build apartment buildings the vay they used to.

Repairs and najntenanee may also be red.uced for sne other reason.

Iet the equilibrium age profile of. after tax'profits be representeci by the

}lne AA tn figure I. Nolr let a tax subsidy be introducsd. For front }oaded

or constant dollar per subsid.les, the new profile otr after tax-profits
St F'l-ttl,jrriy
- , f_cf tTt

/\

B
AGL

After Tax Profit Profiles as a A:ifaiirg neus

tr'igure I 
\
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If it rvere inexpensive -ro ,:etermi:re quelity, this rreeii not happen.
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o

o

'i.ncluding subsidy) lrill look like BB once the markert has adJustecl to the

*ncrease in supply induced by the subsidy.l

Since on this ne,w profile net proflts in lat:r yea,rs are srnaller it

voutd be less profitab)-e to roaintain and. repair buil.dings.2

Buildings wiJ-I- be destroyed. vhen annua.l proflts are less than the
a

return that can be made by selling the l-and and. investing the proceeds.-

Ihus when BB is substiluted. for AA, d.estruction occurs earlier. If lrain-

tenance i.s lessened. fo:'elther reason given above, EB will shlft fr:rther

to the left antt usefu]- 'l ives will be shortened stil-1. more and. average

ltfetime qual-ity wiJ-J- c.ecline.

. To sr:nrmarize thi-s rnaterial, it seems likely ';hat the tax subsid.y

being d.lseussed has j.nr:reased the quantity of buiLci-l.ngs aRd espeeially

expensive build.ings. l:t may also have increased. the surface luxr:riousness

buiioings. hrt partly because of marlet ad,iustme nts to srrbsj.rlies and.

1nrtly because pf the l.ncentives to rapid turnover and thus to shodd.iness,

the useful J.ife and true quality are probably reduced.

ftris particular set of tax subsld.ies does not seem to invol-ve much

atld.ltional recordkeeping and. administrative costs for the taxpayer or the

IRS. But as wlth most tax shelters, lnd.ivid.uals will spend. resourees on

tax lar*Xrers and aeeountants to insure that they benefit from the law. In

acldltion, there are now tax shelter brokrers who are 'caid to findnhe rlght

shelter for the rleht group of (passive) lnvestors.

I s"" Taubman - Rasche [fr] ror a proof.

2 Fot eerta.in shatrns of AA or subsid.y packages vtrich are concentratecl at
the encl of the assets }ife, opposite conclusions fol.Lows.

The owner need no-u sell the l:nd but ean ::cl-;ui-ld r-:,lelf .
.Id.ing viII be abando:led vhen prof its are negative.

t
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In sl'urs, the
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ftre rrany tax shelters together have helped to redruce both the pro-

gssiveness of the incorne tax (vertical equlty) anl invalidate the principle

of equal treatn'ent of equals (horizontat equity).1 If omly the houslng tax

shelters weie eliminated., the situatlon vould probably cn:ange litt1e. But

the existence of a tax subsidy to one industry is c,ften used to justlfy a

subsldy to another "to reestablish equity. !' fhus it seelms fair to say

ttrat the housing tax subsidies help contrlbute to the erosion of vertical

and horizontal equity.

Tn a more general sense, the inequity arises becaurse of the pro-

gresslve tax rate schedule. As people invest in tax shellters, ,nu Ouro"u

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

pheltered. or .not--are the sartre.for the "m,rginal" lnvestor. lf this

marginal investor vere Ln tb.e top tax brael<et, the.bax shelter vould erode

: tax base but the r,op braeket person would lose'in his before tax "d.lvi-

-endsil what he gains ir tax savings; 1.e., he wouLd have -the sarne after

tax return as anotherbop tax bracket lnvestor 1n a nonstneltered. asset.

But because there are so many tax shelters with suc.r 1a,rge subsid.ies, the

tax bracket of the rarginal lnvestor in rental housing is probably less
rl

lhan 5@.e Since the rrarket established. an equilib::ium f,or a lax free

asset A and. another B :Ln which tA = rB(I-t) , those in the tax bracfiets

higher than that of the marginal investor receive srrbstantial benefits

I Su" Pech:nan and. Olme:: [f6J
2 Tu* free municipal bonds have genera]-ly ],ielded .iro.rt 6Cl, to 65'1, ot
comparabl-e quality corl:orate bond.s. Assuming no d.i:lferenee in transaction
costs, the after tax y:leld. of the two assets should be eqnral for the
uarginal investor or'r-municipal = .'i-corporate (f..t). Elenee, the nar-
glnal tax braeket (t) J'or thls tax shel-ter must be :;r1, to I+O/,.
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from the tax sheltererl asset A. ltrat is thelr aftr:r tax return is the

salrn as if they lnves''"ed. 1n B and paid the rate, t, of the marginal

investor.

Nexb.Iet us consider the eost effectiveness of these subsidies.

As they are structure'l these subsidies aXe available to all investors

Ln new and used housing. If there vere no subsldies, nearly as uuch

housing vould be bul1t and maintained.. That is, sinee availab.Ie evidence

as surmarized in d.e lceuw h6] voufd suggest a hou;ing price elastieity

between O and. -2t a 1@ subsid.y woulcl increase th,) guanti-',j of housing

no more tnen z@o.l

' Because the suosid.ies are paid on aII hous'ing inelud.ing those that

vouJ-d have been built anlmay and because the suppl.y response to price

changus ls limited, these subsidies are very expenslve. A hypotheticat

et without the subsid,iesexa.ruple will best .11lustrate this. Suppose thi

bhere r.rould be 10OO l.cuscs ccstir':.g $l-OO each. llei:t,, suppose ',,hat tax

subsidles of 5% are lntroduced. and that this j:rcres.ses the supply of

housing fS to ltOO units. For si^npliclty absr:re 't,hat the eonstruction

o

o

o

o

O eost remains at $1OO . The total eost of the subs i,1y is $::oo ($5 times

LIOO r:nits), Tlrus, the average effective subsidy :ost for eaeh of the

lOO new houses produc:d by the subsidy is $55 or 5)dp of the construction
2o cost of houses. Thus, this tax subsid.y which is patd. on aII housing

o

1- It is vorth noting bhat houses '*Iere built in lar,3e ni.rmber before these
tax subsidies were gi'uen and. ccntinued to be bul}t at a rapid rate after
the tax subsidies were reduced in 1959. ..

o' If instead the pric= elasticity of denrand vere -jt, a 5S subsidy wouJ.d.
cause 2OO extra units to be built for an effective subsid.y cost of $JO
or ldp per new unit.
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vlLL rate low on the cr>st effectiveness criteria (urless the price elasticity

.f deroand. is huge );

There are a number of different vays in rqhich ttre housing market faits.

These are discussed. in d.etalI in [4] and include lm:erfect competltion ln

building trade untons and auong constructlon firms, laek of complete lmow-

ledge about prices and quality, the difference betlr:en the amount of private

and social- riskiness :'.n investnents, and costs and lrenefits that accrue to

the owner or renter of a particular house, i.e.p e*;ernaLitles. The

rlskiness problem has 'ceen attacked d.irectl-y throug:r loen guarantees. fhe

remaining causes of na:cket failure vould justi-fy ssme subsidy though 1t is
1not clear how much.- In ad.tiition this particular s,:t of subsid.ies probably

vorsens rathe> than irnproves the situation with re1lard. to lmowled.ge of

quaJ.ity.

Tl:e fLnal- criteria '*e r-j.l-l- consiaerl is the inpa.t on other goaS-s

such as educational equality and. red.evelopment or sr:abilizatlon of the clties.

In principle, the acee.Lerated d.epreciatlon sutsldier; should be neutral with

respect to these goals since all rental housing in riny location is eligible.

trn practice the 5-uportance of the capital gains pro"isi.ons and of leverage

seems to restrict the r;ubsid.y to at least moderatel;r extrpnsive horrsing,

Thus inner city s}:n o:: deterlorating nelghborhoods wonrt be flxed up.

I ldor"olrur lt is sugges;ted. in
are affected more seve::eIy by
receiving too large su'bsid.ies

2 Ih" impacts on any nertlonal
be effected..

[t+] tfrat the mar]rets lfor all other investnents
these same problerns alrd that housing may be
rel-ative to other ass€:ts.

2

t
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goal could be studied. Ihese seem l-ikely to
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Of course if the fllter theory were correct, the sr,'.bsidies might help disburse

he poor through the city and. equalize educational oppco:rtunity wlthin a city,

but subsid.ies have been paid. for years and. d.isbursenent, is far from a fact.

Ivlcre importantly, tfre fiight of renters to the subrrbs where lt is easy to

put up large conplexes, wl}J- hinder educational oppr>rtunuity as long as

polltical and. tax bourrdarles are rraintainetl. Simi.larly, the tax subsidies

would seem to encoura€;e urban sprawl and the using up of open space.

. {'
Section 157k

The 5 year r.rrit;eoff provlsion of section l-5'r]< for reirabilitation

ex.penditures is diffe-rent from the other subsldies in that it is restricted

to low incorie units a:rd thet it ls not paid early:in the assets life. I

have yet to see a sturly on hotr successful this tax subsidy has been in

attracting investors i,hough I thtnk it shouLd. be srrccessfuJ.. Since investors

en r'rnite nff *.[g eosf,s of rehabi.]if.ation o..,er 5.rLars- resard.lass of the
/ J vY'

useful- l-ife of the bu:L1d.ing, the subsidy viII be mcre mluable for those

typeg of rehabilitati<>n that generate profits over long perlods. Thus

this subsid-y should irrcrease quality and. useful li:ie. Holrever, since the

same limited. recapture rules described previously applXz, there wiIL be a

tend.eney for quick tu:nover in omership and thus an erphasis on surfaee

rehabilitation.

Once again, thr-, vealthy investors benefit more fXnom this subsid.y

than the nonr+ealthy and there is erosion of the princijfle of equal treat-

rent of equals. Hove.rer, in terrs'of rentersr th; benefrts of inproved

housing or lover rents for given quality go to l-ow incme people quiclcly.

There are, horvever, certain ad-ministrative costs ,r.."upory to make sure

that only lcrr irr.core unl-us are rehabili.-,.ated..

o
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Ttrls subsld.y vJ-II have effects concentrated in Iov incdrne, deteriorating

ruJ.d. have beneficial consequencesrd sh:m nelghborhoodr:. Thus, this subsid.y shc

towards sueh goals as reviving the cities, checking urban sprawl and saving

open spaees. It ls not clear what the effect, if any, vould. be on educational

opportunlty.

Slnee litt1e irr the rray of rehabllitation occured vithout the subsidy,

section t57t fs not pe.ying peopl-e to do vhat they vould have done an1nray.

Ttrat is, lt shows up rrell on cost effectiveness. fhus the progran can be

Justified on equity g:ounds (thougfr a tax credit for rehabilltation may be

better). There also rnay be an effieiency argument since there are special-

rlsks in long term in.restment in sueh areas as lrell. as externalities or

neighborhood'effe cts .

O her fb.x Subsidies 't;o Rental- Housing

o

o

a

o

o

a

a

o

The other tax subsidies to rental housing are not as important and

viII be covered. more lrriefJ-y. First, the further d.efenrent of capital gains

tax beyond. realizatlon or complete forgiveness has the same type of impacts

as capital gains t.*"s,. I Itre tax subsid.ies on equipment should. be success-

fu1 in indueing landlords to put in more antt better equiprrent. I,^lhether

equipment is substitu';ed for sireIl quality \{iIl- depond on thelr reGtive
'' a

subsidies.a It ls vorth noting that with a flxed pco). of natio-g,aI saving,

resources spent on eqtriprent are d.iverted. from aIL other forms of investment.

1* Except the death prc'vision wiIL cause people exlgecting to tLie to hold. on
to an asset.
D
i Hor+ever, equipnrent nray be substituted. for future labor and other operating
-oslus t e.8., eqr.ripnent that brealis down less frequentl-v ;;-:.y be used.

o

o
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fhus, more equiprnent per building may result ln a reduetilon of the number of

tldings. fhe equipr:nt tax subsidy also is paid to pemple who vould have

purctrased the items vithout the subsid.y. This subsidy, thovever, probably

does better than the accelerated. d.epreeiation on the costi; effectiveness

criterion since build.ers can more easily substitute itemrs--such as refrlg-

erators, air conclltiorrersl etc.--that the renter cr>uld. provid.e for himsel-f

but vithout receiving this subsidy.

Ttre ad.minlstration cost of ADR anil the invesrtment tax credit on

horrsing equiprnent are not particularly large especial-Iy since complicated

tax problems are not jnvolved. Tax cred.its--as opposed. t;o d.ed,uCtions--have

a value to the taxpay'rrr that is ind.ependent of hls tax b:::acket. Thus, ADR

tend.s to benefit the "realthy tax shelter user more than bhe investment tax

creclit. The tax credit is not avallab1e on used. equipmerutl henee, Iow in-

^ome housjng may bene.l'it less. Since the other tax subsirdies tend to favor

xurJ build.ings whicli have to bci equipped, auci sir.ce such i.rrriiditrgs irave

more equlpraent (lneluding appliances) the equipnent subsildies are shared

by renters and olf,ners of such bulldings.

The previous argunents on life of buildings and. short term ortnership

stiI]. hol-d. Br-rt the subsicly may induce ol{ners to use equripment vhieh will

require J.ess repalrs. Hence the average quality of part ,of the housing

s6rvices n:ay be increased. There is no obvious eff=ct of thls subsidy on

other national goats.

Tfie abil-ity to ,-.xpense some costs vhose associated. revenues are taxed

as capital gains shoul-,l encourage'people to nake tbese efenaitures. Ttre

a

o

o

o

a

a

a

types of items general,Ly incl-ud.ed in this category a,re pa.i.nting, decorating,

and repalrs to visible items. Thus this subsidy williuu*l to increase sone

'ts of lifeli::r: eua)-il:;'. in other respec-l,s this subsir\y's e-lfeciiveness

ls.Iike accelerated depreeietion except that there is no obvious connection

O wlth other national goals. '

I

I
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Ihe various subsid.ies to renters where the c.ubsidy value is not ln-

I cluded in taxable lncome shouf-d hetp the benefiiiaries obtain more and better

housing. By increas,'ng the denrand. for quality, there is every reasons to

believe that the pricr: of quality wilt rise and that bull-dlngs wil-l- be better

O maintained. With the possible exception of FILA, aml other mortgage guarantees,

most of these subsidi,-'s d.o not reach all who are efigible or most of the

poor; hence, these subsidies are horizontally inequitable. Indeed slnce

O morbgage lend.ers tend to "red.Iine " out certain are€,s as too rislqg to ln-

vest in and. to excludt-' poor people who are poor ered.it risks, many of the

credit guarantees von'b benefit the poor d.i.rectly. Ttre p:roposal ray help

O fllter the poor throughout a eity and. suburbs thereby helping on educational

--- opporbunity,'but hincering attalnuent of open space goals. However, this

tentative conelusion t;houId be re-examined on a pri,gram-by-program'basis;

O task iiraL is beyonu the scope of thls paper.

Onner Oecupied. HousinF:

o

fhe tax exemption of income but ded.uctibility of interest and

property taxes of ovner-occupied. housing provid.e important incentives, r+hieh

ard partly offset by trroperty taxes, for people to ,rwn their ovn homes.I

It ls dlffieult to d.etermine, hovever, whether tax subsidies or lower mortgage

costs arising from FIIA. programs and subsid.ies to mo:rtgage conprnies have

Lnfluenced. peopte to beccme honeowners..

With ou.r progressive incorne tax rate schedulc', this tax subsldy

conferred more of a benef it on the vealthy (vhen emcted). We vould. expect

this subsidy to l-ead to increasecl home prices and 11: the differentials can

o

o

a

a

o

The subsidies to h:xrrry buildings work in the opposite d"irection.
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be attuned. to incore .''evel, the lvealthy person vho bu3rs currently need not

obtaln a bigger subsitly. But I know of no study vnich lnd.icates the effect

of such subsidies on rlifferently priced. houses

Ttre subsid.y no1; only encourages people to brry a house but also to

buy better houses. For the same reasons given bel'ore these subsidies lrill

reduce the useful }if,,. of a house for a given repa-i.r stratery. Be-

pairs costs are not treated. in a neutral rrreLnner by these tax provislons.

lhe cost of repairs i; not cleductible from taxable ineone, but the revenues

are not taxed as ordirary ineome. TLre repairs shcrtld. increase "the selllng

price of the house wh:,.ch is subject to a (deferabie:) rtpital galns tax, but

the eosts of any impr<>vements in the house are ful)-y deduetible even if the

lmproven'ents'have dep::eciated, since being made. All- these provisions

suggest that repairs erre subsidized. and housing qualitgz wil-I be rnaintained..

I,lcreover, the omer lrho expects to be rivtng in tiie' hcuse t-'or a long time

has an incenttve to institute bhe opti-rn'un repai.r pltrn.

These tax subsidies also pay a person for doing vhat he would have

done anyway. Sinee the price elastic.ity of demand aluost certainly d.oes

not fe}I outside of the O to -h range discussed earlien, this subsidy is

very costly.

. These are sorne costs of ad:ninistering this t,ax sinee the taxpayer

must l<eep records of property tax and. interest paym-'nts. l'{oreover, nearly

aII homeovners itemize, thus they must also keep re:or:fls on their other.

deductions.

1

t line' Horrever, the shifb i: the age prtcEl'ri=s in f,igurg I aod; the shortened
Ilfe of houses wiII ca'rse people to rbpair less.

o
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These homeowne:c subsldies nay n'rake the attainment of the ed.ucatlonal

luality goal more di:lfleult especially since home cwnership is more valuable

to those with more in:orne. fn add.itlon these subsidies r:ay lead to tract or

neighborhood developrr:nt of ovned. housing, i.e., sprrtially segmented markets.

Tf these r,rarkets corr(:spond. to political entitiesrr,rnich are end.owed. wlth

clifferent tax base pe,'stud.ent and different qualit:f schools, equality of

educational opportunity is weakened. further. Moreo'rer since single family

homes require more land. per square foot of housing, there is a connection

with r:rban sprawl, de<:ay of the citiesr etc,.

About the only new complication introduced by eapital gains taxes

ls that people should be less villing to move as th,:ir income, fa^mlIy

slze, or other d.eterninants of housing size and. locirtion alter. The various

d.eferral schemes remove this effect, and sorne of the t'soci.al stability" used

, {rro*ifrr leananr.--r tc arr}raiA.i^^
al<9Yr-., ..vrevn^^v4 J esvg4gILu.

Indirect lbx Subsid.ies

Tax subsid.ies given to suppliers of housing raw materials lower the

cost of building and o.cerating oirned and rented. housing. As J-ong as owners

base thelr deeisions oll the after tax rate of returr, on investments or

r.enters on the net ren': they must pay, indirect subsidies that reduee costs

are as effective in inr:reasing housing as subsidies that raise revenues by

thesareamount.Howerrer,aprob1emwithusingindirectsubs1d.iesto

stiuul-a,te housing, is t;hat aII users of the raw materials -(includ.ing mort-

gages) also benefit from the subsidy and absorb part of the stimulation.

I

I
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Indlrect subsldies vill benefit all types of hor:sing though some

ypes of buildlng matet'ials or sources of mortgage €:re nore heavily used.

by rnulti- than single-:lamily homes and vice versa. An rnnusual consequence

of these subsid.ies is 'l;hat the effects are more vahrable for the Iess well

off. For exanrple, the lower lnterest rate on mortgages w111 mean smaller

ltemized dectuctions (fr>r a giverr mortgage ) on the 1O4O torm. A reduction

of $f red.uces taxes by t d.ollars where t is the personsl marginal tax

rate. Ihe larger the tax rate, the bigger the reductioo in taxes for a

given ded.uction. BLrt each dollar decrease ln deductiom vill- increase

taxes more for those ulth larger t's. This example shod-d. not be con-

strued. to rean that tt.ose with higher incomes donrt berrcfit from a reduction

j.n interest tates sj.nce they anct al]. investors will- fir,6 their after tax

profits fuicreased wher. lnterest costs d.ecline unless tte,marginaJ- lax
ate ls IOO/.

The tax subsld.jes to mortgagors rnay not dir<:ctly increase housing

for the poor: since the mortgagors often von't exterrd crad.it to poor risk

areas or poor risk persons at any feasible rate of interest. (Thelr

extra supply of lnvestible fund.s viIl. either go int.o nmmorbgages, re-

ductlon in dor+n paynents, or be recluced by lowerlnE; the interest rates

they pay to attract de:posits. ) Without going into much more detaif ttran is

possible in this paper:, it is cllfficult to evaluate: indivirlual subsidies

on the other criteria.

!4anipulatlon and Expatrsion of Existing Subsid.ies

To ny mlnd mosl; of the existing tax subsidies s&ow up so poorly

1n the above evaluation that they shoul-d noi be enlarged.. (The one

t

)
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nossible exception ls section 157X, vhlch may prove successful, but vhich

rultl probably be imprr;ved. by substituting a tax err:dit for accelerated

d.epreciatlon. ) fnsteai serious consideration shoulrl tre given to substituting

either houslng grants ,cr other tax subsid.ies such as tfuse d.escribed below.

Earlier I argued that straight line depreciation is too rapid. Thus I

would favor eliminatin3 accelerated. methods, but Ihubmao-Rasche tl+]

suggest that disallowing capita} gains treatment for atrxrtment buil-ctlngs

may be more important presuming that it is impossit,le to: institute a d.e-

preciatlon system slor+er than straight line

O

t
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7. New and Improved Trix Subsidies to Housinq

Ihe above evahurtion vou1d indicate that mos': of the tax subsldies

to housing are erpensi're given the extra housing t):ey pro.duce, that they

provide a tax shelter for upper-incone persons, anC that they tend to dis-

criminiate agalnst proper maintenan"" "rdlrepair 
practices and lead. to an 

.

artifical shortening c,f the useful life of a build'.ng. In ad.dition, vhile

ln prlnciple, most of the subsid.tes apply to alL hotrslng, in prabtice

noderately or very expensive housing has been produr:ed'by the tax subsidies.

I'or several reasons, these changes rnay not filter dr-:r,+n to the poor as in-

ereased. quality or lorrr:r rents

CYiticisms such as these have led. many conrne.rtators to conclude

phat other types of gorrernment lntervention nould te better than the ex-

isting tax subsidles. Some of the criticisms nay appIy to all tax subsidies,

\ut in this section I vill- try to propose qnd evaLuzrte some additlonal tax

.tbsid.ies to housj:rg. But before oorng thar, f rmrs'i mention that rhe single

most lrryortant devel-op:aent 1n the tax subsldy field that would spur housing

vould be to eliminate aLL other tax shelters. If h<>uslng tax shelters .vrere

the only gane in tor.rn, sophisticated. investors woul(i. quickly pour money

lnto then.

Ib.x Cred.its on Nev Hour;es

Ferhaps the mosl; obvious nev subsi.d.y vould. be. a tax credft on

rental building. Such a cred.it has a nuuber of ad.ve,ntages as compared to

accelerated. d.epreciati<>n for which it is often consj.d.ered. to be a sub-

stitute. Since the cre:clit need not artifically c'narrge the tax basls, the

credit does not create capital gains, and thu's avoiC.s eneouraging rapid

rnover and. the assoc:.ated rt:rin+,enance Drcbl-cns. .:.r,r1 as s]:orin in Taubman-

o

o
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Rasche[f]], the tax cred.it will reduce usefu] lives less than accelerated

:preciation wlth a subsid.y of the same (present dls;counted) value. If

the tax credit were cJ.ainable only against housing:i.ncome, the credit coulcl

not be used. by lnvestors whose profit comes from ta:i losses arisi.ng from

any remalnlng tax subsidies such as exeess deprecial;ion, etc. Ihe cred.lt,

moreover, voulo benef'.t taxpayers in al-I tax brackel;s equally. Tlrus, this

subsicly vould be of more value to the build.ers and owners vho maintain

and operate their om buildlngs than to the arnateurs vho are passive

lnrtners in tax shelters. Ttre cred.it couLd. also be d.esigned. to encourage

l-ong-te:m ovnershlp ard thus better nraintenance by spreading the cred.it

over a 15 or 20 trrear treriod, with eI-igibility contingent on continued
-1

ovnership,- If the credit can only be claired. agalnst profits from

housing, people voulo have an ad.ditional reason to:naintain the build.ing.

Even this credit would still pay people to do mostly vhat they

uould have done an3n'ra]'. 'Ihus, the credlt vould. be e:rpensive. It can be

pde more cost effective by restricting its use to irousing erected in

s}:u and other areas uhere little private building cccurs or by tying

the subsidy to the percentage of people receiving rent supplements, etc.

Also the.eredit could be given onJ.y to major improvi:rents (for all or lov

lncome housing, and te a substltute for section f5fX). fhis would in-

crease qual-ity and prc,bably aid. in fllterlng d,ecent housing to the poor

and uaintaining nelghtorhoods. This, of course, vo'rld involve itun",

costs of administraticn and evaluation.

. Given our earlier dlscussion on equipment, it ls natr:ral- to examine

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

rmrch inferior subsidy slnce lt would accentuate the capital gains and

' Corporatlons could g:et around this requirement by becoming a vholly omed
subsicliary of another coupany. But corporations are not that i:nportant in
this industry.
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shorb-term ovenership repair problems and. would conl;im.re to concent::ate its

:nefits on tax shel-ter. investors rather than aII taxpayers. Of .course, the

shorb tax l-lves might trc extended only to certaln t pes of housing, city

areas, or lmprovements., but there ls no reason vhy 1;he same could' not be

done with a tax creclit

}&crteage Ienders

It ts possible 'bo design tax subsidies that l:eep the t'anateurs" out

of the operation of rerrtal- housing, strengthen long-ter& ownership, anil yet

attract funds into houriing from a wider spectrum of the public. 
" 

"ot "*-
aup1e, if the tax subs:ldies vere given to the lende:'s of housing capital

rather than the ormers, there vou1d. be lower mortgage rates yet the ineentives

. to rapid. turnover of buildings could be avoided or rruted since no c.apltal

,ins are created as t,he buil-ding .g"".I filoreoveras argued earlier, the

reduction in lnterest paylnents are more advantageour; the lower the per-

6ons tax bracketl hencr:, there would be less of a ct>rnpetitive advantage

for people in the top-;;6x bracket. Ttre tax subsidi<:s coultl be structured

to exemlgt aLL or part r>f the profits of housing mort;gages from federal

lncome tai. (By eneou::aging an inerease supply of housing mortgage funds,

lnterest rates would bt: lowered.) Since there woulrt be probl-ems in deter-

nlntng the profits on lrousing morbgages in financia:'- internediaries such

as1ifeinsurancecormpirniesthatinvestinmaD}t1pe:sofassets,an

alternative approach of housing mortgage tax credltr; uight be preferable.

Tlrere is r,o eeorromic reason to restrict this type of operation to

the existlng direct lenders. Instead ITfi\IA and GI'll{A ob}igations could be

a

a

o

There j-s less need. to llorry about rapid. tu'novcr r-::l loan lnstru,:ents.
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rade e1-igible for partial or total tax exemption or fer tax credits. Slnce

;re credlt reduces taxes equally for people in all brackets, the credit would.

be more attraetive to people, in say, tine 25fo to t+Of' tex bracket range. FI{lvIA

and GIiIIT{A coul-d. purchase aII housing mortgages or hcme repalr loans offered to
'l

them.* Alternatively, these ageneies cou1d restric:t the use of such tax sub-

sid.ized funds to low income,housing, rehabilitatiorr loans, etc. To determine

how much fund.s were tax subsidized, the agencies couJ-d. have separate issues

of taxable and tax exempt (or ellglbIe for credit) inst:ruments.

The reduetion in nortgage rates can be quite an effective tool. For

exarple, Taubman-Rasch.e lndicate that a change in the mortgage rate of 100

basis points is as pou'erfu1 as a change for rented. housi.ng as a ehange from

double declin-ing balance (f5O on used. buildings) tc, straight line depreciation.

Among homeorrners the mortgage red.uction viIL be more inporbant for.people

r lower tax braekets and. uiI} be more conducive td }ong-term otnership.

'Itre long-tern omership coulo oe 
'nad.e 

even more attraetlve ir' mortgage

repalrents vere change,l so that the interest portion eittrer'rerained. constant

or inereased. as the mo.rtgage aged.. These types of mortgages couId be rnade a

conclitlon for tax subsidy.2

'l
O -If, lt is desired that banks exereise discretlon anrl not nake and. then selI

to GNI'IA very rislqy mor-'"gages that the banks vould ni)t normally have granted.,
. GM'IA need. only brty 75c," of each mortgage. Hor+ever, given "red.Iining" practiees

of banks, it may be so,:ially d.esirable to encourage len$ers to invest in risky
areas to improve housilrg for the poor.

a 2 S.tiu" E bond.s are e preeedent for such a pattern. Sinee the d.ebtor would
be paying too little itrterest in the eerly years on the existing principle,
there wottld. have to be a provision that if the mortllage lrere repaid. early a --
ltmp sum payrent vhich vou-l-d. be equal to the d.ifferr:nce that would. have been
pald. on a conventional mortgage

o
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rx Subsidies to Exces: Rent

Another form of tax subsldy woulcl allow eitier a deduction or tax

credit for "excess rent." Under this plan excess rent would be, say, any

amount more than )dp c,f adjusted gross ineome. A crerlit seems a better

procedure for several reasons. Flrstrmany renters,d.o not itemize and may

not flnd it to their e.d.vantage to do so even vith this new deduction. A

crecllt, hovever, wouli- be avail-able to all renters. Second.ly, as noted

before, credits reduce tarc paprents equa)-}y in aIL tax brackets while

deductions are vorth rore the higher the tax bracket.
l' Ttre credit plan could be ad.justed so that tt:e size of the credit

was & funetion of incore. For example the total credit could. be adjusted

(mrftipfied) Uy a fraction whose leveJ- decreased ccntinu'ousl-y from. L00

o O per cent as ineone rose. Alternatlvely, there could. be an lncome

lorral olrarra t.rhi ala *}ra araAi'l- /liia ll onn]rr *lrarr'^1' e'ralr fao*rrrac inn]rr49 , eI Gvv t v .r--4v^- . w el,}/!.)l v.-vsb-- b vs &1,!.,

very high marginaL rates for some level above the cutoff point or notch.

[here is in exj.stence a subsldy pl-an under uhich eligible persons

pay 2>% of their incore for rent with the goverrunent paying the remainder

of the natket d.etermir.ed rent. An objection that has been made to this

plan ls that the eligible renter has no lncentlve to econonize on his

rent patrmrent (or searc.h for another apartnent) since once he spends 2!$

of his incoue, the rer.tal price to hin on any excess erpenditures faIls

to zero. If the credj.t vere 1OO$ of the excess, tbe saroe- objection *or:-a

hold (though it is rmlrortant to note the sanrc cotrrplaint vould. not hbld for

a tax d.ecluetion). As a response to this objectionr. the cred,it could. be

nacle only J€p of the total excess rent. A rnaJor atlvantage of this p1an,

,s opposed. to the existing rent supplerent pran, is; thet nlany more people

o
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roul-d. benefit and. therr: would be no horizontal lneqrrity* Tktis plan vould

aLso reduce the cost e.lfectiveness problem since ,Jfu: ffi of income restriction

wil-l e3.lninate much nonnal spending on housing from beiiing eligible for the

subsidy. Also, 1f saving rates i-ncrease with incom:, especialIy above, saYr

$eOrOOOrthe poor and nid.d.le class vouId. be more li)';r:Iyto meet the eriterion.

The tax creclit 'plan rnay involve sorne adminlstre&.ive costs. tr'or

exa"upl-e, should. rent iaclud.e util-ities, or be adjur;ted. for furnishings

supplied. In addj-tion, vhat lrould happen if neight,ors began to rent houses

to one another at inflated rates? A1so, a d.ecision r+ou1d have !o be rade

about the treatnent oJ' those vho owed no tax before srfifrracting the credlt.

I'flcreover, to avoid mittionatres who invest in tax free assets from

benefitting excessivel.y from this provision, a strjnged definition of

ineorne lrould. be necessary.

Tax Subsid.ies to Increase Useful Life and. Repa ir arrd Rdlabilitation

r l,lost of the existing and nevly proposed subsid.ies tend. to decrease

useful life and decrease ineentives fcr repair beeause the profits at aII

ages are reduced. (beeause of increased supply) while tihe subsid.ies are

largest early, in the assets life. Ir&cre deeent housing would fl1ter d.own

to or be rehabilitated. up to the poor, if such negatlve incentive" *uru

lessened or positive s.ubsid.ies were granted. to repairs- As prev-ious d.is-

cusslon has ind.icated, the negative subsidies can t'e lessened. by spread..ing

the subsldy throughout the asset's life or better. s,till by having sub-

siclies increase with the age of the build.ing. this is one reason why it

was suggested. that subsid.ized mortgages be designei. +.o ]iave interest

)ajm?rrts 1ar6e:'at the e:r'L cf i;he assetts life. Arrothrr mechanisn rionJ-d

o
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a tax credit, based on original cost, vhich is applicable only agalnst

the tax arisilg from profits rnde from each buiLding;, that ls, pald at an

lncreasing rate as a h,)use ages with no credlt paid. until the structure is

JO years bltt. Since this subsicly would onJ-y be applicable to buildings

showlng a taxable proftt, it worrld. encourage repalrs. A variant of this

vouLd be to base the trrx cred.it on the repair costs rvhlle having the

credit pald annually a:rd at an increasing rate.l It, would also be possible

to red.uce continuously the tax rate on earnings on buildings beyond a

cer.tain age. Th.is cerbainly would encourage repairr; especially if it were

posslble to r"nrite off bhe repairs during the earlie:'periods of hlgher tax

'ratesl however, there may be high survelllance and. r:ecord keeplng costs

slnce torpayers wor:i-d vrant to write off aII expenseri d.uring high tax rate

'riods.flFinal-Iy ta:( cred.its couId be given to buiL-cLing companies on eaeh

-rousing unbii soiti. 'ri.riie encouraging more cons'trucr-Lion, tiris nethoci lrcrufrl

be neutral toward.s tlrp,: of olrnership. Sincer it woultt be partly passed.

al-ong as a lower price and tax basis, capital gains problems coulcL be

createcL.

I- A cltsadvantage of this veriant is determining rvhat are eligible repair
costs.
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l\{ay 29, f973

Effects of Treasury Tax Proposal
on I\[uIti family Housing f nve stment s

Introdu ct i on

This paper seel<s to assess the effects of the recent Treasury Depart-

ment tax proposals cn multifamily housing investnlents. It does so by

examining the financial attributes of four apartment houses, identical in

all respects except the means of financing-and the "other income" of the

owners. It is ass,imed that two of the housing projects are financed

under the Section 236 program by limited divident,l ,ponror'., lrith one group

of investors having "net related income" from other apartmcnt houses suffi-"

cient to permit thern to benefit fully from the tax losses generated by

the Section 236 project. For the second Section 236 project it is assumed

that the investors ,lo not have any "net related income" against which they

could apply tax losses from the project.

It is assumed that the other two identical apartment houses are

financed by conventional 1oans, with one group of investors having "net

related income" fro.n 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 a1l 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 witfr'Gx

a
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preferences" of less than $30,000, i.eJ, they are not subject

existing 10 percent minintum tax.

to the

The paper is ,livicled into three sections. The first section describes

the Treasury Departlnent tax proposals that bear upon multifamily housirrg

investments. The second section details the financial characteristics

of the four projects ancl the third section measures the impact on cash

florvs, tax benefits and tenant rentals resulting from the proposed tax

changes.

A. Proposed Tax Changes \

The lteasury De'partment tax proposals that ware sent to the Congress

on April 30, 1973 r:ontained two sections that bear upon multifamily housing

investments. Firs.l;, in lieu of the minimum tax on "tax preferences"

that was authorized by the 1969 Tax Beform Act, the Treasury proposes a

new concept termed "Minimum Taxable fncome. " Under the 1969 law the tax-

payer grouped certain "tax preferences" such as excess depreciation (accel-

erated depreciation less straight-line depreciation) on real property, the

capital gains deduction (generally one half of the capital gain), percentage

depletion, accelerated depreciation on personal property and stock options

which were taxed, after deducting $30,000, at a flat 10 percent tax.

. As 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 under present law plus percentage depletiou, the

excluded one half of net long-term capital gains, exempt income from foreign
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sources, and the nontaxabl.e bargain element in r:ertain stock options.

From this EAGI he :;ubtracts his personal exemptions., a $10,000 floor

in lieu of various deductions, extraordinary merlical expenses and

casualty losses and investment interest (and inr,'estment expense) to

arrive at his minimum taxable income base. One half of this Ir{TI base

constitutes his "minimum taxable inconre" which is taxable at the appro-

priate tax rates in the Code ranging from 14 to ?0 percent. Every

individual taxpayer would be required to pay tax on the greater of a)

his minimum taxablr; income or b) his normal taxable i.ncome computed in

\the usual manner.

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

family housing investments is a limitation on artificial accounting

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

permitting the creirtion of artificial tax losses from one enterprise to

be deducted against (and prorride a shelter from tax on) other unrelated

income. Under exis,ting law a taxpayer can deduct tax losses resulting

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

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 accounting losses do not dis-

allow the artific.ial accounting losses arising from accelerated depreciation.

Instead' the limitation would require that. they can only be deducted against
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a net income agairrst luhich he can apply the construction period losses.

0r, he can apply thr-'se losses against the net int:ome from his other apart-

ment house projects.

B. Financial Charaoteri st I cs

l" Basic Assumi:tions. For the purpose of this analysis' it is assumed

that there are four identical apartme.nt house projects, each r,rith 125

dwelling units. It is further assumed that for each huilding the land

cost is $220,000, that the cost of construbtion eligible for depreciation

is $f,600,000 and that the construction costs possibly deductible during

the period of construction (j.nterest and taxes) amoutrt to $80,000. For

each project it is assumed that the "builderst and sponsorst profit and

risk" arising from'the construction and developmr:nt of the apartment house

is $100,000" It is further assumed that each prcrject sponsor is organized

as limited partnership con.sisting of private investors, each of whom is in

the 50 percent tax bracket with "tax preferences" of tress 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 points). The difference between the

$2 million total development cost and $1.8 million mortgage loan constitutes

the investorrs equity, of which half represents a cash contribution of
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$t00,000 and the other haLf represents the "buildersr and sponsorst profit

and risk" allolable under tlUD regulations.

In the care of the conventional.ly. financerl projectsn the means of

financing are somewhat different. Since the maxirnum loan 6btainable is

generally 75 percenl: of the appraised value, the oivner usually expects

to minimize his casn contribution by obtaining an appraisal of the com-

pleted project in an amount that exceeds the foregoing $2 miltion 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 i.t expects that the projected net inc.ome of the pro- '

!
ject vrill, indeed, be realized so that the valne of tlrc. project will
necessarily appreciate. Accordingly, it is assum,ed that the conventionally

financed projects ar.'e financed by loans for $1.6 rnillion, 75 percent of an

appraised value of $2,133,000,.repayable over 25 years at an interest rate

of 9 percent (with rro discount points).

For the conventionally financed'projects, it is further assumed that

the owners initially provide a cash i.nvestment of $30O,000, or- 15 perccnt

of the projectt s development cost. (The Touche Ross and company study sp

"Tax Considerations Affecting Multifamily Housing fnvestments" reports that

typically the ownerts cash contribution accounts for 15 percent of the

total projectr s cost. ) Holever, their total equity comes to $533,000 (25 +
percent of the appraised value of $2,133,000). The dif,ference between their
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$300,000 cash contribution and their total equity represents their non-

cash equity, of which $100,000 is the "builderst and sponsorst profit

and risk," and $13:1,000 reflects the difference between the appraised

vatrue and the total development cost. These fin;rncial characteristics

are summarized in Table 1.

, Rent and R€rvenue Sched rrles- To facilitate revierv of this analysis,

Table 2 shows the cost components that give rise to the ultimate monthly

rentals charged on a per divelling unit basi.s. For purpose's of compara-

bility, it is assumed that the maintenance and operatingrcosts per dwelling

unit are $44 per month for each project, that coirtributions to a replace-

ment reserve are fir.40 per month and that the property taxes are $t3 per

month for each pro.iect. A replacement reserve is required by HUD and is

assumed to be required by the private lender. Ccntributions to the reserve.

are not tax deductible until the moneys are spent,. For the Section 236

projects, the cash return on total equity is caluulated at $B per month

(the aIlowable 6 percent return on total equity under HUD regulations),

whereas the cash return for the conventional projects is calculated at $28

per'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

projects is $tBO.2l. At a 25 percent rent-to-income ratio,,the income

levels served would be approximately $8,652 per year. [lowever, the interest
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reduction subsicly can reduce the monthly debt service to as low as $36.40,

which woul.d decrease the basic gross rental to $1.18.74. At a 25 percent

rent-to-income ratj.o, the maxinrum interest reduction subsidy makes it

possible for the Section 236 projects to serve farnrilies with incomes of

up to $5,?00 per year.

By rvay of contrast, the nronthly debt service on the conventional loans

comes to $107.40 per month per dwelting unit" At: a 95 percent occupancy

rate, the gross rent comes to $214.53 per month. At a 25 percent rent-to-

income ratior the conventionally financed projects lyould serve families

with annual incomes of $10,296.

c" f ect s of Pr: osed Tax Ch es

1. Cash Flows .an0_Iax._Eenefits. Tables 3 and 4 show the cash flows

and tax benefits fc'r the Section 236 and conventionally financed projects

respectively, under existing tax provisions. Tht: tables cover the con-

struction period (a.ssumed to be one year) and I0 years of project operations.

To simptify the presentation, it is assumed that the tenant rental receipts,

the maintenance and operating expensesr and the real estate taxes remain

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

accelerated deprebiation allowances are calculated on the ba.sis of the 200

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

with the IBS guidelines for useful tife).
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As wiII be noted from Table 3,in the case of the Section 236 project,

the total deductible expenses exceed total revenu.es in each of the 10

operating years so that the owner has a tax loss rvhi.ch can be appliecl to

his other taxabl-e income. In contrast, in the case of the conventionally

financed project (Table 4), a taxable loss occurl; only in the construction

period and in the first two years of operation. Thereafter, the rental

receipts (which are assumed to be constant in each year) exceed total

deductible expenses by increasing amounts, wltich give rise to taxable

income. In other words, the Section 236 project provideo a larger amount

of tax shelter over a longer period of time thar does a comparable con-

ventionall], financed. proj ect.

The greater tax shelter 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 cash

return for the Section 236 project, the tax shelter has less project income

to.protect and, consequently,more of the tax shelter is avai.lgble 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 compared to the ownersr cash equity

and also as compared to the ownerst total equity. As will be noted, the

rate of return on cash equity ranges from 3? 1/2 percent in'the first year
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of operation to 19 percent in the l0th year of olleration for the Section

236 project. For' 'ihe conventionally financed project, the rate of

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

operation to 7.1 pt-'rcent in the 10th year of opetatio4.

The rate of return on the ownersr total equity (cash plus non-cash

equity) ranges from 18.7 percent in the first ye;tr of operation to 9.5

percent in the lOth year of operation for the Secti on 236 project. For

the conventionally financecl project, the rate of return on total equity

ranges from 8.9 percent in the first year to 4.Ll percent'in the 10th year.

Under the Treasury tax proposals the foregoing would prevail if the

investors in the project have "net related incomt?" from other apartment

house investments r;ufficiently. large to absorb all of the tax shelter

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

related income" from other apartment house investments, they lvould defer

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

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. fn the construction year their tax shelter woulcl drop from

$8O,O0O under the present tax law to zero under the Treasury tax proposal

(but the $80,000 rvould. go into the Deferred Loss Account). In the first +
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year of operation thcir tax shelter woul,d dec}ine from $50,930 to

$tO,93O (i.e., t-he $40,000 artificial tax ioss would go into the Deferred

Loss Account). In the tenth year of. olreration their tax sheltcr would

decrease from $13,()00 to $3,500 (i.i., the $10,400 artifiiiar loss would

go into the Deferrr:d Loss Account).

Because of thesc reducecl tax benefits, the rates of retlrrn to investors

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

the return declines to zero from 40 percent on citsh cquity and 20 percent

on total equity. In the first year of operation the rate of return de-

creases from 37.5 percent to 17.5 percerit on cash equity and from 18.7

percent to 8.7 percent on total equity. fn 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 total equity.

fn the case of the conventionally financed ploject a much different

picture emerges as a result of the Treasury tax proposals. In the'con-

struction period the tax shelt.er drops from $80,000 to zero (but the $BO,O00

goes into the Deferred Loss Account). During the first year of operation

the tax shelter of $I0,580 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,, ore applied against

the projectrs taxable incomc. 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 account of the project. (see lable 6) After

exhausting thcir accumulated artificial losses, bhe investors have to

pay tax oli project income, net of the excess depreciation'in years nine

and ten.

In terrns of rates of return, investors would actually find higher

returns during the third through ninth years of operation under the

Treasury tax proposal as cotnpared to the present tax provisions and in

year ten of operations there rvould be no difference. fn.'.year three the

return would rise from 13.9 percent to 14.0 percent ou cash equity and

from 7"8 percent to 7.9 percent on total 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. Horvever, in the construction year and

the first two years of operation the rates of return would be lower under

the Treasury tax proposal as compared to the existing tax provisions.

2. Proceeds from Sale of Properrtv. 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 original appraised value. Table

? shows the calculations of net cash proceeils from the respective sale,

taking account of the different rules of the Internal Hevenue Code governing

the recapture of "excess depreciation." The tax law regards the accel-

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

o

o



o

o

o

a

o

o

o

o

r3

depreciation as "excess depreciation," which may be taxed at the tax-

payerts regular ta;( rate or his capital gains tax rate (ha1f of his

regular tax rate), depending upon how long he ho.l-tls the propcrty.

fn the case of the Section 236 pioject (lvhich qualifies as low and

moderate income housing), after 10 years of operation the entire gain

from sale of the pl'operty 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 exoess depreciation

plus the gain attr:ibutable to straight line depreciation, is taxed at

the more favorable capital gains rate. .The renra:tning B0 percent of the

i. gain attributable to "excess depreciation" is t.axed at the investor's 
'

regular tax rate.

Table 7 details the respective caculations of net cash proceeds from

sale of the property under the existing tax pr,ovisions (rvhich remain in

tack under the Treasury tqx proposals where investors have "net related

income") and under the Treasury tax proposals where the investors do not

have any "net Telated income" which can be sheltered by the tax losses

from the projects excess depreciation.

Under existing tax provisions, the total gain from 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

a
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project pay a total Federal tax of $205,520, coilll)ared to taxes of

$287,185 that are ltaid by the owrlers of the conrrentionaLly f inanced

project, IVith respect to the latter.r around $48,000 of thc higher tax

nray be attributablr: to the clifferent rules governing recapture of excess

depreciation. Afterr allorving for the outstandingJ 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

corne t o $521 ,988, or $221 ,9BB more than the owrl(.rst initYal cash equity.

Under the Tr:easury tax proposal the computat:ions for the conr,,entionally

financed project are the same as those calculated for the project under

the existing tax !r'ovisions because the investor-taxpayer has used up

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

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

Federal tax liability is $'ZeZ,186 and the net'cash proceeds are $521,988.

In contrast, for th.e Section 236 projec,t the Treasury tax proposals

result in substantial changes - the gain from the sale drops from $822,080

to $500,000, the Federal tax fiability decreases frorn $205,520 to $tr25,000

a.nd the net cash proceeds increases from $II3,L?? Lo $tgl;6g2. As depiited

in Table ?, all three changes are attributable to the deduction of $322,080

in the Deferred Loss Account from the Unadjusted Basis in order to caculatE

the Adjusted Basis, that is, the amount to be subtracted from the sales
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price to determine the taxable gain.

3. Rates of Rqjf1g!. Table B campare5 the l'ates 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 opera]ion" fnasnruch ar; there are no uniform

methods for measuring_ rates of rgturn i1 the real estate industry, four

measurements of rates of return are sholn: (a) the uu"r"g" ";;n."iutn 
-_

on cash equity, (b) the average return on total equity, (c) the dis-

counted rate of return on cash equity and (d) the discounted rate of

return on total equity.

(a) In measuri.ng their rates of return on investments, some investors

contrast their cash. receipts rvith their initial cash investment without

regard to any other equity they may hold in the property investment. In

making this comparison they allow f'or recouping their initial cash invest-

ment (usually at the time or property sale) by subtracting it from their

total cash receipts. Hence, the average cash return is equal to the total

operating cash flow ptus tax shelter during the investorsr holding period

less their cash equity investment divided by the number of y"urs in the

holding period. This average cash return is then divided by.the cash equity

to obtain the first mcasure.

(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 investors exp'ect to recoup both their cash and non-cash equity

investments as well as earn a return. fn calcul.ating 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 return." This "net return" is then divided by the nrtmber

of years in the hoi.cling 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 t-otal equity.

(c) and (d) Both of the above average rates of return give equal

rveight to earnings irrespective of the year in lthich tne) 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 from now, some investors

seek to "equalize" their earnings by cliscountirg the stream of future

incomes over the period in which they hold the property into present rralues.

By discounting such incomes at the investorst internal rate of return (the

interest rate that equates the present values of the future incomes rvith

the amount of the investment), appropriate.allowance is macle for the investor

recouping his equity investment in additioh to earning a return. Separate

discounted rates of return have been calculated for both cash equity and

total equity.

These measurements of rates of return are as follows:

o
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Existinq Tax h'ovi sions Treasurv Tax ProPosal s

- Rate of Return Neasurement

a) Average rate of return on
oumerst cash equity

b) Average rate of return on
ownersr total equity

Secti on
236

Pro i ect

30.2%

to"5%

Convent ionally
Fi nanced

-ho.i 
ect

6.4%

Sect i on
236

Pro Leg.!.

6.gfi

Conventionall
Fi nanced
Pro i ect

6.4%

tB.4% 22,# t8.4%

o

o

O

o

o

Discounted rate of return
on ownersr cash equity

Discounted rate of return
on oivnerst total equity

34.5% t5.6% t6.9fi 14.3i

13.9% 6.7i( 6.8fi 6.3%

As will be noted, as compared to existing tax provisions, under the Treasury

tax proposals there lvould be a sharp reduction in the rates of return for the

Secti'on 236 project,. irrespective of the measurement employed. For the con-

ventionally financed pioject there would be no change at all for the trvo average

rates of return and a stight decrease in the two discounted rates of return.

The latter reflects a different time path for the cash returns and tax benefits.

(see Tables 4 and 6)

4. Rent Adiustments to fncrease Rate of Return. The sharp reduction in

the rates of return on Section 236 projects described above would render them

unattractive to investors with no "net related income" rvhi.ch probably rvould

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

such private investment in Section 236 housing (or a similar Federal program

involving l.imited diviilend sponsors) is deemed vital, ancl thd Treasury tax
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proposals were enarcted, higher rates of return could, nonothoLess, be

achioved by increa.sing the eash returns. Largbr cash roturns would

result in higher rents

Table ! meas'rres th.: increaso in tonant reutals that would be

needed to produce the rate of return now obtainable on Section 236

projects. ft is assumed that the investors are in the J0 percent tax

bracket without any ttnet related incomett from ncn-projeet sourees.

fncreasing the aver:age rate of return on the owners t cash equity

from the 22.) per<)ent per year shown in the preceding sect,ton to the

)0.2 pereent per ;y'ear presently obtainable under existirng tax provisions

uould require an inerease in the monthly rental bV $5.65 to $fa:.8e.

This rental is J percent higher than the $fgO.?1 rent.charged urrder

existing tax proVisions
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Table 1

Bas I As su ns

Type of Financing

o

o

o

O

I. Appraised Value

2, Total Development Cost (TDC)

Cost expensed durj.ng const*o"t:-o#/

- Depreciablo construetion "o"tf/
Builderst and. Sponsorsr Profit and Risk

For constructiorr and develop*unt3/
Higher appraisa.L

\lLand Cost-'
Number of Units
Appraised Value per Uni.t

3. Mortgage r.r*Jl
Loan to value ratio
Repayment period

Interest rate
Mortgage Ioan amournt

4. TotaL Book uquitt'/
Cash "qoit//
Non-cash equity

Fi{A Sec. 216-

$z,ooo, ooo

2 
" 
000,000

80,000

r 
"600, 

ooo

.100,000

100,000

2,20,O00

L25

15, ooo

eofi
Ilo years

?fi
r,Boo, ooo

200,000

100,000

100,000

Convention; I

$z,t3j, ooC/
2,000 , c00

80, 000

1,600, ooo

233,000

I00, 000

r33,ooc/
220,000

t25

u,100

75fi
2J years

#
r,5oo , ooo

533,000

300,000
233,000

o

o

o

Appraised value exceeds total development cost by $t33,OOO--the amount needed to
aceommodate the two assumptions of (a) cash equity at L5/, of total development eost
and (b) . lJ$ eooventional loan. Genera1ly, p"o"p"ctive owners are reluctant to
invest in a cotrventional-Iy financed new construction prcject, unless the appraised
value resulting from capitalization of projeeted net rental income exceeds the
total development cost.

!/ According to the Touche Ross study, about 4$ of total clevelopment costs are
ttexpensedtr (taken as t,ax deductions) during the construction period.

f/ According to the Toucho Ross study, costs attributable to t'depreciable costtt are
about BJ$ of total development cost. It is assumed that this is broken down into
depreciable construction cost of $I.5 million (80%) and unrealized trbuilders'
and sponsorst profit and risk" of $IOO,OOO (56).
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(taUlo I continued)

!.1 Eleven percent of tot,al devolopment cost, based on Touche Ross study.

5l The terms for the conventional mortgago loirn are baseC on recont lifo
insurance company experience.

5.1 Total book equity equals appraised value 3,ess outstanding mortgage
Ioan.

Zl For Sectioa il)6 project, assumed to be 5% ,rf total development cost
and for conventionally financed project assumed to be 156 (based on

2
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Per Unit Rent Schedules (rnonthly Ou"rH:!]!&
Maintenance & Opora.ting Expun"oJ/ $ Il+.00

Property tr*"J/ l-B.oo

Debt Sorvice & M.I.P. 36,4&l

Tabl.e 2

Rent and Rcvenut: Sehedul es

IHA Se,) i on ?-i(>

MjLrket.Sen!

$ 44.00

18.00

94.8&l
6.4o 6.40

Conventiona'I
Fina ans

1

RoplacerrrenL Rese

Cash Return

,o'il
o06l

$tzt. zo

e5%

$reo.zr

$ 2,t63
8,6!2

$ h4.oo

IB. OO

L07,4&-i

5.40
al

28.o*l
$203. Bo

esfi

$2L4.53

$ 2,5?4

LO,2g6

B8.0&l

2

Net Rent

Occupancy. Rate

Gross Rent

Tenant Income Class Served

$nz.eo
e5%

$tr8.?4

$ t,425
5,700

(annual basls)

$t69, zoo

B?,600

$255, Boo

o

o

Annua1 Gross Rgnt

Family rn"o*ug/

3. Gross Revenues - Project
Net Renta1 Receipts

IIUD Interest, Subsiiy
Tota1 Gross Revenu<:s

LI

?/
2l
L,I

5l
9l
ZI
9.1

$z55,Boo $305, ?oo

$256,800 $305,700

Based on Touche Ross study showing average eosts for low-moderate and rniddle
rent levels. Plonth1y maintenance expense is calcuiated at $fI per dwelling unit
and monthly operating expens.e at $33 p.. dwelling 'anit.

At L% interest, 40 years on $I4,4OO per unit loan.
AL |fi interest plus mortgage insurance pretnium, 40 years on $14,400 per unit loan.
At /fi irrterest; 2J years on a $tz,8oo loan.

Based on annual rate of .0060 times depreciable cost

6$ return on book equity
Touche Ross Aprr-eldic.es Schedule B. Nct cash return L4% of cash equity.
Al-'a 2J$ rent-to-income ratio.

o

o
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Tablo )
' r Cash Floc and Tax Benoftts For Soctlon 2J6 ttoJoct
Undor Exlctlng Tax Provlslone (Invectoru !!ave Other "Net llslated tncone')

o

?

,000
, e50
,600

256,tr60

9),000

ljo ,000

o

I 9

o

10

9),000

9,600

zfi,240

9).000
126,?tt0

-FSa

a

Constnctlon
Te8,r

$ G8o, ooo)

(-Bo,ooo )

2 )

$r69,200 g169,2oo $169.?oo

@eratlng Yeare
564

Ap Cash EIo*
. Recolpts t I

Tenan', Recolpta 9
Interesr" Reductlon

Total Revenuc
87.600 8? ,r'n &? ,1i,0

?F-,Bm -zfrafi nfiffi,
p^y""n/ $r69,200 $169,200 $169,200 $169,2c0 $i69,zoo $169,200 $169,200

87 .hti} 8? ,y0 8? ,)2O e? ,250 67 , i 90 e? , n0 87 . fl:OarCEfr a-t-fr-,56 ZTsfr -ir{f6o -zflm aFfi Afi;Nd
*ll8'irr. 

neal Esta.,c, rgrcJ
Debl Servlce & lllP ltl
Feplacenent Reservc
Federal fncone Taxes

Cas\ Iletu:n

8. Tax Beneflts
Total Rcvenue

Deductlble Expenses . I
tl.&O plus ReaI .Estate lbxecY
Intelest Expcnse. & l.{IP

Taxable Incomo Before Depreclatlon
Stral.5;)rt. Llne Deprecla.tlon

. Taxable Income Af{er S.L. Dopr.
Excess DeJrec lal.Lon \11
Tarrble Income (or loss)
Federal Tax (5oi bracket)
Artlflcral loss 2/
Deferred lass Aclount fl

C.. Cash Flov plus Tax Benaflts'

D. PercenL Cash Florr PluE
Tax Beneflt to Cash Equlty

B. Percent Cash Flor Plus
Tar Benoftt to Total Equlty

91,000
lb?.200

9,600

1 2 ,000

9),600
1lr2, t'14

9,6c0

, 2 ,000

)5,160

)5.4

1?,616

93 ,000
'!tt?,09a

9,600

9].000
142.lttA

9'6oo

256,6t0

g),ooo

-)7,5r0

"'_i1'

9l ,000
1l!1,crEO

9,60o

?56,580

93.000

gl ,000
141 ,q?O

9.6c0

zfi,520

9),000

l+0. CC0

Gt,Yo)
2t,92A

9l ,000
141.??o

9 ,600

9)
1tt1

g),00a
't-tri.i'gx

9 ,6009

12,000 12,000 12,000 12,000 p,acl 1?,000 12,000 12,cce

2r5,8oo 256,7)0

gJ,0o0 9J,c,co
1'l'! ,?1O 19r , Cr50

29 ,070 29 , t'u0
ll0,000 lr0,000

(-1o,9lo) (-to, ]zolro,ooo 26,0b0
(-5o,9lo) (-t6, j2o
(-zj,h6s\ G4,t6o

(-8o,ooo)
(-40,000)

256,690

9l,000

256,390

91,000

4c , oco
(-5,5oo
15,uo

-21,4?0
-'o:111

2#,)20

9l.0co

l+0 , oc0
(-'. ,5Bo)
1),1?O

131,150 D? fre)0,')t0 )i ,c1c
40,000 40,0c0

(-8,'r50)
28,640

(-g,uc
)2,160

-ll1,820
-20,9t0

111,??0
-r1 'tjl0l+0 ,0C0

(-8, reo)
25,120

GT,Jro)
(-t6,0551

40,c!0
(-),too
10,ll00

(-1 l,9oo )(- 6,s50)

I -lc ,9?0 1?9 ,9?0 12e ,r?() i27 ,9?0-TTn -riifr -y;tTo -5!n

lt ]t (-29,)oo) (
(-1r+,650) (

(-6

-25

,51 0)
, aao
310)
,695\

:::
] [-'3:3?3] Xrp

to,0o0 )?,u65

4o,o* )7,5*

T,9io 2a,795 ?8,655 26,550 24,695 22,?ro 20,550 18,950

)2,9fr )a.sfr 2$.7fr 26,7rt 24,7A 22,?fr 20,* 19,01

v
?/
1/
!/
tl
9/

20,% tA,N 16,5fi 15,4fi ttt.fr r).fr 12.fr 11.!+fi ' 10.4fr 9.5*

,
lenant rental recetpts, rnalntcnanec and operattng expenses, and real estate taxes ascuned to bs constant durlng thc l0 year opera-tlng p€rlcd.

Debt Servlco'paynent (lncludlng mortgage lnsurance premlurn) pald by llUD to the hort6agee on khalf of the rnor!6a6or.

Decreag!.ng emounte reflect Bnaller nort8age lnsurance prenlums (Ufp) as the outstandlng loan balancs decllnes.

Excess dopreclatlon equalc tio dlfferenca between accelerated depreclatlon and stralght l,lne depreclation. Both assrne l+0 year rer:alnlng usef'\rl ltfc.
Artlficlal loss lncludes pre-operatlon costs durlng constnrctlon perlod and "exceog dopreclatlon' not used by lnveslor-taxpaye! egalnst hlo oUrer

Dcferrod loas Account le thc aecuaulatlon of artlflclal loasoa l-l.at r'ay bo draxn uPon to atrolter "not relatod lncoae' ln f\rturc yoe-re 1f 1t arlscs.
I

)
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A. Cash Elov t t
ilev Rental FecelpteY
fotIays r

I:.I0 pl.us Real Eetate Taxe
' Deb+. Servlc€

Feplacenent Roserve' Federal fncone Taxes
Cash R.:turn

ooooo o

tablo 4

Cash Elov and tax Beneflta ior Conventlonally Elnanced Project
Under Exlstdn6 Tax hovls!.ons (Investors tlave Other "!,let Felated Incono")

t

93 ,00c
7il,rca

9'600
11 /,1E
)c, )to

o o

Conetructlpn
Year

$ GSo,ooo)

( 8o.ooo)

2

9,600

-:i-.
lTZ . UUU

I 9 10

$3o5,Zoo $nsloo $n5,zoo $)o5,zoo i]r',zao$)05,?oo $)o5,zoo $3oj,zoo g)oj,?oo

,00c
, 100

9)
16i

,000
, 10c

9)
161

9)
161

,000
, 100

?1 4
Operatlng Years

56

t 9)
76i

)

,000
,1C0
,6co

93, ooo
15r,1C0

9 ,6co

1,00 0

9 ,6c09,600

)05,?oo

9l,0c0

$305,700

93,0c0
161,100

9,600

--(.sp:-)5,9e5

9l,000
i51 ,1oo

9,6c0
8, 800

.)l ,200

9
6

Qa nnn
:5i ,1oo

9 ,6co
2A ,51)
Zi,*',0

9 ,500

42 , OoU

9
lzs - ',].1.r 5

4i,615 1d,U55
1r,585 . 1?,51<
27 ,+\i t't J+o)

ir

*g
DeCuclible Expensesr t I

i:.10 ^rus Peal Estate Taxesy
f n r-er.::;'. Ex;,en:e

Tax:b,b Incone Defo:'e Deprecletlon
Str.1!r'ht Lirre Depreclatlon

. Taxrbl.e fncone After S.L. Dcpr.
Exce:s DepreclaLlon ll
TaxeSle Income (or lass)' Ped.:'.L ttx (5ci urackei)
Artliictal Lass !
Defr'r:':i Lo,rs Ac6ount /

C. Cash FioH plus Tax Beneflts

B. Tax Beneflts
Tenart Rcnta1 Recel

D. Percent Cash EIox plus
Tax Beneflt to Cash Equlty

E. Perct,nt Cash FIo* plus
Tax Beneflt to Total Equlty

g),1ao

)06,7oo

9l,000
141, ?,10

-tri6u),000
?9 

't+zo

7)7 ,7?0
'/4,t))0
Lc ,000
:4,9)o
28,640
6,290
),t\5

34,855

105.?oo

gl ,000
1b!.60c

? t ,lla
ll0 ,000
31 ,100
l5, ooo

(- t+ ,goo )(- 2,450)

)05,?00

91,00c
7)1 ,?'i0
72,9 )o
40 , c00

-jr;rF
)2,i6o

77o
)e5

N5,?ca

gl,000

)45,?oo

9l ,00c
J21q9

79,r20
4c ,000
19,5?0
2t,920
1?,600
8,800

N5,?oo

91,000

)o5,700

9),01c
lt! ran

--
Y.,'-ti

-:2_{2a5i,i10
1o,t;69
41,130
20,5',n

9),cco
i?? ,6.:a--ts;rl6
ll0 ,00C

-Tr:L16
75,U+0
29,170
!4 ,585

3c5,?a0 )c5,?co

40 ,000
-10 ,580
- 5,?90

1)5 ,5?a-
77 ,rio
1r0,000

-;t-;:;25,120
72.0t0
6,005

1't1 ,5/-,'.)

-tz--ir-i
4c , coi
42, 1rr0
1 3,840
?),260
11,5)?

lr0 , C'lc
-T6,t5c

1),t20
)5,0p
17,515

(
(

(-8o,ooo

'"1-!l'
tlo ,000

N
(,,4?,?90 q4,&50 41,615

r),y 15,8fi 1tt.8$ $.% 7),o1t 1?.0fi |t.r% lo.|fr

35,995 )),200 )C,)7a 27,415 24,435 21 ,rr10

9,1fi 8,4 ?.1%

?,5% e.* e.)fr ?.s7 ?:fr 6.e% 6.2f, 5.7fr s.fi 4.4 u.6

v
il

!/

Tenant rental.recelpts, nalntenance and oPeratlng expensesr and real botate taxos a.ssumed to be constant du=lng the 10 ycar operatlng perlod.
Excess depreclatlon equals the dlfforence botween accelerated. deprecl&tlon and stralght Hne deproclatlon. Both assune 40 year re$31n1ng useful 1Ife.
Artlflc!aI loss lncludes pre-oPeratlon costs durlng consttuctlon pcrlod and "eycess depreclstlon' not used by lnvestor-taxpaycr agalnst h!.s otlrer-ne+- related lncono".
Deferred lpss Account le the accunular"lon of artlflclai Losses tfiat nay be dravn upron to shclter "ne." reiaterl lncono', ln flrture yeais if 1t arlses.

I

il
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Constrrrctlon
Year

oo
'r. 5

Cash Elox anil Tax Seneftts For Sectlon 235 koJect
Thero Invostors Do liot Havo 0ther "Net Rolated Incono"

Opera'-1n6 Teara
56

o

o 9

$169,200 $169,200

o

?

256,1t60

9),coo

lrC,000

G 6,510)
18,Eec

- 6,5ia
- ),255

1B,83C

i5,?55

15.fr

?.(-fi

o

10

$169,200
B? ,cri)4f,fr
ol nnn

9,bcc

1 2 ,0C0

zfi,?:c

40 cc0
(- .r

o
\

2 ) 4 i
I

I

I
i
I

I

I
t
t
I

i
i

I

I
I

i
t
I
I
I
i
I
I

i

,
!

a
A. Caslr Elox

Recelpts t I
Tenant Pecelpt6J
Interest Reductlon

Totll Revenue
ery^rn+!

t^r!

$16g.zoo $169,200 $169,200 $t69;zoo $169,zoo $169,200 $169,2oo
8?,260

a5T,-i{o'
B7,6jo 87,fi0 A?,090 67,ur0 8?,f10 B?,j2c

-56'tr,r afi1T zfi;@ -n6;Go artffi Bffi 8?,,,99 87,120
a3T3m Afi@

Or tlays r

l{IO plus Real EstEte
Debt Servlce & l|IP 21
Replacement Reserve
Federal Incone Taxeg

Cash Return

91,0c0
742,200

9 -6Cn

93,ooc
742.t30

o (nn

93 , Coc
1tr2,rg0 _

256,690

9l , c00

g),0c0
,ui,0110

9,6oc

256,6t+0

91,0c0
1 12, 590

)1 ,050
40 ,000

- 8,950
28.6tfi

- 8,950
- 4 

'tt?528,6\0
276,800

9l,000
141,980

y,5ac

2#,58c

9l,000

9l ,000
741,920

2#,520

9l ,000

27.,420
263,u0

91,0c0
1i+1.860

? , oucr

91, c00
74i,,790

Y'ouu

9l, c00
147,720

9,600

12,000 12,000 12,000 12,000 12,000 12,000 12,000 12,0c0 12,000

E. TBx tseneflts
TotaI Pevenue

Deducttble ixp,enses t I
H(a plus llcal Estate TaxesY
lnterest Expense & HIP

Taxable Incone Before Deproclatlon
' Stral6ht Llne Depreclatlon

Taxable Inconc After S.L. Depr.
. Excess Depreclatlon lr/

Tazable Ineomc (or L6ss)
Fcde:el Tsx (505 bracket)
A:''-!flelal I'oss ful
Deferred Loss ecdount fl

C. Cash Flox plus Tax Beneflts

91,000. lyt,?10
$(-80,000) 29,o7o

40 ,000
(-lo,9lo)

256,800 256,?p

9l,000
11r.c50
29.0J0
!0,000

(-10, l2o)

(
(

fi,oco
-10,)20
- 5,1(to
I,ooo

1 56 ,000

1?,f60

2r5,)to

oa nnn

256,)20

'a) 'f,'co c
r)),)5e
)0.):to
40,000

1i0,9)0_V;Cfi
ll0,0c0

G z,tao
27,920

(- ?,)to
(- 3,@o

111 ,?70
)1 ,e10
40 ,000

(- 8,190)
25,1'?o

(- 8,r90)
(- t+,0)5)

25,1?0
247,920

16,095

122 ,2?J '.^23 ,9i',1 i?7 ,'.:'1--1rTfi -Tf'r --ir;a 5

ol

J??

0ra

5r.i)

5c0

^:^

ll0 ,000
(-1o,9lo)
G s,t'ss)

40 ,000
120 ,000

80,000
80 ,000

- 9,66a
)?,160

- 9,660
- !,Bl0

)2,160
r88, 1 60

16,8)o

(

)()(
- lr,

l1

311 ,

(Si')

!,J

5Ec

r+0

Gs
t5(-s

(-2
15

,0c0 4c,ccc
,i3o) (- 4,j80)
, Er0 7),120

??0
AU
i60

0
1

c

(-
(- -9J

-L
17,t+65 16,u?5

t?,5% 1?.4 
'6.W 

16,5% t6.11( 15,?%

15,690 14,?90 74,290 1),?50

i[.W 14.% r).EF
D. Percent Cash IIIov plus

Tax Beneflt to Cash Egu!.ty

E. Percent Cash Flou plus
Tax Beneflt to Total Equlty 8.?fi 8.61i 8.t$ B.* 8.01 ?.1 fi 7.1fr 6.%

!/
!
2/
g
t/

Tenant rental recelpts, rnalntenance and operatlng €xp€nses, and real esta.tc taxes assuned, to be constant durlng t-lre 10 year oparatlng perlod.
Debt Servlce paynent (lncIudlng nortgage lnsu:ance prernlun) pald by HUD to the oortg"f"" on behalf of the nortga6or.
Decreaslng anounts refl,ect snaller nortga6e lnsurence prenlurns (ltfp) as the ou+.stand.ln6 loan balance decl'rnes.

Hcess dep:eclatlon equals the dlffelence between acceleratcd depreclatlon anC stralght llne doprcclatlon. tsoth e-ssune lr0 yuo" r".^inlng uoef\rl 11fc
Art,lflcl&l loss lncludes pre-operatlon costs dur1n6 constructlon perlod and "excess depreclatlon" not used by lnvestor-tanpayar a6alnst hls otler
'nat relEtetl lncone'.

/'Oeferrea Ioss Account ls tlre accunulatlon of artlflclal losses that rnatrr be itrarm upon to ehelter "net related lncome" ln future years tf 1t clseg.
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A. Cash EIos t I
t{et Rental Rccelpto Y
Outlays r

l1&0 plus FeaI Estate
Debt Servlcs
Feplacenent Reserve
Federal fncone Taxes

Cash Return

Constnrctlon
Year

-lEFoo-

305,?00

91,000

$ (-80,ooo)
11 3, 280

69,!+20
40 ,000

-zi\75
40.000

:::
10,580
90,5Bo

42 ,00c

14.w

o3 
'ooo

161 ,100
9 ,600

o
16

3 ,00o -
1 ,100
9 ,600

)

--EZlm -TZFoo-

operatlng Years
45

9_1,3?0
161 ,100

9,600

---:::-42 ,000

t t o o

Table 6

Cash Elor and Tax Beneflts Por Conventlonally Elnanced hoJeet
lllrere Inveetors Do l{ot Havc Other "No+, Related Incone"

o a o

1"""J/ g j1,000
161 ,100

9 ,500

---::-t+2.000

9 3.000
161 ,100

o l.AA
161 , ioo

9 '610itr,l3i
21 ,o'/ 5

tn

c 1 n,-n

121 ,izt)

!;0 ,a]1
5r , i\)
10 , rr00
41 , ieo
20 

'590

2 o 7 I 9

$105,?oo $305,?oo $lo5,zoo $305,?oo $)c5,?oo $lois,loo $:y l.zoo g:o.5,zoo $305,?oo $N5,?ac

93 .000
161 ,100

9,5c0
)a (a^

--:-!:21 ,'ri0

j)5,?ao

000
100

!:'

.000

.1C0
91

15i
?

93,000 9)
161,100 151

9,600 9
i

-Z,oAd -12306 -2;0m
E. Tax Beneflts t r

Tenant i,cntal Fecelptsy
Deducttble Expensesr t I

fSO phs Real Estate Taxess
' Inter!'st !:xpense

Taxable Incone Bcfore Depreclatlon
. St:-atSl)t Llne Depreclatlon

Taxable Incone After S.L. Depr.
Excess Dcprec La|Lon lil
Taxable Iicone (or Liss)
Fedcral tax (lofr brackot)
Artlflclal lass )/
DeIelr.'d Loss Account

C. Cash EIo{ plu6 Tax Beneflte

D. Percent Caslr EIow plus
Tax Beneflt to Cash Equlty

E. Percen+. Cash EIox plus
Tax 3L'neflt to Total Equlty

305,700

o" nnn

1!1,600

-T7640 ,000
11,100
36 , ooo

4 ,900
95.''30

N5,7oo

9 1.000

')05,?00

9l ,0c0

28,dt}
6,z9o

3o5 '?oo

9 l ,0oo
J)5:-fl9.

?'/ ,t )0
40 ,010
)7,1)0
25.t?0
12,010

)o5 '?00

93 ,000

-iLl.l t9
?9,5?a
b0,000
)e,520
21 ,9ZO
1?,600

(-tz,ooo)
58,810

305,700

9l,000

4c , c30-rDlr6

4,260

(-4,?60)
25,550

T5'?oo

9l, c00
1)9,?70
?2,9)c
li0 ,000

-;,N)?,|trl
?70

13?,?70

-ffi
r+0 ,0C0
):r ,c) Jo

,l0,560 1?? ,610

-il;a -T-5-F-Io

)05 '?ao

gl ,00c
izq,5io_-:-.-:

+3,000 43,C03
-Tr,olo -IA;ET15,&o 11.1?o

29,170 )5,0)0
14,)25

(-z,t,tio) (- 6,t8o)
5,)ur

80,000
80 ,000

G ??o)
94,?10

(-6
8B

(-1 2,010)
?6,4'10

,290 )
,420 P

(,1
42.OOO 42,OOO 42,OCO 42,000 42,OOO 42,000 42,0C0 2?,575'.21,r;10

it+.utr 14.w tu.o% 14,v/ 14.ctr, i4.ri/, i!'.fi i,Zi ?.!*

?.gtr ?,y1 ?,9( ?,y" ?.yfr ?.vE ?.% ?.% 5.4 4.07

v
?/
2/

!/

Tenant rental reeelpts, r,alntenanco and operatlng expenses, and real estate ^"axes assuned. tdbs constant durlng the i0 year operatlng perlod,

hcess depreclatlon equals the dlfference betveen accelerated depreclatlon antl s',ralght ilns depreclatlon. Both assrne 40 yee.r lenalnlnt useful Iife.
ArtlflcLal loss lncludes pre-operatlon costs durlng construc+-ton perlo,tl and 'excess depreclatlon" not used by lnvestor-tatp"y". "g.in"t hls otJrer
-net related lncone".

Deferred Ipss Aecount Is tle accurnulatlon of artlflclaf losses that nay be drawn upon to shelter "nat related lncorne" ln future years lf 1t ar1s6s.
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Deterrnination of Qaln
1. UnadJusted Basis

Appraised Value

Less: Builders & Sponsors Profit and Ris

Costs Expensed

Unadjusted Basis

Depreciatton Basts (structurs)
Non-Depreciation Basis (tand)

2. Ariditional Depreciation
Depreciation Taken

Depreciatton

Additional (r'Excessf') Deprectatton

3. Adjusted Basis
' Unadjusted Basis

Less Depreciation Taken 3/
Plus Deferred Loss Account

Adjusted Basis

4. GaLn

Sales Priee
Less Adjusted Basts i

Taxable Gain

)

a o
'Tabl

Net Proceeds From the Sales o. "he Apartment Buildtngs
Assuming lO-Iear Holding Perlod and Sales Price
. Eoual to OriEinal Annraised Value

oooooOo o

Existine Tax Provj-sions*
Proposed Tax Changes

ItIo Related fneone
Seetj-on 26 Conventional Section 2?6 Conve.nt-ional

'rl
ld,

$ 2,ooo,ooo

100,000

8g0oo
1,820,000

1,5CC , ooo

220,000

6t+2,c80

4c0.000

r,820,000

642,080

2,000,000
1 1nq o)n*JJ-W.

822,A80

$ z,L33,aoo

233,O00

80.000

1,820,000

L,5oo , ooo

220,000

642,o8o
lioo. ooo

1,82o, ooc

642,o9o.

2,L33,000

L.L?7.e20-

955,080

$ 2,ooo,coo

100,000

_ 80.000

1,82o, ooo

1,50c, ooo

220,000

642,C8,0

l+oo. ooo

l, B2o, ooo

54z, o8o

i22.O80

2,000 ,000

1. 500.0.90

5C0, C00

$ z, r3j , ooo

2j),aoj
80,000

1,82C, ooo

1,60C, CCO

224,000

642.,ala

&00.00c

242,080

1 Qrn n^.
J-r'JCJrV\r',J

542,oEc

2, 13J,0C0

T,1J7 .q20-

o<< 
^,qn/ J ) , v rv

v(:
080242080Z+Z080242

L,L??,920 I, L7?,9?O I,500, c00 1 lJ1 A)AL, L( t 1)av



oaa t o

Determin,ation o-f Tax Liabtlitv 
l

$Total Taxable Gatn

1. Tax at Regular Tax Rate - Gatn subJect to
recapture at regui-ar ineomo tax rate
Reeapture Basis

Recapture Tax (50/" ineome ta:< bracket)
?. Tax at Capital Gains Rate-

Total Gain

Less Recapture Gain

Ssin Subject to Capital Gains

Capital Gains Deduction (50 percent)

Capital Gains tax (50 percent ineome tax bracket)

3. Federal Taxes

Recapture

Capital Gai-ns

Subtotal

Amount Subject to Minimum Taxable Income

. Amount Subject to Mininums Tax (tax Preforence ltem)
Itet Proeeeds From Sal.e

Sa1es Price
Less Outstanding Mortgage

Less Federal Taxes

Net Cash Proceeds

o TrbJr, ? (cont.) o
;:O-*oooqud TnrS''n

No Related.stins Tax Provisions*
cta eo'-
1

rcn 216 Conventional Seetjon ff5 $- .,.-io::al.

82?,080$g55,OBO$5OO,OOO$g55,CeC

!.1

o

Iaa AALJTL/Jrvv t

aA Rzz
J t I v)-

]

822,080

822,080

41t, o4o

205,52C

205.520

205,520

4ri, ollc

rr/A

2,000 , o0o

1",68L,30j

205.\.20

LL3,L77

L%,66\51

96,832

955.080

'Lgi.664

?6L,4T6

3BO,?OB

L90,354

96,832
190.354

28?,L86

3Bo,703
rr/,t

-Lt

500, ccc

500,0c0
250,000

L?5,000

125 . C00

L25,AC)

250,000
u/n

2,000 ,000

L,58L,303
L25.000

g-55. c80

lo3 66..l.

?5L,bl6
^On -na)LtU 1 l wrrL

L90,354

96,E-"2
'l 9c.e<lr

287,L35

380,7CS

N:/'^'

2,L33,0C0
- ^^^ 

6^/I </ 1 r,/-\t )t-), v'Je

^6^ - 
^/la/. Lco

<u1 0F.q
)*L, Jvv

2,L33,000

L,323,826
28? -lL86

52]l,9B8 Lg3,697

\
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t ALso under Treasuzy tax proposal- wher^e investors ha're rrhet related income.rt

Footnotes:

1/ Because ttincome was not 
"oalized 

by th6 butldor s.nd sponso! at the tlne of ionstruction fo! thei!
profit and risk, tho non-cesh equity cannot bo ihcluCed in tho unadjusted basis for tho detofirilration
of capital gaih.

3/ Consider6d expenses even lf added to tho defsrr€d loss account. To the extdnt there ls a balance
ln the doferred loss accouht at tlue of pro!€rty disposition, the adjustsd basis wiil be.increased.

j/ Deferred loss'account i6 added to the adjusted besls of the property unless l.t uould crEate o?
increaso a calital loss on the 6a1e.

!/ Sectton 1250 (a)(r)(c) (1r): lOOf - (12o-2o) = Ofi; 1.e,, all sain on Section 2J6 propelty ls
subject to capital galhs troatnent afte! 10 yea"s.

5/ section 1250(a)(1)(c)(iii): locl - (rzo-roo) = 8of tines er.cess depreciaticn of $242,080.

ooo o

{
o<:

\
i
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Stream of lgeome (Cash Flow plus Tax Shelter)
Construction Period

Operating Years - 1

2

3
.4

5

6

7

8

9

,10
SaIe of Propertt'/

Sur:r

Ayeiaee RaJ,g of Return

1. Operating Cash Flovr

2. PIus Tax Shslter

3. PIus Net Proceeds from Sale

4. Total Cash Return from Property

5. Cash Equity Foregone \

5. Net Cash Return

?. I{on-Cash pquity Foregone
I

8. Net Return

Seetion 235 Con-voqtional Section- 2i6 Conventicnal

oo qao
'TaI.n

Ana'Lvsis of I.

a

, of Return

Ex:-stinE Tax Pro'risions

o a

Treasury Tax Proposal
iio P.e1ated. fnce:-.e

Oo \

$ +O,OOO

3V,455

-"5,1-6C

32,9L0

30,795
28,655

26,650

24,695

22,710

20,850

tB,g50

LL?.L77

43?,or?

$ 4o,ooo

47,290

At,U50

41-,61_5

38,855

35,995

33,200

30,370
27,4L5

2l+,liE5

2L,4L0
(21*.a88

^nry 
aD,7wl ,wl,,/

$ , L?,t+65

1?, r50

L6,830
't5,475

L6,og5

L5,690

L5,255

L4,790

14,29C

L3,750
't oi (o,
-*-E/.J-
?<'] lr6t
)/ Lr- /t (

$ I'2, occ

tt?,cOO

42, OOO

42,CCO

b2,A00
li.?,0C0

ll2,000

42, OCC

2?,675

2L,4TO

<21 eP8

anF, nry1
>u t ,w ( )

:l_20,000

1g8,B4o

LAJJT
43z,oL?

- 100.00-Q

332,0L?

- 100..900

$ z3z,ot7

337,y5
42,?4o

52r, qB8

947,073

- T0.goo
6oT,o?)

- 2??.000

$ l?4,023

120,000

37,E00
T9i Ao.)4-LZZ-L

35L,497

- 100.000.

25L,4g?

- l-a!,-coq

385,A85

<21 0,38

907,073

- 300.ccc

6oZ,a?j

- 233.00C

Ll Sales priee less Fedoral taxes and cutstandtng mortgage loan.

$ L1L,47T $ 3?tr,o?_z
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Teble B (Cc \

Existtne Tax Provisions

a o

Treasury Tax . .-osal
lio Related fncone

o
a

Segtion 235 Convontional Secgion 2j6 Conver'tiorel.

9.
10.

rl.

AvgJaee Cash Return (1tne 6.,+ 11 years)
A'"'gr.aso Roturn (line 8 {- 11 years)
Ave:^aro Cash Return on C-aSh Equity

(line 9 .*- Iino 5)

t?. .A.veraqe Retrrrn on Total Eouitv (line 10 by

the sum of line J plus line 7)

Discounted Rate of Return

0n Cash Equity
0n Total Equity

$ 3o,tg3
21,092

$ 55,rea

34,007

$ zz,B5j

L3,772

?2,9''/"

5.*

$ 55,ieg
34,007

18.4fi

6.4fi

L4 Jfr
5.tfi

30.?.fi 78.4fi

!0.5% 6.4fi

:.4.5fi

73.9fi

15

6

L6.9fi

6.8fi

6fi

fr

P

I
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Tabl.e 9

Estirnated hcrease in Rents.
Required to Achi eve Prev-ious Rate of l.eturn

]

1.
2.

t/
f

To Achieve
Existi:rg
Sec. 236
Return

30,2%
$33,2O2

?5',L49
8,053
5.37

ul.20
t?6.5?

e5%
rB5. 86

180.21

Average Rate of Return on Cash F4uity (Target Rate)
Average Cash Return }Ieeo.ed
Actual Average Cash Returzr

t/
1/t:

5.
Annual Shortfall in Average Cash Return
Shortfall Per Unit Per lvionth

6. Present Per Unit Market Rent
1. Bequired Per Unit l,farketr Rent
o
B. Assumed Occupancy Rate
9. Required Per Unit Gross Rent

tO. Present Per Unit Gross Iient
lA. --crease j:r Gross Rent Required
O o Achieve Target Rate of Return ' 5.65

Average annual cash return over a ten year period, in:luding cash return from
operations, net proceed:,- from sale and value of ta>c benefits arising from
applying tax losses during project operations.

7.

a

a

o

a
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Appendix C.

Tax Reform and Tax Credits

ABSTRACT: This paper evaluates_

proposals to substitute various kinds of

tax credits for the existing tax incentives.

It highlights some of the advantages and

disadvantages of this kind of reform.

Discussion Draft No. 2 Date 6/22/73

Team No. IV
Team Leader:
Robert Por^re11 Sangster
Prepared by:
Craig Stapleton
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TAX ]lIiFOItM AI,ID T.rrX CREDIT'S

by Craig SLapleton

TntrcCuction

VirtualJ-y every policym.aker: j-nterested in housi.nq and

econoiiii.c cletre-l-oor:nent ov€lr the p;rsl- deca<-1c has env-is-ioned a

role for t]-re furerican corpora'bion. I{hil-e Lhere has hcen

wide agreernent l-hat co::corations' ef fort-s r.vouJ-d be -instru-

rnental in ::erzitalizing pcvertl, areas, tlre ra.tional-e and

desi.gn for t.hat involvernent has changed over time as hoth

policynrake:cs an,C the corporations thernselvc,s have reviei,.red

the profrt potential and risks r ds h'eII as the demands on
\

corpo::a.tions' energies and shil1s; inhe::cnL in housing ancl

economic developraent'aro!]rar.ls

In the mid-1960's, the argurrenl- for business invol.rement

in the cities, was that the cities t.rere cr-i-ticai to l-he lcng

run prosperity of business. Theref ore r bt:.s.j-n.== shculd be

wi1,1ing in the short run to put aside i'"s profit malling ob;ec*

tive in crder to serve the lonqer term objective of main-

taining a st.able soc-tety. This v;as realllz an ext.ensi.on of

the histori.cal clivisi-on within t.he coroo::ate enterprise of

profit and charity. It meant sirnply tharc tire terr,r. cliaritl'

had to be extended t--o include a ]:roader ranEe of zrcti vi ties.

In the l-atte 1960rs t-he ernphasis' of encouraging corporate

involvernent moved to'.,ra::d the p::o.[i,t sicle. The Johnson +-r.cinrn-'

is t-rii+;.ir>n iri Lltr.r Jrr.aI.)i\()y.,,rar- f ici.c.l \va.s con.i.n(t t-r: tl-rc cr..):-rcl-usi olt

that to gct busine.ss to help t-raiu r^;o::]reri:s., there ha<l to ite

o

o

o

o

o
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prof it in it for business. During tire saroe period, Scn;rt-c;r

Robert Kennecly v,,as attelnpting to sL::ttcLu::e legi-slatior-r r,vhicl-r

vroulcl make'it aLtractivc t'.o corpora-t-ions to participate in
housing ancl econorn.i.c cleve lopr,.erit .i.n poverty al:eas. The bclj-ef

was that corpo::a-tions \.ier:e a critical vehicle in atta-cki ng any

problem -- econonij-c or social-* and to enlist t--heir active pa.rti-

cipat-ion the profit rnotjve had to be built upon. It rvas not

conteniplated that business vzoulcl replarce Eovernl^'lent, a-1-Lhou.gh

tire advantage of not creating a nev/ bu-reauc::acyrwas argued,

but rather that there shcr-rld be a.parL,ne::shjr> betvreen gcvern-

rnenL and the priva.Lc sectoi: Lo attacl< the problems of housing

and economic d.evelopnent. T'he use of the tax system rr,as a

critical component in each of these pr.ogrammatic approa.cires.

Ultimately, two ke1, prograrns for corporate invol-vement evolved

for corporate activj-t.ies the lrlational Coi:poration for Housing

Partnerships, which was devised to take advantage of the existinq

tax lavrs, and Breakthrough. This paper wil-l focus on existing

and proposed tax incentives, and their respective irnpacts on

individual and corporate involvenent .in federal pr:ogrrarns f.or

economic development and housj.ng.

o
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o

o



o

o

o

o

o

-3*

o

o

o

o

Econo;ni c Deve Ior:l.en*c

fn economic dcve.loprn.ent, no roJ.c has ev€)r: been strucLured-

for corpo.rat.i-ons. Senators l+.obcrL Iiennecly a.nrl Jarnes Pearson

sponsorecl a bill S-20Bil itr lg57J'/, tvhich tr,ras clesigned to

create jobs in poverty elreas by p::ov-i-ding .investment creclits

to cor,cora,-uions locarting j-ndustri a7-l-zeci plant-.s anC other service

buiid.inEs in the poverty ar:eas. The only businesses r,rhich

qualified agrced to ]rire at leas{- 20 v,rorke::s of r^rhorn at least

2/3 itere to be low-incorne ::esicients of the ::elevaut porrerty

area or lorv-j-ncom.e unemplolred perscirs. S. }AAB\dicl not cro-

vide an-y' speci;r1 ncchanisn for f inancinE the-se businesses r a,s

it t,'as felt that corpoi:ate financing r,/as ava-i1abIe without

federal inducenrehts. The incentives vrere to apply only to

new facilities, not the relocation of old, facilit.i-es. The

qualifying areas r.rere restricted initialIl, to 193 urban oovert-y

areas -tdentified b1' OEO (vrith an excc,otion ror Indian reserva-

t.ions and as amended to include ruraL poverty areas). The

bill wou1cl apply only to manufacturers, proclucers, and dis-

tribul*ors, not retail-ers

The i.ncentives were to be as f ol1or.ts:

SenaLor Pear:son j-nt::c;c',uced "r bif 1. (S. I47:r) on April 5, 1973
to allorv a clouble invcstmcnt-" crerlit for ccrtai-n propert),
placc:cl in service in rural areas rvirich r.,ilI assist in pro-
vicling ne\r cirr)Ioyment oppcrt.unitics. The re are no restric*
tj.ons on the nun:bel: of job opirort-unitics. The only restrj-c-
tion is that the orone::ty bo usod .tn Lhe manufacLurin.g,
processin-q, assei.lblin; .,r,l.istr:ibut-ron of pcrsonal pfooert.v

o

o
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(t )

(2)

10 ? cr ed.rt on rr^iach:.nei\/ anC eqr-ii jrnent , in licu of
l-he norr..al ro.a.>;,inunt J eo

lea credit on expencli-tur-es for const--rucL-in1 an indr-rs;'-
trial faci i.it-y or Fo:: lcasing srlaee for a qr-r;rlrfyi.nq
business.
a crecii.t- carr:1,'back ol= three t-axai).l-er vears, and a cal:r:y-
over of l- 0 tax;:ble years
a useful l-iie for curposes o:f cir:p:reciatj-on oi 66 2./3e5
of the tro::m.a1 usefr:1 Iife npol-icab1-e to rea.l- and
perscn a1 y:rol:c::t\,.
a net caerat-ing loss cairirarig; oi 10 !,ears.
a s:eciai cleducti.on of an adciiLi-on;rl- 252 of the
saLaries paid to aII worl:ers hirc,l io mcet the
reguirernent of S, 2088"

(3)

(4)

:)

6

(

(

o

o

This progral tlra.s nevel: in,ple'm.tted. i'io::ecver, l"'iiat proqrairr.s

exist j=or econonic develoi:nient have not rel-iec orr tho tax
\

struct.ures. Wl-rile the Ilconci:ric Developnien'L -ACn:inistration

has created soinc or t.he underpinninqs fo:: econor'.r.ic g'.rorvth in

poverty areas, i.t has not for the nosL i:.arL, scuqht Lhe pa.rti--

cipation of ccrl)orations of the type Ker:ned5, envj-s...ged. The

I,linority Enterprise Siil.rl-I Business Inrresirnent Corporation

(i"lESBIC) has attracted srn-al-1 arnounts of coi:po::ate capital, but

hras not sought to involve the co-rporation in the economi c Cev-elop-

rnent activi.ties of I.{ESBrCs. I'iit}rout any incentives to partici-

pate in econo:nic Cevelcpment, corporaticns never rre r1t thrcugli

the airalys-ts o.= what r,e'Lurir they i'roulcl expect in order to tarke

the risks jnhe::ent in nlost ecc;ncmic detclopn.cnt activ-itres.

Corporat-ionA nbither exarnined tlrei.r organi.zational str:ucture to

decicle if tbis acti--rit-y ::equirerl realrranger,iant, nor c1irl thev

anall'zc t-hc i:: ;'.,:ne;.lttciit: slii Ll.; Lo scrl .Lf ti:c',, '..-:: ii'r s;uf 5i.r:.i.ci..-
\

for cccno:r'.-i-c c]e ..;eJ-onrn:nt actir"r-1 Lies

o
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I{ous inu The l(ctrncdi''-SmaLhers; Proposal (S-2100)

Senator I{o}:ert Kennedlr toge ther vrith scnator George

Snrather:s intrc.clucecl in 1967 a bilI (S-2f00) explicitly t,o

encourage corporations to develo.r'r low :,-ricoinr: hou:.ing jn ur]:an

povertv area.so (amendcd to inclrrcie rnral area-s). The bil-I

offerec'l corporations an investment tax creCjt for g:-ralifyinq

housing bn a s-liding scale dependinE on Lhe'amount of equitl,

the corporation invested, but not less than 20e" of pr:oject

cost-. Subsequent holt1ers \^rere also elrgible for .investrnenL

\credits.

InvesLment cred-rt

lst hol.der SubsequenL holder

o

20
25
30
35
40
45
50
55
60
65
70
75
BO

8s
90
95
10.0

to
to

to
to
to
to
to
to
to
to
+-.
L\J

to
to
or

3.0
5.0
6.5
8.0
9.5

]1. 0
12.0
13.0
14. 0
15. 0
16.0

19.0
20 .0

2.0
3"0
4.0
5.C
7.5

r0. 0
12"0
13,0
14. 0
15. 0
16. 0
17. 0
18. 0
19. 0
20. 0
2L.0
22.0

to

to

17. 0
18. 0

21. 0
22.0

a
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Tl'rc lar:ger: tlre corpc::atc equi.ti, i.nvr:strn:trL, the 1a:rger the

tax credit" The oblective of thj-s sca.l c r.v'as to enccurage

hi.;rher ecuitv investrnent in o::der l-o p;:eserve the mortgagc

pocl anrl thus brtilcl rn.)] e un j ts. Tl-re t;r>c crcclit iv,:r.s based orr

pr:o--tect ::epl;1qsr,isn1 cost, rather than the e<;r-ritv investrrenr:

itself . The tax creciit couid he carried ilcrr,+ard as mucli as

7 1zcars,. or car::iec'l baclc as f ar: as

enccul:age 1ar:g.e corpor:at.ions itith

to invest in housinq inuch as they

eqr-rip::lent.

f n add,it,i on , Cei:rec.iabl e

percentage of the lives i:hat

The brll hoped to

cash resel:\./es

3 years.

subs'cantiai

\r,oulC i.r'l ot-her clant and

1j.ves; r+oulr.i ):e reiluced to a

oLher:t.iise rvculcl h;rve been al Ioi.;-

o

able, i. e. , a

The percent;r.ge

O'vlinerS equitv'

Eqr:i-t_v f nvestm.en-- ea

fa'ster ',vrite-of f than convetrLional real estate.

woulcl rzary inr,,ersely r,rith the perccnt-age of the

in the project"

Percentages of Useful Life Based On
Equ.ity Inrrestrnent

Less than 1.0?
10? or more buL
202 or ftol:e i:ut
2i>ea or Inore but
30t or rnore brit
35? or raorc ttluL
l+O?a or lr.ore buL
45t or mc]:e i:ut
5 0 ed o11 rlrrort: hti t-

5513 o'r ncre ]:ir'c
60t cr m.orc i:uL
65t or nlore irul-
70t or norc but:
7 5:l: or rnoi-e l-rtt t
I0 ,i or Inoirr:r iru t-

I5 ? o,'r inori] i: ut

l-es s
les s
l-es s
Ies s
Ies s
l.es s
l-ess
lcss
Ies s
Ies s
lc:;s
-lcs s
less
l.css
les s;

than
than
'th.rn
than
t-hern
l-ire.n
tlia.n
t-han
than
*i-,,,r

tlran
tlt,-. n
Lhan
t.han
tlran

20e;
z)z
30?o
35?
40t
A C: it.:JO

50%
55r
OrJ,5

6stl
70r
752
BO?;
o=a
!, -i -.1

90r

!-irst HolcLer

None
None
40r:
q6r
32ea
2BZ
') ( c,-
LJTJ

')') ?.

2Ae-
I9.",;
'l oq
-L0a,

1.7 " I>1"

17t
16 - 5e.i

l6 ,r
'1 a:. tr 

'?.

Srrbseguent
Ilc'lder

152
55sa
402
?oq

388
37r
36?
35ea
?/,lo-
J= J

) -Jo-
J-)3
1 '-) cr

--) a .-
-J J-.r
?4o"

29't
2BZ
zt'3

o



o

o

o

o

o

o

o

*7--

a

o

a

The third p::incipal tax advzrnt.age of thc pi:oposerl rvas

that capital gains tarx vro,,rlC be r^,'a-irzed if the owner solil

the building to a Tettants' Council arftc:: B-l-0 vears ol: if.

the or.,rrlelr sol-d the project and .reinrrested +-hi: prcrceeds i-n

another 1o.,.,r income housing project. Alsor any capital gain

r.,?ould be reduced after a r.rin-iilur-t holcling period ranginE from

7-I0 years. Finaliy, tirere r,,,'as provj-sion that after a j>ui1c1ing

\^ras ful1y depreciated, the o\^/ner could- elect to treat the

building as having been sold to himself at a specified pri-ce.

This woul-d enable the same o',r'rrer to begin a new\clpreciation
- 2/scneo.ul-e. --'

2/ The other tax provisions were of lesser significance:
(1) Permitting d.emol-i-uion costs and site irflL-rover,rents
to be added to the deorecj-able bases (reri:her than being
included in the basi s of fand) .
(2) Granting tax cred-its and accelerated depreciation to
certified purchasers from the orrginal builder:.
(3) Preventing businesses from taking the tax advantages,
then turning the property over ouickly (require-d holding
period ten years except for sale Lo TenanLsr Council) "(4) Revising Subchapter S "to incluce groups of individual-s
and corporations to pool thej-r resoul:ces for the investments
in housing." Su):c1:a.pter S perrni-ts taxpai,srs to obbain the
IimiLe:cl l-iabitity and other privqLe Iegal aclvant.ages of a
corlroratlon rvhile reporting incom,e and loss on indivrdual
tax returns. Oi.rners electing this treaLrnent. rr,ould br: able
to achieve all the legal benefits of the corpc'rrate form vrhrle
enjoying tax beneiits similar to those enjoyed b'y t:ar:tners
in pa-rtnership agreements.
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The Kenneil1.' bill souclht to enlist thi: equity of the large

corporations for the pul:pose of developinq housing in ui:ban

poverty are.r.s. it rv,as a bill cirafted in t-trc periocl of the

ghetto ricts and ver:y l.c-* hous-Ln.=; product-jon. As JoeI Barlorv

of Covington ancl Bur:ling po.intecl out,

The t;rx aspects of. the bjl-ls a:.e c.-r.trernely ccmplex
principal-i1, because so r0.an), diifcrent t-a:.r inceirtives
are o.irered. It should be possi bie to c::ovide the
same overali tax benef i. ts and i.ncentives v;i'th felver
oiffcrent provisions

Kenned.',, hirnself felt 'Lhere was ncthinE sacrcsanct ahcut

the tax- formul-a or the tax benc:f,its of S.2100" hrha'; rvas re*

quired ',rras a F)rograr, 'to .,':j,-n i:]ie corpora-te con'rnitntent. I^7nctr

S. 2100 rvas being discussed in the Ccngr:ess, there l+as a major

disagreeiflent beti.reen thc Treastrry Departncnt and sorn.r of the

ta>: ex.oerts r.'h.o appeared in suppo::t o-F the b.iII over the actual

cr:sts of the progran as conpar:ed to the rent su.oplement .or

22L (cl) (3) F,l,iIR prograrn. The Treasurv ar<;uecl tha.t Lhe procra:it

rvas more expensive on a strici: a.nalysis of clollar outf loivs.

Those vrho supporteC the h,.t11 argued that the S.2l.0O program

coulcl not be cornpared '"vi th dfl-r, existing program bi, virtue of

its 1-ocation, and that capital r^rhich vrent jnto these areas

rvoul.cl nct othe.r,,vj-se be devote.J to housing. Thercfore, in

costing out the proiri:anis, there shor-rlci l:er e.n al}ot,,ance fo::

the rlul ti p1i cr elicct- on an i.n-:e:st.llent- ir-r ircusi-n,-; r:iri.cn otirc::;

vlisc woul-d not have bt-'err rnade" The muJ-ti-p.Ii-cl:: cf fcct in turn

r.ror-rlcl retur-n tax revcnues L-rotit to local. bodics ;rnd thc fed,::::a.1
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The N.rtional Corooration for I{ous i nq }1,:rtnersh:i-ps

In the .strugglc ovel: the out-line of t-he 1968 llousing

and Urban Der,reloprr.enL Act, t}-ic Kenncdy pr:oposals r^lere juxl-;r-

posed to the creation of the Nationa1 Co.rporaLj-on for ilousing

ParLne::ships (NCIrp)V as altcrnative vchic.les Lo' spur corr:c.rrate

intzol-veirrcnt in housing. NCIIP ralas to serve as the conduit for

corporate equity invest-nr.ent in lotnl anC moclerate incorne housing.

Tax losses wor.rld be ]:assed tir::oucTh to corporatj-cns through the

lirnited. partnership the Nat.ional }lousing ParLnership. The

arEurnent vlas that corporations did not. harre exqcutives skilled

in the inveslmenL in hcusing.

Thus, rather than many corporations attempting to form

their own housing cl-i-visions, a single entiti, t'la-s creaLecl: It

point of fact, riany corporatj.ons viewed their investment in NHP

less in terrns of a profit ntaking investment than as a chari-

table contribution" T'his r,/a-s cer-"ain].y the case for the invest-

ments of labor unions who had little or no use fo:: tax shelter.

The NCHP approach focused primarily on one aspect of tl-re

fecleral- n.ultif ami1y housing programs equit-y capital. As such

it provided some impetus for housing'development- by lending a

It r.,ras thought Lhal, the success of I\lCI'lP
creation o't acldi1-ionaI ]ike en L.it-ies as
legis ler t- i-on .

r,rould foster
provideo for

the
in the

o

3/
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deqr:ec . of s La.i:i1i ty ernci -l-iquiiii ty to tl:e r:qlui'i:1, narket. O L-.hr:r

crorlus, hcio'evr:r, ai:. an carl1i st.rgc notecl tire profit ;:otential

in the syndicatior-r cf I'LIA r.rultif a.'r.ri.1r, projects, aucl by 1972

there hTas li veJ iz ccmp:eti Lron f ')r: L:.hese rrr:ol ec.bs , atrC. the equicv

i ntc::est r.;as iricl r-rp accordingfy.

The }ixistrng ,Si,st-.ern and t-he Int:act of Tax La.ws

1;'or the grollps spousoring :feclerally a.ssisteC hc,-tsing,

the current tax larvs harve an ir.n':ortant irnpa,r-ct on'Lhe legal

f rameivorl< for sporlsorship, The tatx laws make it necessarJ

to create a l-.imrtecl partnership j.n orcler to pasp t.h:rough the

tax lcsses generated ciuring const:auctiorr and upon conpleticn

to l-imited. partners in o.rder for the de'.,reloper ar-rti/or builder

to recei ve his corApensat ron. In rare instances , a builcle:r

lvill build for his c\.lr) account. Currentll;, invest::rent in lcw

ancl mcclerate incon.e h.:using i-s ach,,isal:le onJ-y fcr ern individual

\,,'hc can offset tax losses against other i-ncome taxable at a

narginal Federa-l, state and cit',,2 ra.te of 50% or hic;her. Fo::

the mcst part, t.hj-s ef i-.ectively .l inits inrrestn.ent i:o inCividuals

with taxable j.ncor.r.es of $50,000 a year. Taking :'-nto accor:nt

typical pei:sonaI deduct j ons and- exeinptions , this \,.rouId mean a

niniritr:ri,. acl jus te<1. gross income on the orcier of $55, C)00.

The oenera.l- r:art:ler irr this arranoenent holds as snall a

shar:t: .in the ,.,.rorra= alrtcL lcsses of th" ,-,^art-ne::shipr as the IR.So

o

aIl-o-u.:s,,.1,i- th.or-rt. c'i.r- s<:ua. 1 :L flring Llrc p;lrLnt rsh.Ll-> (usu;i-1, l-\, I--5i)
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The limited parLne::s holC the rernaining part-ncrship inter-:sLs

secllre f rom l-iabj J-ity, arnd happ), to be as distant as possible

f rom the oper.rtion of thc projecL.
-r,^/hile tf,e:,:e is no l.j.rni-L on the Iral:.i1ity of L.I're general 

.

pa-rtner, it is ititportant. t-o noLe ti-rart Lhe nrortgaEe is nonrc*

course, ie., the general partne:: -is not responsible for the

mortgage in a dcfault

A second cr j. Lj-ca1 impact of the tax larvs is that the bulk

of the l-osses, and hence the after tax pr--ofits ar:e derrved in

the early years of a project's operation. The benef:-'Es of ownet:-

ship are exhausted by tire 20th yeal:, al.though the r,.rortgages run

for 40 years. The return for the individuai investor is based

al-rnost- entirel.y. on accel-eraL.ed depreciation tvhich creates ta-x

losses for the p::oject owners- (The iavorable rec':apture pro-

visions for ieCeral1y assisted housing \.rere adcled in the Tax

Reform Act of tg69 . ) These losses coul-cl then be used by the

lirnitecl partners to offset taxable income derived from other

solrrces. For Section 236 project-.s the maxirnlrm 6g cash f }orv on

stated equity !./as of mino:: impo::tanie since it was usually eaten

up by operating costs or taxes,r.vhich.either \^re.re under:estimated

at the outseL. or increasecl faster than PI{A r,vou}cl pe::rnit rent

increases.

a
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Since v.jr\z f e''r cLirrent-- pa.r:tneL:shi1>s es babl j-sir sirrkinq

funcls to rneet the'Larx lj-abilitiz clue on 1:r:ojc:ct sal.e or de-

fault, the partnershi-ns rvill prcfer to pa]z enough for the

project to i-inr.p'r alonrJ::trtire:: than pa). even the car:itaI g;a:.ins

rate on the c'lifference betwer:n ttre sale price and. the <lepr-'e-

ciateci ]rasis of the proper:t1r. This is a d j-f ferent situa-t-ion

than the. srtuation po.stulated in the projectj-ons on ret-.urn,

i.e., a sale of the project aL the end of some desi-gnateci

pe::j.od of t.ime. fn a-ny event, residuaLs i,til-l- enLer into a

partne::'s calculations cnly j-n the bes't of proj.ects,

r\lternaLrve Incenti-ves The Tarx Creclit

Qllestions abcut the in.pact of current t.ax lelws on the

o-'^lnership structu::e and commi-tntent to loi+ and moderate income

housing for the periocl of the mortgage ha\re lec1 to an examina-

tion of possible alternatives. The following analysis v",iIl-

focus primarily on the incentive side rather tharr on potentiat

penalties uncler the current syst-em (i.e., tougher penalties for

default, motre restrictive recapture provisions, etc.)

Tax creclits have been suggesLed as an alternat.i-ve to acceleraLed

clepreciat.ionr,,vhich creaLes ]osses rvhich in turn can be usecl to

shelter other incomeras a cleaner method of re,,vard.-ing equity

investment. Tax credits have severarl najor advantages for cor-

por-at-.ions over the e:<isting system, The princioatr advarnLage

o

o
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lies in ttre accounti-ng convention of earnings per share as a

neasure of cor:por:ate pe rf ormance. Over the last, f ew years ,

the pr-ice of st-ock has becn calculated. to refl.ect it.s ::elatioa

to earnings per share, a.S opposed to book value in earlier da7s.

The factor which converts earnings per share into stock piica

is called the rnult--iple. The multip1e is orc-iinarily related to

growtl-r in earning per sha::e" i.e,, Lhe more groivth tire higher

the ri,ultrpIe. Because of this conrierrtion of calculating stocii

price, there has been tremend.ous ernphasis b1, mqnagenent ancl stock-

holders atike on ea.rnincJs per share. fi'r. liCU, .*o..'i ence is e.n

exceptions but one can argue that the fin:rncial comrnit-ments on

the part of colrporations rrere sm;ill enough noL to effect earuings

per share

The difficutty with this is that the return from investrnen-,s

in FHA multifamily projects, particularllz Section 236, is largely
:derived f rom tax losses. The tax losses r,vh.ich are used to of f set

other ta-xa.ble inconie have the perveise effect of loi..rering earninEs
:

per sha::e. Consecuently , corporal-e execut-tves generally f ro'u;n

on such an investment. I^Ji-rile some sophisticated analysts are

beg-inning to loolt at cash flow per share *. aciding back in non-

cash expenses such as depreciation earnings per share ccn:

tinues to be the domin:rnt convention. Whr-Le l-ax l-ossc-:s front

invesLlnents in housing clotibt-Ies;s r.tctrId rrot- be oi t-he niagnituilil

to have an aclvcrse ihpact on the earning of General- Motors, it

is a very real consideration in the case of sr'rarller companies,o
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A seccrld di f:ii cult..z '..:itlr Lax loss;es qenerat ed under the

cr-r::rent syst-en is that f in.rnci al intcr:ncc.[-ia::ies.; such as com-.

mercial Jranl:s have s1:ecial tax privileges r,,.,hich .rccluce 1-hei.r

tax rate well Lrelot.: t-he normal 54-56e" leveI of cclm.bined federal-,

and state corporate taxation. Their interest i-n La^x shelLer

investr,:ents is consequently Iess than is that of nonfinanc.ial

corporati ons. A f in;rI obs i:acl-e -i-s tirat f or f inancial accountii:;

Durccses, a corpcration mi-rst reserve j--s tax savinqs a.gainst

futurc tax deficits that rnri l] arise.froin the pr:oject after

approx-i;iateJ-y 20 years of ocerations (in addit-ion to reducS-ng iis

earnings per. sha-re) .

!-oi these ree,son-s tax credits ,,r,6L1]cl he a far r.T.c::e at-t.racr-ive

rrechanisrn tc attract corpcrations into holding ooui ty in feCe:a1iy

assisted housing. The use of cr:edits rvould noL, of ther..,se1ves,

hovrever, chzrnge the incentives for either develoS':ment or plro-

ductioir" The creclit rvculd be calculated to give the co:rorl.r:a-.Le

investor an immediate tax savinos equal to the present value

(using a discount ral-e of |ze" for exanrple to rep::esent an Erccec-

table rate of return) of the excess. of

(a) the potenti.rl future r-*a:( sav-i-rlgs it r,,ouIC realize frci.l

depreciaticn deductions, l-ess

(b) thd: tax Cue on a h.,zpcthetical s;rf e f or 20 yeal:s.

a
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Fo4 a ta:: ci:edjt tncchanis;rn effectjrrcly to ai-tract co.r:porate

invesLment, t-hcre rnust. also be prov-isj.on in the I'ecle::al sLatute

mandating a changc in the financial account.ing rules in regard

'to corporaLe ;.>art-r-c-ii:iition" The Federa,l- statut-e r,.rou1d provide

that for fina.ncial a.cccuntilrLr purpose s:

(a) the tax credJ-t rvoulcl L-re treated as a "pe::manent re-

ductir.-ln" of ta:l i;]-rich increases the corporati.on's reported.

net incoine afLer ta.x in the year of the credit; ani

(b) thc corr:o::atj-on can report the result-s i-tr regar:cl to

its interest unCer t,he cost methocl of accoulrtinq rather

than the equity method of accounl-ing. This, j-n effect,

means that Lhe corr:orali<.:n need 'lrot reduce i ts reuortecl

income by its share of the losses of the pr:oject, to t-.he

extent that sa.j-cl losses arise frorn depreciation ded',-rctions.

tthat could happen b1z usj-ng tax credi.ts to induce corpora.te

investment a.nd ov;nership woulcl be to make the entire process

r.1ore respcnsible. Because of their public identi'eies, corpora-

tions vroulcl hopefulllz feel a responsibility tc supervise the

process i.e" , see t-hat each specialist. cleve.l-opel:, mortgaqe,

arch-itect, Iar.,,yer, bui.ld.e::, an<I manager: perform his job weII.

Tax credits, vrhil-e not the only vehicle r"rhich could acconplish

this responsil:J-e ownershii:, rvr:uld be preferable t-o the cti::.rent

a.ccelerabed deprec.iat-ion mechanism.

o

o

o
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o
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The.us;r,.: of tax cl.edi'Ls ::.rt-her: thern

r,lotrl.d .;.1-sc h:ive an zlnoliorat,i-nr; effcct

i n f eoerallv assis+-ed hous i nc. Undcr.

-i.s no:rt valr.ral-.]-e to Lhcse -indivi duals

bracket. A sim.pI j- f -ied e>laniple ooi nt:;

1)

'Ia>l Ilatel" 252

crccc lera L.ecl, cler:rcc i at ion

ori indi-virlual partici-o;:Li-cn

the cur::etrt svsten, eqr"ritY

ji"t the hirlhest inc,:n'.o

this up.

ri n o_ 7 0e"

Incone
T.if 'L,OS S eS

ACi usted f ncor'.e
'Iaxes DLre

Tax L:-a.]r.i Iit.,, wi'l-hout
l.os ses

Gain fr-orr investrir.en+-
(reductj on in tax

1j abi r.i ty )

L/
I C.A

for

$20,c0c
i0,0cc
10 , oo
2,5C0

5,000
$ 2/500

$60,000
10,000
50,00
25,000

30,0c0
$5,000

$150,C00
IC, OCO

l-4c,ooo
9B,0oc

10s CCi)
7,C00\

o

o

D

)

::a!-e is the ma::qiiral ::ate; th,.is,, taxes a.rc oversta-Lecl
s m.plif icaiLon.

)

Thus, under tlie current. s."'si:em cr l-or'r tax b::acket inr.restct:

cannot ccii,.cete ef fectively wiih a high bra.ckeL investor for the

investncnt, unless he is wiiling to accept a lornler return. Even

if corporaticns r..,'ani:ed to br.:v equity, they cor:l.J not bid ef f ec-

tively a.gainst a 7AZ tax b::acket incliviciual" i'Jhile sone s.cnscrs

al:e prosii3rcus o:roi:.gir Lo na]le iu-I1 Lrse of the t-aX shelter, most

are rroL. Sponsors ar-t:e forcec-l to seII out to inclj.vidual-s i'.']ro i'.'a:rt

passive i ntrestr".elt li,.ritecl 1:artner int-r.:rests. Lo',rer inco:le il:.'l.i-

viduals;, r.,Ih() cou.ld Lrse ta,;< c;ledi t-s e-s crals-ily as i-r-iqh itrcci.".e r::ii-

v-tCr.,..: l.s .inci might- resida o.r: ilc ]:usi-tirl.3s in thc ccp.urrun--i.t-1', Ccti'!llct

af iorr-l i-o l:id f.o: air-r. orrrc)r'- i'1 .,;rrr:l ,i nLc-:::.:r; c . 1rs L--h'-: f o--l-1r::','i :t- r,:::.1*ll'-Le
\

sho',,2s, Lax crc:crl-s ,ll:c o-= c,ilt.1l valuc.;o anyonc r"..rit.lr ta:.:;:i-.,ft-: i:'ICoa'-l-



o

o

o

o

a

o

o

o

o

a

-17 -

1Eo_LJb

$ 2 o-;-0 oo

5,000
5,000

0

$ 5,000

50*
$00-,ooo

I )=6

$fso-,ooc
Ta:< Ratt-.

Incorle
Tax L.i;rbiIit1.' v,'j thout

crec-lit
Crecli t
Taxes Due

Gain f roin investrnenL.

30,000 1c5,000
5 ,000 5,000

25,000 l-00,0c0
$ 5,000 $ 5,0c0

Ti're tax crecllt r"ror-r1<1 also cosL the federal governmeut .less

if it rrere t-argeted to be the equivalen't of the return generatei

by a 40% tax bracket. (rhe average taxes foregonc l:y the Tre;rsurv

uncler tl-re current system are based on an average bracliet of 502+. )

The advantage of the tax creclit for individuals and. corporations

is that it opens up tire competition for ecJuil-\, i\ntc;:ests -- because

anyone ivith tax€:s due ca-rl use ta.x creclits. A furlher advantage

is thab tax credits are srmple, and avert the cornple>lities ef

d.if f erent tynes of d.epreciation, coi[ponent clep::eciab.ion and

In suinnlary, tax credi-"s are a feasibLe alt.ernatj-ve to accei-

erated depreciation, ancl in fact preferable for thc foIlo',ving

reasons:

(1) Tax credits clo not have adverse impact on corporate
earnings per share.
12) Tax ci'eclj-ts would offer th€t same incentive to any

taxl:a1zer regard.less of bracket..
(3) Tax cred.its are sirnple ancl easy to under-stand (and
the corporation and. the individual and the Treasury kno',.2
r.vhat they are gettirrg. )

There could also ]:e a tax c::ed-it ti.ed to effcctive menage-

ment. ancl maintenancc. Aiter deslj-gnated oer-iorlsof t.ime, eve.ry

f if th year f or instance, there cou1d be a tax crccl j.t basecl on

o
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an appraisal of t-he conditjon of the builcliug. It has been

suggestecl that this sarne type of incenl--i-ve fcr gcoC ffiar1.a.{erreilt

and maintcnance pa:i.d out of a mar)agernent escjl:.J'i/ which j.s incl-ucied

in the mcv:tgagez or pa-icl ouL of the uort-gage -'t.nsur:ance p::em-tum.

This approach is separate fro:ri the j-ncent.ives. of or,rnership pro-

vided by a tax credit, but of no less impor..'-.rnce.

Tax credits should no.t, ho-r,,ever, be viet+ed as a panacea.

The issues inv.olved in attract'ing corporaticns into the develop-

ment arrcl production phases ]rave been touched on itr thc c1j-scussion

of NCIIP and the Kennedy proposal-. The assurnpL.ion in bo'L.h vras that,

if you could in'te::est coroorations in the oi1:-aership phase, t-hese

corporatj.ons would ipso facto involve themselves j-tr the develop-

rn.ent and production phases, making the delivery of housing a

unitary process. !{hat has in f act happenecl -is that the process

as -- develon*.n", pro-is fractjonated into three iistinct areas -- develop

duction, and orvnershig ancl major corporations of the type vrhich

formed I{CHP or rvhich Senator Kennedy had in rnind- have not parti-

cipated subitantj-a1Iy. Those corporations vrhich entered the

developrnenL end of t,he bus-tness -. notably tsoise Cascade iound

that the Cevelopraent, business is a l:usiness fo.r entreprerletlrs

with lit.tIe overhead. Those corporations r,vhich i^Jere arttractecl

to the construction sicle of the business thro'-rqh the Breakthrough

program found that it was not easy Lo cornpete on pr-ice with con-

venti.onaI, stick-buiIL :onsL-.ruction.

o



a

- 19--
o

o

o

o

o

o

o

a

I

tr'ji-r-t1e t}e i:rofits fr:om clel'elorli:'.etrt c<rn be sul:st;r.ntj-aI

fot: an:nilj-.ziclu;*l-, tlier,'are red'.tceci. cuickl.v by a tycical

col:porate c;--cration. Then, too, the e-ntreprenelll: maJ<es sure

his; rislc is iiti rliinai rvi-ien he neqoti'r{-'cs lotv c'pl:ions and' makes;

" Ot-l tlre COino " agr. eeine tr LS l.;i th af Chi tect-.S and Iait'1ze:rS . ThUS ,

in the event his projccL does not m.ateri:rl.ize he is nol too

mr.rch ou-' cf pocliet" 7\ corpcration r^r-tth a pubJ-ic j-ilent.ity ha.:;

tror-rble n:tkir:g such dcal-s, ancl ccnsequentl--r' -tts e]:i'-'osure is

usuaIl-y high. I'lost coroorations have qone th::ouch.th-is eina-l...,'sis,

and vie!.7 the cjevelopment bu-siness a-s toc rjsky and are unr*il-linq

to coi:irnit the rranagenent skills flecessar-1r to be in the businass

even if develcpment skills coul-ci he o]:ta.iiied. The orit.lool< for

corporate ,oa::t-tcipation is thus m.ixed even if a tax credit

system provided new incentives for ownership and mana.gentenb"

Subchapter S Corr:oratj-ons

Under current tax lal'r', a Subchapter S Corcoration is l-ess

advantageolrs -uhan a partnership for the follor.;ing l:easons-

(f ) e shar:eholiier in an S Corc,oration may claim a share

of corporate l.osses cr_)lg up to i:]re ;rrnouni: of. his capital contri-

bution ancl his -1oans 'l-o the cor:oorati.or-r. In ef fcct., the mo::'cqage

olt the'project is excl.ucl.ed -irorr the inrrcstor's clep::eciable base.

In a par:Lt'r.ers1'rip, rJ.e':r1:ciable h:ise includcs ca<lii-.a-!- contrtbui-ion

and t.lrc r:rojecL. mo-rtg,age

,
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(2) T'he rental rcceipts r+ou1d disqi.ralify it:s Subchaoter S

status if , in 
.any 

ta>rable year, rents ( together r^r-iLh certain
passive reieipts 1i]<e cl.ividends and -inte.rr:st) amcunted to

over 202 o,[ its Eross incorne. In a lii'.rit.ecl partnership a.gree-

m.ent, there is no su.ch restriction.
(3) A Subchaptei: S corporation mai, ]rave no m-ore than 10

shareholders. A partnershrp has no such r:esbriction.

These corrclitions for Subciraoter S sl-atus could be rencclied

by making the following changes \
(1) The HUD insured loan would be perrnitLed to be incl-udeo

in the inrrestor's tax basis for his shar-es in.the corpora'Lion.

(2) Rental. receipl-s from a gualifj.ed pr:oject vrould. no

longer be included in passive income of the corporatj-on.

(3) A Subcl:a'pter S corporati-on receiving a specifieC per-

centage of its gross receipts from the rentals of a loiv ind

moderate income honi.sng project and having a specified percen-

tage of its assets invested in a project would be permitted. to

harze L1p to 25 shareholders.

These changes rsould el-imirrate the risk faced by the general

partner in the partnership format. The Sr.tbchapt*er S corporaLion

vrould not k-re liable beyond the contributecl capi.tal. The changes

also v,,oulc1 eliminatr: the neccl For the general partner in ar part-

nr:rship to have substantial olhcr asset-s; apart from its pa.r:!.et-

ship int-e::est. Cur:rent1.y, thc lntertral Revenuc Service rcquires

that:o
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*-th..: genera-L -partner of a housirrq partneirsl-rip have
a net r,.,,crt--il (.rp.rrt f:r:o:n its partnlrrsi-r.i p -Liit.erest)
egual to lC% to l-5ea cf the cai;j"taI of t-he Dartner:-
sirip to be recognizcci for: Federarl incoiiie tax pr-rri:oses.
This ".otht)r'assets" re,-,luirement. hzts been a substantial
b;;.i.r:.ier to pt:rsons seei:ing Lo enter the devel-opmcn't
business. i',io-rco\rer, tlre necessi-t-y- of fu:r:ntshini; Lhese
other assets and lerarri-ng them at risk of .the p::oject lie-
qui:res ::ac!';age::s to cirarge hi11he.c fees than m.iqht- ctirer-
vr-i,se be r:eqttJ-red "

These changes lrr the Subchapter S rules are in acco:rci, r:rith

tlre Eene:rai lrurpos{js pf Subchay-,isv S. The 2Aea ij-nr.it.atlcrl ',';as

placed on rental and certai-n other rece'ipts itt the belref that

thel' const-r-t.uted "p.:s.-;ive" inccm.e ancl tlrat a cor:ooration rvhj-ch

receives a subs-"antj-;rl. portion of .iLs ear:ning'n ,t,,o*, renl-s, ilivi*

denCsr oi'i nterest sc:uld no'c be elig-iJ:Icr for: an incentrve clesigned

to encouraqe act--ive br.tsinesses" Tlie passive rj-sk rationaie ciearlli

does not apply to the ownershri: and o;-r6vat-ion of a lovl and rnocierate

incone housing project which is an extremely act-ive- busjness.

o

o

o

o

\'.a a ?\sset Ratios for Fina.ncial- lnte.r:ra.:diar-i-es

Another slrggested rriethod of encourailing corpor:ate involvernent

in feclerally assisLec-i lrousing is :1or -the Fede::al Iteservc Bank to

set special reserve ratios for banks ancl for the Federal lIone

Lca.n Board to ser-- s1:e cial lic-u-ielitl' formulas for sav ings cr,rrc]. Ioans.

This is the stick, rather than Lhe carr:ot app::ce-ch. This argusr.ent

ha.s more rrCrluentllz becn acldressed tc. the conrzetrt,ional foeins ancl

portf olio:;. i\dvoca,.t-es cf thrs a.porclach i;ou1d require a cerrtain

c,:rLrenLaqrl cf tire .,.;jscrl-s of- a f.i-rratrcir, I .instit-r.rtjon ire invcstcd
\

in povertv ar€iarj. Thj.s could, b=. ciont: I:ry 1;ell1;1rj i1.1,.)re gonci'ous

::.rtj-os fc:: a:;sets 1t1-r;3<;1g.1 .in fed.eral-Ly ass-is tecl trousino Lhaii f or
o

^rL^* - ., ^,^, &..
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Therc are several prob)-ems rvith thrs appr.oacir. The fi-rst

-Ls that ncrtgage money has not been the p::ob.l-em in fecler:ally

ass.istecl housing. I;'ederal insurance t-ogethe:: w-i-th the Ta.ndem

Plan has p:,:ov.idecl the requisite mortgaEe fr:nds. 'There is conse-

quently no present need Lo for:ce banks ancl sav-ings and loans into

mort-gage conrnitncnts. Jhis, of course, vioulcl also be trr-re if
direct f ederal f j.nancing !.iere used. Additi onally, incl j.rriCu.al

banks ;rnd savings an.i loans v,,ould proba!:J-1, $s a l-ess ef ficient

ntechanis:n Lhan FIiMA ior holding permanent coinraid.ments on fede::alJ.y

ass'i sted i:cusing because they rrzould not harre the volume,

A further prol-,1er:i is that .iina.ncial. inst.ituLj-ons cherish

thei-r private character, and alread-1' feel they' are overregulated.

The Hunt Commiss.i.on rlealing ,,.iith the sLrricture of Unit.ed Stat,es

financial intermediari es explicitly rejected this approach. The

Cornmission argued tlr.at such forced investr.ent rvould cause dislo-

cations and ir:ef f i ciencies in the capital ntarkets, and f eIt the

objecLives coul-d better be accomplished b1, direct federal action.

Thus, there is ove::...rhe1ming resistance Lo this approach in the

financial institutr-or1s thernselves. fn this environment, it rvoulcl

be ver1, clifficnlt tc set reserve ratios or liquirlity formulas in

such a viay that f-tnancial institutions vrr:uld pa.rLicipate oi their

o,,r/D f ree vri 11, I t should be einnhasized., Lro\.rerrer, 'that f inancial

inst-itutir-rns j n t-I-reir cor:po::ate characL.er conl-c[ henef it. f rorn equit.,'

o.,.;nershjp uncler Lhe advantages of tlre tax credit approactr. In

f act, m;iny banics l.r.rrticiparte in the Drocess ;rl ready as rnortga-qeeso
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anc:l orl'e whici] could be built upon bri usirrq the tax credit

appr.oach. \"Iir j.I..: maniculati.ng' reserve ratios aDoea.rs inf easi-

bIe, the ,:. q)f tax c::eclits together rv-i'th Subchapter S revisions

offe:: the prosr:ect of encouragln-q corpo::;-t'tt-: intrestment in Loi'r

and rnoCerate income housiug.

Despite l-he Kennedlz proposals for boL]: lrousing and econonic

devel.opment, tax c::edils have never been tried" (In the Kenned-;r

bill-s credits i.rould serve a sul?pleriient to d.epreciation, not-

a replaceir.ent for it.) Ccrporations have never been interested

enough in making substan'tiaI investments in fedbrally assj-sted

hous:,ng or job creating j-ndustrlz beca-use of the risk/return

relationshi-p. Itost corporations set "hurd.l-c rartes" for capit-aI

inves'Lment which are pegged at the corporate cost of capital

(equity + debt). Hurd.le rates are ttsuallr,, on the order of l2-75e".

For an investrnent to be attractive, it rnust offer a return hiqher

than the hu::dle rate and high enough to conipensate for &I11r acldi-

tional ri sk over compeling investr:ients. A corporation musL then

analyze what it ir,iIl take in terrns of corporate management skills

and time. To date, few corporations have found the profit potential

exc-tting enough. Tax credits of fer one notential mechanism to

create Lhe int.erest in ovmership. IIopefutIy, thab- j.nl-erest r.lould

filter back in both horrsingi anci economic clevelopmernt to make eacir

a. unitary process r,vhich ..,,'ouId take fuil aclvantage 'of cor:orate:

manzrgcrial skills a.ncl resourccs. \ "

o
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TAX II\TCEI'{TI-VtrS }rOR IIOUSI}\iG

Sl-anIey S. Surrey

This memorandum di.scnsses considerations applicable to a

review of existing income tax incentives relating to housing.

"Housing" covers rental housing with a direct IIUD subsicly, unsub-

-sidized rental housin.g, and owner-occupied homes (largely unsub-

sidized). A11 of these forms of housing presently obtain special
benefits under the income tax, though the benefits differ in their
characterisiics and tax impact.1

r Subsidized Renta1 Housing

A. PresenL Situation. Low-incorne rental housing has been

o

o

a

D

D

d.irectly subsidj-zed by IIUD, though at pr:esent future projec'cs are

L abeyance. Essentially the subsidy pa s to the developer tire
difference between the cost of amortiz;Lng 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 hel-d below an actual cost 1eve1. There

may also be an additional direct rent sqpplement subsidy payrnent.

The HUD subsidy presumably indicates that totally unsubsj-dLzed

rental housing would be priced at a rent structure beyond that
which,many l-ow'and moderate income tenauts could afford. The

amount of the IIUD subsidy is s;ignificant, and essential to the
consLruction of the housing. The existence 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

incenLives for such housing, is why are there any tax 'incentives
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presently provided to such housing. The answer is clear the
amount and characLer of thc direct subsidy and the accompanyj-ng

6% return limitatic'n placed on the owner make j.t impossible for
the direct subsidy Ey itsel-jl to do the job of getting the housing

i:uiIt. Ilence, some additionarl inducement is needercl. This
inducement is found in present income Lax benefits, €.g. r mainly
deduction of construction period interest, and taxes and rapid tax
writeoff of full construction cost (accelerat,ed depreciaLion or
five-year rehabilitation amortization) couplerl with Lhe cost being
almost fully I-everaged. But clearly the tax benefits themselves

are likewise not enough al-one to do the job of getting such low and

moderate income housing built at an appropriate ren.t structure.
Herce the duality of clirect subsidy ancl tax benefiiis is presently

:eded

But this duality of benefits only describes the present,

pattern -- it does not justify it. Since the direct IIUD subsidy
is by far the larger of the two inputs and hence cannot reaIIy
be supplanted by tax benefits, th'e question is whether an enlarged
direct subsidy could supplant the tax benefits. This question
should be asked for several reasons. The tax benefits were €ss€fi-..

tially unplanned and just "grew up." As would be expected of
such an accidental process, they are inefficient and. wasteful.
Essentially, the d.erreloper obtains hi.s needed profit (above the
construction costs covered by the loan and ttre I{UD inptlt by

"seIling" these tax benefits to passive investors. This process

of selling the tax benefits is the so-caI1ed " tax shelter syndi-
cation." The developer must sell the benefits because he has

tnsufficient income, from the housing and other activitj-es, to
Lilize the benefits. But this process requires keeping the value

o

o

o
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of Lhe tax benefits large enough to cover a substantial profit
to the investor-buyers of the t--ax benefits, a substantial profit
to the mer:chandisers -i.n the process (in.vestment advisors, syndica-
tors, lawyers, accountants) and, finally, the requi-red resj.dual
profit for ther develop.r:.2 The process j,s well understood by

those familiar rvith the housing area, 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 j-n the chain.
The investors get their: "commission," the syndicators get their
"commission, " the lawyers and accountants. get their. "commissj-on, "

aII as par:t of the process of ultimately turning the Treasury
)venue loss from the tax benefits into dollars in the developer's

hands.

ClearJ-y, if the developer could obtain his required. profit
directly from HUD, then the wastag'e now occurring through the

Government's also paying (through the tax s)rstem) 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 IIUD through its control over the direct subsidy controls
the basic clecisional factors of location, amount. of housing, "tc.3
Any conceivabl.e advantages of private sector participation are

therefore realIy lacking in view of the essential importance of
the basic IIUD subsidy. HUD should Lherefore complete the task
of directly supplying the needed inducements to the developer.

There is another inherent defect in the present roundabout

Tstem of compensating the developer, and that is the "tax shelter"
aspect of the process. The tax benefits now "so1d" to the inves-

o

o
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rrs through syndication of the IIUD subsidized housing provide
tax cleducticrns far in excess of the rental income from the
housing. Ilence, 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 l:Lke. But this is a garne to be played

only by those in higl-r income tax brackets , 50% or above, year-in,
year-out. Hence, it is a gialne only for the real1y well-to-do in
our society, or large corporations. But the game for them is
clearly worthwhile, for: it can eliminat'e almosL all income tax
liability for these irrdividual-s if properly playud.4 However,

Congress and the public are beginning to understand this "tax
shelter" game and the tax escarDes which it provicles. They are

also commencing to see the essential immoraliLy of the "tax
]reItser" process -- the making of tax'm.i-I1ir:naires under Lhe

:laim of providing housing fo:: low income groups :* and are asking
why a better way cannot be found to meet our housing problems.

As a result, the present method of using tax benefits and the

"tax shelter" pgocess to compensate the developer of subsidized
housing is fast becoming too unstable -- as a tax matt,er -- to

5survLve.
The Treasury has now recognized this weakness in the present

system and has recently made proposals for "h.rrg".6 As respects
rental housing, these proposals (under the limit,ation on Artificial
Aceounting Losses -- LAL) would aIlow the deductions created by
accelerated depreciation on new rental housing in excess of
straigtt-line depreciation, by the five-year amortj^zation in
excess of straight-line depreciation on rehabilitated housing,
and by the deductions (such as interest and real estate taxes)

l-l-oiiued dur.i-ng the construction period, all to be used only

o
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against income frorn resident-ia1 prcperty held for rental or sale.

Essent.iat1y, this proposal rvould elj.minate l-he passive investor
who norv bu1,s in to one or tivo subsidized housing tax shelters,B

7

since he could not use 'bhe " tax l-osses" created by these deductions

the typical hous.iug tax shel-te:: " losrses" -- to off set his non-'

housing income. Since suclr an offset is uncler present lavr {:he

whole point of this tax shelter giame, the gaine would be over. A

wealthy inclivid.ual with a large por'tfol1o of residential real
estate inrresLments mi.ght perhaps find the game worthwhite since
all of his real residential real estate is regarded under the
proposal as a single investment, and deductions on one item of
residenLia-L real estate can be used agai.nst income from another
item. (fhis is a defect of the proposal. This resull- is not

.Iowed for comniercial real estate rrncler the 1:roposal, r,vhere

it is applied essentially building by building.) A1so, the
proposal does not aipply to corporatj.ons. This last aspect is
a defect of Lhe proposal, for it is difficult to understand why

corporations should sti1l 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

stil-I be benefiL'Eed. Moreover, they could benefit only if they
had tax loss hous-ing to parley with tax profit housing" While
gimmicky tax shelter packages might be arranged to promote Lhese

situations, such developments are noL a healthy situation. But

under this proposal, unless banks or other corporations are to
take over all investment in IIUD subsiclized ::ental housing, it
would appear that the ability of present tax benefits to compensate

\e developer is ended. Tl-re present passive investors in such

,using would drop out, the syndications would end, and t-he,dev-

eloper would no longer secure his profit through the sale of the

o
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new method of compensal.j-ng1 the developer of subsidized rental
10housing.*" Since HUD is alr-eady engaged in directly subsidizing

that housing and since the present direct subsidy is considerably

larger than the tax subsidy to ber rcplaced, the sensihle eourse

woulcl be for IruD to directly provide the needed profit through

a subsidy Lo the developer

It should r:ot be difficult for IIIJD to devise a direct sub-

sidy to the developer to replace the residual funds he now obtains
through selling tax benefits via tax shelt,er syndication. In that
syndication process the developer now receives an amount equal to
about 75% of the mortgage. Out of this he must pan about one-

fifth (th::ee percentage po-ints) to those handling the syndication.
re balanee, about 72% of the mortgage (about 1l% of the clevelop-

ment costs) covers any cash outlay he must make and his profit.
Hence, HUD should seek a method to pay thil TZ"/" dLrectly to the 

_ .

developer, and thus short-cub. the present rJila"fout method. For :

examp1e,theBui1derSponsorProfitandRj.sk..A1towa.nce-cou1dbe
- .:-

incFeased say to 22% or so. Perhap-s the ir:crease coul-d be.paid -*..
in annual installments over a period o.f years to.encourage S6equate' 'tlt

management. *- The present tax benefits. for subsidized hoirsing -- i'*to#d: -'

accelerated dep::eciation, five-year amortization for rehabilitation,
deduction of construction lieriod interest and taxes, and inadequate

reeapture of excess depreciation on sale -- viould disappear.' The

government v,,ould gain through the substitution of .direct subs
i -.jr r'-.-ilis-. i;:'l .:..-

fo"r. present tax benefits, since it woul-d.no loriger be paying

"Comruission" to the investors and to the melchandisers of the
helters. Ilonee t-he amnt-rnt to he .nai.rj. f! i 11 ;.r-+1iz

o
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tr-, +.i.,: .ri,-i'31:f :,'::

,i-tiLl L.)! j'i:-U ri:, l,-i i.-\i i)a'.

the tax benefits foi
1".,::;; ii ,ui:-.ii '-i!J i) ji.i:-'i L)i r i- .L"Ui.i.iii1-ir:': I i-)il, ii'.,Il.

subsidized housing. The technique. guggested

is ohe possibili.above
"Y;...iJo11"sin9expe*;bsF,ay.-"gugges.u-obh€Fs-..o.*.-h:
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But the poir-rt is that experts concentrating on a direct subsidy

for the derzeloper ought Lo be able to fi.nd one.

C. A Different Tax SubsidY. It may be said -- arbi'brarily
I think -- that a di:r:ect subsi dy is not acceptable, perhaps because

,it would show up as a budget item, 'whereas the present tax ben-

efits are hidden, as are alt such tax expenditures, in the total
revenue figuro="l2 rf so, we must still look to the Lax system

to provide the developer rvith a profit. The task thetr, unappealing

though it may be, is to see if a be.tter seL of tax benefits can

be found. Put differently, how rvould we structure a tax incen-

tive sys'Eem for subsidized housing that is aimed deliberately-\
at stipplementi.ng the HUD direct sribsidy to replace the present

ccidental" t,ax benefit system.

Professor Taubman in his report has made several su.ggestions

of new tax benefits to re-place 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 wiII thereiore be considered later in the con-

text of non-subsidized housing. As for subsidized housing, his
suggestion of a tax credit on rental housi-ng to replace accelerated
depreciation generally can, however, be considered. Such a crediL
presumably a percentage of the cost, is realIy the direct subsidy
urged above but dressed up. in tax cl.othing. Speaking generally,
* f *? wish to pay a developer $X, then we can g,ive him a direct

bsiCy equal to $X or a crccht agai-nst bii:: cr.trua1 to $X.13

There are certainly advantages to such a tax creclit as

against the present system. The credit would be separable fromo
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the bas.j.c income tax strucl-ure and not mixed up r^rith (i.e. hidden
in) the deductions for depreciation, interesL, taxes, eLc., all
of which when properly used have a legitimate tax role apart from
any incentive load they are today asl<ed to bear. The creclit can

be varied to suit the neecls of the market and government policy
as those needs are perceived. But there are problems with a lax
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 inconte tax are useful to the recipient of
the credit only j.f an income tax exists of sufficient size to
absorb the credi-t. If not, the credit is wasted an$ is no incen-
tive. I{ence, non-profit ta.x-exempt developers (re1i-gi.ous groups,

>lleges , pens-i.on plans, conmunity groups, state and loca1 organi:
zations, etc.) cannot receive any incentive through the credit,
though ttrey could utilize a direct subsidy. Private developers
with losses elsewhere or other:urise insufficient tax liabilities
are also ruled out by th.e credit approach compared with a direct
subsidy. Indeed. developers today seII 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. Hence, to make use

of the credit they would have to pass it through -- seI1 it. -- to
investors and we would have tax shelter syndication all over
again. If -- as essentially is true under the recent Treasury
LAI proposal the developer wou1cl not be permitted to do so,
then essentially all development of subsid.ized 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 cease.

These dif ficulties lvith the credj-t coulcl l:e overcorne by
making the credit refundable i.e., payable directly by the Trea-
sury in those cases where the developer's tax liabitity was not
large enough to absorb the credit or it was a tax-exempt developer.o
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At this point, the t.ax credit is really a di::ect subsidy of $X

paid through the tax system. But there would st"ilI be a differ-
ence. The tax credit would recluce a developer's j-ncome tax, and

might, depending on -tts s-ize, eliminate that tax entirely. This
corrres bacl< to the unappealj-ng aspect of havj-ug to devise a tax
incentive. We must rernernber there is an i.nherenL tension involved
in using a tax incerrtive Lo accomplish a national priority suih
as adequate rental housinq. The tax incentive must be large
enough to induce the private participaLion. But any such j-ncentive

will ipso facto materially reduce the tax paid b1z the person
involved in relation to his "rctual ecoriolnic incoue. Hence, the
transaction wj-11 remaj-rr an invitj-ng target for tax reformers.
They will point to the escape from tax of the indivYduals invohred

and such a situa'tion is the best clj.mate to urqe tax reform.
et the escape from tax is j-nherent 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 tensj-on inher:ent in the tax cred.i.t could be resolved by
including the credit in income, and adjusting the amount of the
credit to keep its incentive effect at the necessary leve1.14 At
this point we certainly have the fuII equivalent of a direct 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 housingr €.9. r 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
'rrisdiction over housing subsidies bet-:weelr thosc cornmittees and

-ne Tax committees. Equ.al1y, HUD and noL the Internal Revenue

Service should administer the subsidy system. The subsidy should
appear in the Budget.o
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AI1 this points to a direct subsicllz rather than the tax
credit. If, however, a tax route is desired, then a tax credit
of a refundable character avai1ab1e to the developer, and itself
includible in -incorne, seems the choice for initial explorertion.

II. Non-Subsidized Rental Housinq

A. Present Situation. Prima facie it can be said that since
middle j-ncome and luxury rental housing presently do not recej-ve a

direct buclgetary subsidy, such housing sj-rnpJ-y does not have a
nat-tonal priority requiring governmental financial assistance.
Hence, it should not receive any tax incentives and the preset:t
tax prefel:ences shou.ld be eliminated. lndeed, one tsuspects that
f low-income IIUD subsidized renLal hbusing ceersecl to recej,ve tax
enefits (because the clirect subsidies riere enlarged) the Congress

would look more skeptically at th.e tax incentives for the remaining
rental housing. But perhaps it is possible to argue though I
d.oubt the historical foundation for the argument 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.
ff sor that decision has here also meant inefficiency and rvastage,
for the reasons earl.ier indicated and additional, reasons.

A good deal of tax assistance to non-HUD subsidized rental
housing operates through lhe 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 decluctions 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 accel.erated deprecia-
tion and other tax benefits total an amount larger than the rents,
and "tax losses" resulL. Moreover, since the rents are needed too
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carry debt service and expenses, ttre developer must lool< to
syndication of those tax losses for his profit. Hence here also
we have the u'ast-e and inefficiency of the roundabout inethod of
compensat.ing the developer. We also have the tax escape

imrnorality of the tax shelter pro(:ess.
But thel:e is a crucial difference in the function of present

tax benefits between subsidized and unsubsi<lized housing. With-
out the Lax benefits, roundabout and. wasteful though their
assistance to the developer may be, the subsidized housing would
not be buiIt. The HUD 6eo li-mit on the return to the developer
is obviously inadequate. Since rerrls cannot be increased, the
developer has nor,rhere else to turn for his profit except to seII
the tax benefits. (This present sine qua non aspec't of tax bene-
"j-ts for subsiclized housing is of courser ds we have seenr Do

vidence of any inherent virtue in tax incenlj-ves, 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 completel y different.
Here the governmen't may be getting little or nothing in return
from the financial assistance given through the tax benefits, be

the assistance in any particular case round.about via the tax
shelter 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 Taubmants paper contains the following conclusions
as to the effectiveness and consequences of the present tax bene-
fits, urhich conclusions appear to be directed to non-HUD subsidized

15nousr-ng:
To summarize this material, it seems IikeIy that

the tax subsidy being discussed has increased thg
quantity of buiJ.dings and especiatrly expensive build-
ings. rt may also have increased the surface luxuri-
ouslless of buildi-ngs. But part,ly 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. .o
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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 j-s
limited, Lhese subsidies ar:e very experlsive. A hypo-
thetical example lvil-1. best illustrate this. Suppose
that withor.rt the subsidies there woulci be 1000 houses
costing $100 each. Next., suppose that tax subsidies
of 58 are introduced and that this increases the supply
of housing 10? to 1100 units. For si.mplicity assume
that the construction cost remains at $100. The total
cost of the subsidy is $5500 ($5 times 1100 unitsfl-
Eh-us, the average effective subsidy cost. for each of
the 100 ner.., houses producecl lcy the subsidy is $55 or
554 of the construction cosL of houses. Thus, this
tax subsidy which is pai-d on all housing will rate
low on the cost effectiveness criteria (unless the
price elasticity of demand is huge).

The above evaluation would indic;rLe that ntost of
the tax subsidies to housinc; a.re expensive given the
extra housing they produce, that-. they provide a tax
shelter for upper-income per:sons, ancl that they t.end
to discriminate agai-nst proper nraintenance and repair
practices and lead to an artificial shortening of the
useful 1j-fe of a building. In addition, while -i-n
principle, most of the subsidies apply to all housirg,
in practice rnoderat-e1y 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 quality or lower rents.

Given these effect-s of the present tax benefits, the initial ques-
tion is simply why not eliminate those benefits and 1et the market-
place govern rental housing for micldle and upper income groups.
There would be no HUD subsidy, as there is none today, and no

tax benefits.
Most of the trade associations in the housing field have

expressed institutional dismay over such a proposed elimination
of tax benefits for rental housing. They have voiced to the House

Ways and lr{eans Committee the customary pessimism about the future
rat immediately descends on any inclustry faced with t.he loss of

rts tax benefits. l6 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 L.his contention by no means is as concl-usive agaiust
such a change as the Associations seem to consider. First, it. is
not at all- clear that rents in non-subsidized hoursirrg would rise,
or r-ise by much. One builder, in taking a contrary vi ew and

direct1y attarcking the present tax benefits, stated that many

builders today do not even use acceleraLed deprecial-j-on for tax
purposes (presumably because straight-line depreciation itself
provides a sufficient buffer against tax liability and they do

not desire to syndj-cate their buildings), and hence its elimina-
tion shoul-d not affect r.r-rt".I7 Professor Taubman elsewhere has

indicated that- any rise in rents if tax benefits were removed

woulcl be quite limited. IB Second, if rents for such housing did
rise somewhat, why should this be a national conceqn requiring
government action- Certainly we do not have a nationerl priori'ty

r support a 1ow rent structure for luxury or semi-luxury housing,
..f HUD became concerned about rent- increases at the lovrer end of
the present non-subsidized housing sca1e, it should turn to provid-
ing a d.irect subsidy to meet that concern.

At any event, the burden of proof both for ret-aining govern-
ment.al 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.
Moreo'rer, 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 indj.cated above, perhaps the wisest
course as to non-subsidized rental housing viould. 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. If rents begin to rise in the income area where such
a rise may present a natj.onal concern, then IIUD should be ready

-th a direc't subsidy to meet ttre problem. Thus, if IIUD is con-
cerned about rent increases (or lessened. housing starts because of
rent problems) in, Sdy, units now ::enting under $200 a month, one

o
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possibility is a direct grant to the builder for such unitsr so

that the rents are kept at proper limits. Another possibitity is
an interest subsidy on the financing for such units. Professor
Taubman's paper points out that " a reduct-ion in mortgage rates
can be quite a.rr effective tooIr" and can'Lhus compensa'te for any

- detrimental effect from the elimina-tion of tax benefits.19 There
undoubtedly are other possibilities, all of which would be less
costly to the government than the pi:esent tax benefits.20 The

point herer ds j-n the case of present HUD subsidized housi^g, 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.

o

C. A Different Tax Subsidy. Here a1so. howerler, it may be

o
rrdained that, i!. financial assistance were shown to be needed

cr non-subsid:lzed housj.ng, once p::esent tax benefits were removed,
the assistance should stiIl be given through the tax system,
albeit with a different type of tax subsidy, than through a direct
subs-idy. If so, the search must be for a ne$/ tax subsidy. Pro-
fessor Taubmanrs paper suggests a number of alternatives. One of
these alternati-ves, a tax credit to the developer (orvner) has

already been discussed. One proltlem is to p::event such a credit
from becoming another tax shelter. Any such credit should be
aimed as far as possible at the marginal devetoper who, supposedly,
needs governmental financial assis'bance. to undertake the develop-
ment. But if he cannoL 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 subsicly to a

passive investor who then takes his handsome "commission" on the
purchase and we stiIl have a tax shelter.2l If this consequence

a

O is blocked by making the credit refundable, as earlier suggested,
1ren. the benefits of the c:redit would be confined to the real
state industry. But here we then face the other clilemma. Tax

subsidies, sucll as credits, to be successful incentives must offer
significant tax reductions. Ilence, if the credit is significant,

o
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-it automaLically ha.s the effect of a1-lowing the real estate industry
to escape a considera.ble part of its tax burden. In turn, the
industry beconres a target for tax refor:m, and the situai:ion is
thus unstable because of this tension between desired effective
subsidy and the tax escape. consequence an inevitable tension
if tax subsidies are .ru.d.22 A refundable credit itself includible
in income is the best approach -- which of course is a direct'sub-
sidy in tax disguise.23

Professor Taubman also suggests the possj-bility of movJ-ng

through the mortgage lenders rather than the developers or owners
and here offers tax credits to the lenders of morLgage money.

Thj-s of course is a tax a1t-ernative to a d.irect su.bsidy to lenders
clesigned to lower mortgage rates. Here also one vro'ul-d ha-ve to con-
'ider the prob.l-ems that may a::ise if the credit is non-refundable,
.rd 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 lencler) through a

credit for excess rents. He also points out the need for a refund-
abl.e credit to aid the tenant whose tax liability is not high
enough to absorb the credit. Finally, he suggests the possibili'ty
of a credit for repairs.

These suggestions, ds Professor Taubmants paper indicates,
have one thing j.n comiron. They are all.untried and each has many

unsolved problems of structure and cont".rt.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 tal<e over to worry about the tax problems -- which
:e1ike1ytobenumerouswithsuchuntr:iec]devj.cesandthe
cusing problems becorne.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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alternatiries and Iet HUD and the Housing Committees in Congress

experiment rather than have the Tax Cornm-i-ttees and the Internal
Revenue Service unCerl-ake the task. The::e is no reason why HUD

cannot disburse subsidy checks; it is essentially a direct sub-
sicly agency to begin with. tsut j-f tax sttbsidies are requj-red,
the least dangerous course would. appear to consider the credit
for the developer, refundable and includible in income as dis-
cussed abover 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 pr:obIems, especially if
they are designed to carra/ ttre tasks Professor Taubman, properly,
seeks to assign to them in his paper.

III. Gazner*Occt'tp i.ed Hour;inq

Although there is some limited direct HUD budget.ary aid, the
present social goal of encouraging owner-occupied homes is left
to the tax system. While the historical orj-gin 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 deductiorr". 25

The Treasury has come to recognize the inequitable tax prefer-
ences inherent in this tax subsidy system for owner-occupied homes.

r its recent tax propono1.26 it recommen<led a new form of minimum

.rx for individuals wl:ric.h would treat decluctions for home mortgage
interest and real.estate taxes (a1ong v.rith other itemized decluc-
tions such as those for charitable contributions and other state
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and Iocal.. taxes and investinent interest in excess of investment
income) as tax preferences. These ta>r 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 i.,.o*".27 The overall structure of
the propos;rl is such, ho\^zever, that it would be expected to have

littIe impact on taxpaye::s in brackets below $50,000. rt woujd
not be likely, all in aII, to affect appreciably the present tax
treatment of home ownership.

No direct HUD program of assistance would have (or has) the
bizarre, open-enc1ed, upsicle-down structure inherent in the present
tax assistance to home ownership. On the assumption -- which seems

proper -- that national priorities require continuqd governmental
financial assistance to home ownershj.p, the task should be to see

f HUD can devj-se direct programs that are better sLructured,
fairer, and less wasteful than the present- tax subsidies. HUD

already has limited direct subsicly programs in the home ownership
field (in addition to FHA) aimed at reducing mortgage interest
rates by subsidizing a given interesL level. Perhaps these pro-
grams could be e*pond"d.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. ft must be rernembered that the
present tax subsidies to home ownership have no strings or qualj--
fications at all. As in the case of rental housirg, 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 for such a

rrge shift from tax assistance for home orvnership to direct
assistance. (I{e could be willing in this area to accept direct
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programsr.since it is recognized that the presenl- tax assistance
is of ]imited aid to those in l.orner income brackets.) Nor is it
likely that Congress would turn l-o wholly new forms of tax assis-
tance for home orvnership. Professor Taubtrtan's recomllrend.ations

in his paper on the wholc appear aimeil at renta.I housing rather
than home ownership. His tax credit for lcrnders could perhaps
apply, and of course j.t is a variant of HUDrs present limited.
program of reducing interest rates for home owners.

The initial task in the case of home ownership vrould thus
appear to be that of J-iniit.ing, and thereby making fairern the
present tax assistance. Thus, the tax-assistance could be

restricted to the princip,al residence ef the taxpayer and to a

limited dollar amount of mortgage itrterest and property t.*.=.29
Perhaps a larger step could be taken and the present deductions

>r rnortgage interest and propertlz ta:re-s changed to c::edits
against tax. Perhaps a stiIl larger s'i:ep such credits
could be made refundable to some extent, i.e., payable direct11,
if the individualrs tax liability is insufficient to absorb the
fuIl credit.30 This last step of course, dS 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 credit" may be too much for the present cli-
mate as may even be more modest changes in the t.ax assistance.
Perhaps the most viable approach is that first suggested, of
placing ceilings on the present t-ax assistance. Any revenue so
saved could be used for other housing programs, perhaps for
expanded HUD direct programs in the home ownership area.
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