TO:

Millenial Housing Commission Members

FROM:
Richard Paul Richman, Chairman of The Richman Group, Inc.

RE:

Tax Policy Focus Meeting May 15, 2001

DATE:

May 10, 2001

In my prepared remarks I intend to address the overall increase in the efficiency of the private capital market for federal low income housing tax credits (“Tax Credits”), the current state of the market for Tax Credits,  and some of the “hot” issues under discussion by the syndication and investor community, including the Affordable Housing Tax Credit Coalition, of which I am the Chairman.

Overview

The Tax Credit program, enacted in 1986, has provided an incentive for the private capital markets to invest in the development of approximately one million affordable housing units in America.  Since its inception, and especially since the enactment of legislation making the Tax Credit program permanent in 1993, the private capital market for Tax Credits has become extremely efficient.  This is evidenced by the fact that the original pricing for Tax Credits in the late 1980's of under $.50 per $1.00 of Tax Credit has risen to approximately $.80 per $1.00 of Tax Credit.

State of the Market for Tax Credits
Several developments have characterized the state of the market for Tax Credits over the last 12 months.  The most important trends are the following:

*
Overall pricing currently reflects approximately 77 to 79 cents per $1.00 of Tax Credit for 9% credit transactions and 78 to 80 cents per $1.00 of Tax Credit for 4% credit transactions.  This reflects a decline in pricing of about 4% to 5% from approximately one year ago, which was the all time high.  “Effective” yields to investors are currently at 7.50% to 8.0%, which is up from the historic low of approximately 7.00%  one year ago.

*
The overall supply of capital for 9% transactions is concentrated in a small number  of active investors which has been reflected in the relatively recent but gradual decrease in pricing to developers. The investor market is comprised almost exclusively of public financial service corporations, including “CRA” driven banks, and some utilities. Fannie Mae and Freddie Mac represent approximately 30% to 40% of the market.  It is believed that some investors may be awaiting an increase in yields later this year when the  impact of the increase in Tax Credit allocations (enacted last year) will begin to cause an increase in the supply of Tax Credits.  Because of the “book” income problems associated with the high losses that accompany the 4% Tax Credit  transactions, the market is currently experiencing a significant shortage of investors for these transactions.  There continues to be an active secondary market for seasoned tax credit portfolios.  

*
The proliferation of state tax credit programs has complicated the national market for Tax Credits where the state tax credits are not “detachable.”  However, there is no national solution for this issue.

*
The investor community has become more sensitive to the quality of properties and, particularly, to operating expense issues.  This is being reflected in higher debt service coverage ratios.  This has been exacerbated by the recent increase in energy costs, particularly in California.  While there is currently a legislative protection against any decrease in gross rents before tenant utility allowances, there is no protection against a decrease in net rents as a result of increases in tenant utility allowances.  It is possible that in certain sections of the country properties may experience an actual decrease in net rents if utility increases exceed gross rent increases.

Hot Issues
Some of the “hot” issues in the Tax Credit syndication and investor community include

the following:

*
The need to obtain Congressional support for the codification of the treatment of certain development costs in Tax Credit basis as a reaction to the proposed “TAMS” issued  by the IRS.

*
The potential effect of higher energy costs on Tax Credit transactions and what, if anything, can be done to strengthen the program in this area.

*
Concern that any changes in the Tax Credit legislation may not preserve (but should  expand) the ability of individual states to administer their programs based on their local needs.  This has been one of the major reasons for the success of the program and for its bipartisan support.  Efforts to further “federalize” the standards should be approached with great caution.

*
Efforts to serve significantly lower income families by utilizing the Tax Credit program should also be addressed cautiously at the federal level.  Changes, if any, should be in the form of options and not mandates for the states.  Some of the ideas might include the availability of project based rental assistance for such units or by offsetting the decline in rental income for these units with an increase in the rents for a corresponding number of units by expanding the income limits for such units,  thereby preserving the overall project rents.  For example. one concept that is under discussion at this time, but has not been endorsed by our Coalition, is the creation of an incentive option for the states to permit 20% of the units to be rented to families at 80% of median income in exchange for the project renting 20% or more of its units to families at 40% or less of median income.   I have attached as Exhibits A through D certain hypotheticals showing the effect on long term operations of incorporating below 60% median tenants in 100% Tax Credit designated projects without a project based subsidy for these units.  I intend to discuss the hypotheticals during the presentation.

*
Simplification, where possible, of Section 42.  The statute was initially enacted as part of the Tax Reform Act of 1986 before the nation had any real experience with how the program would work.  Accordingly, experience has demonstrated that a number of areas of the Code could be reformed or simplified.  Changes should be made in respect of: compliance procedures, placed in service dates, bond requirements with respect to changes in ownership, and the TAMS issues discussed above.

Illustrations of the effect on long term operations of incorporating below 60% median income tenants in Tax Credit properties

Set forth as Exhibits A through D are hypothetical projects demonstrating the effects on long term operations (30 years) of incorporating below 60% median income tenants in Tax Credit properties.  Each hypothetical assumes the project  contains 100 units at an average cost of $72,500 per unit and in all respects the location, quality and amenities of the project are equal.  In each case the sources of funding have been adjusted by the size of the first mortgage and the amount, if any, of soft mortgage necessary to fully capitalize the $7,250,000 total development cost.  This reflects the initial underwriting of revenue which will vary because of the income of tenants.  In each case the net equity investment will be the same and the uses of funds, inflation factors and operating expenses are the same.

SUMMARY OF RESULTS

	Hypothetical
	Tenant Profile
	Cumulative Net Cash Flow*

	
	
	

	A
	100% at 60%
	$2,360,570

	B
	50% at 60%

50% at 30%
	($871,792)

	C
	100% at 30%


	($4,104,154)

	D
	20% at 80%

60% at 60%

20% at 40%
	$2,360,570


*available for capital replacements, extraordinary operating expenses, etc.
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