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MEMORANDUM

TO:

Millennial Housing Commission

FROM: 
Buzz Roberts

SUBJECT:
Tax Deduction Incentives for Individual Investors in Housing

DATE:
April 16, 2001

The Commission’s staff has asked me to analyze the efficacy and feasibility of tax deductions as incentives for individual investors in the development of low-income rental housing.  As you know, before 1986 accelerated depreciation allowances were the basis for syndicating low-income housing to individual investors.  The web of broad tax policies that drove that approach no longer exists.  The central question is whether it would be possible and desirable to reconstruct it.

The value of deductions.  The value of accelerated depreciation is largely a function of marginal tax rates, which have fluctuated over time but remain substantially lower today than at the height of housing syndication to individual investors in the 1970s.  As a result, deductions now have only limited value.  

Before the 1981 tax act, the maximum 70% rate for individuals meant that each dollar of tax deduction was worth 70 cents to an investor.  From 1982 to 1986, the maximum 50% rate reduced the power of deductions substantially, and after 1986 the top rate dropped again to 28%, unilaterally cutting the tax benefit of pre-1982 projects by 60%.  The maximum rate is now just under 40% for individuals and 35% for corporations.  

Even in the very unlikely event that investors could write-off 100% of construction costs immediately, the tax savings would be worth only 35-40 cents on the dollar, before other factors are considered.  By comparison, Low Income Housing Tax Credits are worth a much larger 70-91% of construction costs, in present value terms.

In addition, President Bush has made cutting individual tax rates the centerpiece of his tax proposals, including a cut in the top rate to 33%.  This would reduce the attractiveness to individuals of deduction-based approaches even more.  

Finally, publicly held corporations, which comprise almost the entire Housing Credit investment market today, express a clear dislike for tax deductions.  The deductions show up on their books as losses, which reduce earnings.  It is not practical for them to have to explain to their stockholders that these losses are actually good.  Tax credits pose no such problem.

Effect on basis/capital gains treatment.  Another blow to deduction-based housing syndication was the elimination in 1986 of capital gains exclusions.  (Although capital gains exclusions have since been partially restored, they are not nearly as large as they were before 1986.)  Without the capital gains exclusion, an investor does not get to keep the tax savings that depreciation deductions generate.  Instead, the investor must effectively repay them as if they were an interest-free loan due and payable upon sale of the property.  This greatly diminishes the value of deductions as incentives. The Housing Credit does not present the same problem, because claiming it does not reduce the investor’s basis in the property or create a taxable gain.

In addition, the prospect of high exit taxes create a significant housing policy problem, because owners’ reluctance to trigger the tax can keep them from selling a property even though they no longer want to own it.  This is currently a major impediment to preserving Section 8 Mark-to-Market housing under new ownership.  

In any event, restructuring the taxation of capital gains is a broad tax policy issue with implications far beyond housing.  It would be hard to exempt affordable housing without provoking requests for similar treatment from other industries.  For this reason, tax policy makers would probably resist special treatment for housing or any industry.

“Passive loss” tax shelters.  Corporate investors dominate today’s Housing Credit marketplace.  It would certainly be desirable to attract individual investors as a potentially substantial additional source of capital.  “Passive loss” tax shelter restrictions are probably the single greatest impediment for individual investors.  However, these restrictions were a cornerstone of the 1986 Tax Reform Act and helped pay for dramatic marginal rate cuts.  Overturning the tax shelter rules would be extremely difficult because, like a capital gains exemption, it would involve reversing a tax policy principle that extends far beyond housing or even real estate.

Alternative minimum tax applicability.  The alternative minimum tax (AMT) is another obstacle to reviving individual investments in affordable housing.  The AMT was established to ensure that high-income individuals and corporations pay their “fair share” of taxes even if they claim a large volume of tax deductions or credits. For corporate investors, housing investments alone do not usually pose an AMT issue because they are small relative to the corporation’s overall activity.  However, more and more individuals are subject to the AMT, and it will be hard enough to make the AMT changes necessary to accommodate President Bush’s tax rate cut.  As with capital gains and passive loss tax shelters, exempting housing investment incentives from the effects of the AMT would cause other interest groups to seek similar treatment for deductions and credits important to them.  

Capped volume vs. as-of-right use.  A major limitation of the Housing Credit is that its volume is capped on a state-by-state basis according to population.  Previous accelerated depreciation incentives were available to any housing owner or developer without limit.
  It would be desirable to lift the cap on housing investment incentives, whether in the form of either tax credits or accelerated depreciation.  However, virtually all of the tax incentives recently created for similar purposes (e.g., Housing Credits, New Markets Tax Credits, Empowerment Zones, and Renewal Communities) are capped in some way, primarily to limit their budget impact.  It would be difficult to get Congress to provide unlimited incentives for two reasons.  

First, the officially estimated cost would be quite high.  It took even the politically popular Housing Credit several years to recoup most of the volume that inflation has eroded since 1986.  The Commission should certainly support expanded tax incentives, but a call for unlimited incentives may be dismissed as unrealistic.  

Uncapped incentives would also undoubtedly provoke policy opposition based on the economic inadvisability of diverting an “inefficient” level of capital to housing and away from other, “more productive” uses.  Other opponents would cite the prospect of provoking a housing glut, especially in weaker markets.  Although the Housing Credit’s state allocation planning process mostly addresses this point, last year Congress added a further requirement for market studies, in response to owners of existing housing who claim that newer developments are driving them out of business.

Applicability to untargeted units.  The Housing Credit addressed a policy criticism of previous accelerated depreciation incentives because the credits are available only for the portion of a development that is occupied by low-income tenants.  Thus, federal tax incentives do not subsidize untargeted units.  Historically, a given asset is depreciated on a single schedule.  While it would be conceptually possible to calculate two depreciation schedules for a single asset – an accelerated schedule for the low-income portion of a building and a standard schedule for the untargeted portion – there is no obvious precedent for doing it.

Syndication fees.  Minimizing syndication costs is an ever-present concern in connection to any affordable housing investment incentive.  Fortunately, syndication fees associated with Housing Credits are now only about 6%, down from 10-14% several years ago.  Competitive pressures should continue to drive these fees down.  It is unlikely that investments could be marketed to individual investors at a comparable cost, since individuals tend to invest much smaller amounts than corporations.  Nor is it likely that individuals would accept after-tax yields significantly lower than (or perhaps even as low as) the 7.25% to 7.75% range within which corporations are expected to invest this year.  Finally, it is unlikely that new incentives would have substantially fewer compliance requirements that would permit lower initial transaction costs or ongoing monitoring/asset management costs.

Conclusion.  It is probably not feasible to create a new set of depreciation based incentives to stimulate individual investments in the development of low-income rental housing.  It would be necessary to challenge simultaneously several broadly applicable tax policy principles – including tax shelters, capital gains exclusions, and the alternative minimum tax.  Even if it were possible to overcome these obstacles, a deduction-based incentive would be far less powerful than the Housing Credit, and probably would carry similar restrictions. Moreover, publicly held corporations dislike deductions, and individual investors mindful of the unpredictable swings in marginal tax rates over the last two decades – let alone the unilateral revocation of tax shelter allowances in 1986 – might either stay out of the market for deduction-based incentives or discount the anticipated benefits substantially.  Finally, policy makers would question why, if the Housing Credit already works, another set of incentives is necessary to accomplish the same purpose.  It would be hard not to infer that Housing Credits are somehow fundamentally flawed.

Instead, it would be easier to make a case for expanding the Housing Credit.  After all, so successful an incentive deserves expansion in real (inflation-adjusted) terms, especially in the face of a widening shortage of affordable rental housing.  In the meantime, last year’s expansion of the private activity bond cap offers an excellent opportunity to tap more Housing Credits in conjunction with tax-exempt bonds.  This approach especially makes sense for new mixed-income housing in markets that can support substantial mortgages, as well as for the preservation of Section 8 housing where only limited rehabilitation work would qualify for the conventional 9% Housing Credits anyway.

� Accelerated depreciation was indirectly limited for property development because it was typically combined with other HUD subsidies, which in turn were limited in volume.
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