MEMORANDUM

To:
Conrad Egan, MHC

From:
Barney Deasy, Merritt Community Capital & The National Association of 


State & Local Equity Funds (& not The National Equity Fund !!)

Date:
July 11, 2001

Re:
Follow up to June 6, 2001 testimony in Oakland

As a follow up to my testimony on June 6, 2001 in Oakland, I want to provided some additional thoughts on two issues of significant importance to the Low Income Housing Tax Credit Program.  First, the use of  “Eligible Basis” in determining the level of tax credits allocated to an affordable housing project has been a hot topic since the publication of several Technical Assistance Memoranda (TAMS) by the IRS.  

When the Low Income Housing Tax Credit program was created in the Tax Reform Act of 1986 the regulations written to implement the program borrowed the concept of “Eligible Basis” as an index or a standard measure by which the IRS could reasonably recognize tax credits on a project by project basis.  Actually, this was a very reasonable decision, as “Eligible Basis” is a well defined category of project development costs and one that is easily recognized and clearly set out in project pro forma projections.  The allocation of tax credits as a function of “Eligible Basis” has been an integral feature of the LIHTC program since its inception.  

However, “Eligible Basis” is a much broader financial and accounting category and, as such, is subject to revision, clarification, expansion, curtailment or modification in ways that have absolutely nothing to do with its use as an index for the allocation of tax credits.  This fact has been clearly demonstrated with the recent TAMS on the subject of Developer Impact Fees.  While the technical argument on the merits of allowing such fees in “Eligible Basis” could take years for accountants and lawyers to resolve, the impact on a tax credit project is simple and clear.  It reduces the amount of tax credits that can be claimed and requires the substitution of other scarce financial resources, the reduction in the scope of the project or some combination of the two.  Regardless of the outcome in the case of each project, the overall impact can only be described as detrimental to the LIHTC program. While I do not believe that the IRS intends to hinder the operation of one of the most successful federal affordable housing programs by its technical ruling on a narrow aspect of developer impact fees, the Laws of Unintended Consequences are still operative and, in this case, causing a real problem.

Several “Quick Fixes” have been proposed, including legislation specifically aimed at the technical issue of developer impact fees.  I do not believe that this is at all appropriate.  “Eligible Basis” is a technical term and must remain as a regulatory defined term.  There may be very good reasons behind the issues addressed in the TAM and, on balance, the

 TAM may have been the correct outcome of a specific technical question.  The problem is not with the TAM, but with its impact, caused by the fact that the LIHTC uses “Eligible Basis” as the index for allocating tax credits.  If a change is to be made, far better to redefine the index rather than be put in the position of reacting to the IRS every time it issues a TAM or a private letter ruling that has an impact, however unrelated, on the index.  Such an index could be as simple as a definition of “Eligible Basis” as of a date prior to the issuance of the most recent TAMS.  Also, the index should only be subject to any changes in the definition of the index itself and not subject to the issuance of new TAMS or IRS private letter rulings that have little or nothing to do with the tax credit program.

“Eligible Basis” has served the LIHTC program well since 1986.  However, as the defined term “Eligible Basis” evolves in a broader arena, it may not be an appropriate index for the allocation of tax credits going forward.  Its time for the LIHTC program to define an appropriate index for the allocation of tax credits and to move on!

The second issues involves the term of the HUD fund commitment for Section 8 HAP contracts in place in as risk HUD insured affordable housing projects that are preserved through the use of tax credits.  Currently, investors and lenders are reluctant to underwrite Section 8 rental income because HUD limits the Section 8 Contract to an annual renewal. Thus, the benefit to the project from income generated by the Section 8 rents is not recognized, even though almost everyone acknowledges that it most likely will be there for the foreseeable future. Many more projects would achieve financial feasibility if the full amount of the Section 8 revenues could be recognized in the underwriting process.  A longer contract term could persuade the industry to recognize all or some of the Section 8 revenue stream, thus leveraging more hard debt.  This would reduce the need for soft debt and tax credits, thus spreading other financial resources over a greater number of affordable units. The revenue stream will be maintained as long as the Section 8 subsidy remains, and that same revenue will now be included in the projected cash flow for the project.  

All of the parties to the transaction are making long term commitments, including the Tax Credit investor, who is in for a minimum of 15 years and the lenders have even longer loan commitments.  Since the priority use of tax credits under the “At Risk” category is in place to aid in the “Preservation” of HUD insured properties that may convert to market rate use, the active and long term commitment of the HUD Section 8 programs to this effort would seem reasonable.  As a minimum, HUD should commit provide a longer Section 8 contract period, especially in the case where tax credits are used to restructure and preserve an existing HUD at- risk project.        

