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Abstract

By most measures the most successful federalfamiity affordable housing production
program of the last 30 years, the Low Income Hay3iax Credit ("LIHTC" or the "Credit"):

e Is essentially a revenue-shared block grant ok @xpenditure that is then factored into
equity used to develop or acquire property;

 Represents roughly $4.1 billion annual net-presest-tax expenditufeand

e Generates 60,000-80,000 new affordable apartmergaradistributed nationwide across an
extraordinary and impressive variety of apartmeat imcome types.

In most material respects, the Credit is a matodesaiccessful industry that has over its
15 years demonstrated several important virtuousrele feedback mechanisms leading to
greater effectiveness and efficiency.

As compared with the other four types of capitahfd, soft debt, hard debt, and hard
equity; see Appendix 1), the Credit is a logicahpbement whose soft equity depends upon but
supplements and facilitates the individual or camelifunctioning of the other four. Indeed, the
Credit and its complementary federal programs {shtkebt) have to some degree co-evolved
one toward the others for better (more effectivererefficient) combination.

! This paper was written by David A. Smith, Recépisder and president. Substantial additionalaetewas
provided by Mecky Adnani, Jerome Garciano, and &avipoza. We also wish to thank and acknowledgstEn
Young, who provided the extraordinarily revealir@ykar chart of Credit equity prices relative toYiar
Treasuries that is included within Appendix 6, dimel numerous stakeholders who conducted intervéaads
provided written comments, many of which have hieenrporated into this report.

% This includes the NPV cost of both Credits alledaand those accompanying volume-cap bonds bus dineittax
expenditure associated with the tax exemption terést of those bonds.
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As a now-mature program, the Credit enters a neag®im its evolution (see Appendix
5), where 2 new phenomena are appearing for thietifine:

1. Properties approaching full-cycle completion ofitladfordability covenants.
2. Possible material decline of Credit prices relatm@actors both external (market) and
internal (secondary supply).

If they sustain, as we expect they might, theseldpments will introduce new
intricacies into the Credit universe.

Any proposed legislation, whether:
- To change the Credit,
- To change other Credit-compatible federal programs,
- To create new federal programs

should be evaluated in part on whether it will m#éie Credit more effective and more efficient.

This paper seeks to provide a platform for anrmfed discussion of all three possible
approaches.
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. Executive Summary

See the Statement of Delivery presented on tleepisige hereof.

Of the five main types of financing (see Appentljxfour of them are like fingers of a
hand — similar to one another and working in patalCompared with these, the Credit is
metaphorically an opposable thumb:

e It works only in concert with one or more of them.

e |t works with them individually or in combination.

e Without it, the others are suddenly much less #ffec

e Itis more flexible than any of them individually even in combination.

e It has an importance roughly equal to all of thamtpgether.

e It and its colleagues have from time to time cobesd toward greater harmony and
efficiency with one another.

All of this has made the Credit an almost indigadate tool from the perspective of
federal multifamily affordable housing policy—ifdlid not exist, Congress would find it
necessary either to replace the lost equity byctifezleral grant or to reinvent an equivalent soft
equity investment mechaniém

The Credit's importance and its impact are se@mimerous ways, as follows:

1A.  Success. By most measures, the Credit is the most suadessferal affordable
housing program in the last 30 years. With a faldex expenditure of about $4.1 billion (NPV)
annually, it represents rougfA0-50% of federal multifamily housing productiaxpenditures
(including both authorized/appropriated and taxgpams).

3 In effect, Congress did that with the Credit'sdeeessors, authorized tax deductions availableghro
depreciation. But Congress found unacceptabl@rieentrollability of the tax expenditure resultiingm the
coining of depreciation through the issuance otgunfated soft paper. Thus, in 1986, Congress edacseries of
reforms, centered around the passive-loss rulas|dtgely eliminated soft-paper accruals as a imgéu source of
tax benefits. At the same time — indeed, in thmesgiece of legislation — Congress created the iCr@aew and
better expression of an investment paradigm — tativaited soft equity — that was recognized as siradly
essential but imperfectly implemented. With thedfé of hindsight, the Credit's birth from the safagislation that
effectively squelched tax shelters was no coinaigdsut a logical combined action.

* Author's rough estimate. Figures are hard tovddsecause other programs have affordable housinge of
several permitted uses whose allocation decisiomsnade at the state level and not necessarily sahfoy program
distinction.
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With this substantial resource, the Credit suppartgcilitates production of about
60,000-80,000 apartments annually, probably 50-@0%l new contractually affordable
housing. Since its enactment nearly 15 yearsiagas stimulated production or preservation of
more than 1,000,000 apartments

1B.  Metrics for effectiveness and efficiency. Over the last 14 years, the Credit has
shown rising effectiveness and efficiency using ynahevant metrics: utilization rates, demand-
supply imbalance, equity raised per dollar of fatlexpenditure, intermediary costs, range of
property types financed, programmatic evolution apdrating/compliance performance.

Harder to gauge is its effectiveness and efficieagginst some other metrics of
effectiveness and efficiency, such as correlatigh twousing needs, soft costs and total
development costs per apartment, and propertytgestnd delivery times. Making the
comparison more difficult is the absence of direotlevant comparables, so that most cost
comparisons must necessarily make standardizingrgg®ons that cross questions of supply-
side versus demand-side programs, income levetssafents served, longevity of affordability,
and externalities such as long-term inflation aost-©f-capital rates.

1C.  Successful elements. A structural analysis of the Credit demonstraes it is
designed around many principles whose utility hesnlgpproven by 30-60 years of federal
affordable housing experience (see Appendix 2)né&of these principles were pioneered in the
Credit; others successfully adapted from other ranmg. Indeed, Credit-oriented principles —
fixed allocations, state-level decision-makingnsparent merit-scored awards, private-sector
factoring of a public resource, and outcome compgka— have quite properly found their way
into other federal initiatives.

Meanwhile, among the Credit's features ideggslative countercyclicality — rather than
being carried through the traditional housing vehaf the authorization/appropriation cycle, the
Credit resides in the tax code, with several defjritonsequences:

It tends to be immune from annual budget/fundigts.

Its provisions tend to be outside the scope of ilmgusommittees so tend to be modified

independently from housing-related activities.

e Because it operates through the tax committeésnas to change less frequently than an
authorized/appropriated program.

» It lacks the normal statutory/regulatory/administ@ guidance hierarchy of rulemaking and

the normal direct connection between resource aagddcompliance enforcement.

Legislative countercyclicality is neither objeely good nor bad — its features are merits
or faults lie in the larger environment. With 1days of evolution and coevolution, most of its
features have become strengths although some ingtag do remain.

® See Appendix 6 for statistics.
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1D.  Environment today. Facilitated by Qualified Allocation Plans thatdge
annually — rapid evolution — the Credit moves tlgbwallocation, delivery, and monetization
via a well-established, experienced, transparempetitive, rapid-feedback marketplace. Most
participants have been working through severalesycln many areas the boundaries are well
understood and respected, leading to high effigienc

At the same time, the IRS's involvement in twacpl— defining basis and enforcing at
the practical level — is in some ways, at leathatmacro level, incompatible with optimal
efficiency. Changing these elements would reqegeslative change that would likely require a
significant effort and a popular vehicle to catrg tegislatior.

As discussed at some length in Appendix 5, Se&iand Section 2D.5, the 2001 Credit
marketplace is facing three new challenges:

1. Uncertainty over the impact of the first major ¢agrease (from $1.25 to $1.75).
2. A backwash of secondary-market resales; and
3. The rapidly approaching affordability expiratiohtbe first cohort of properties.

Although characteristic of mature financial-servicarkets, these challenges are new in
the Credit's experience. The consequences aradarddict although all three tend to reverse
previous trends. If sustained, any of the thraddcbave a significant, hard-to-predict impact.

1E.  Strengths and stretches. As summarized in Appendix 7, the Credit has
numerous strengths, among them:

- Transparent competitive award rounds,

- Effective combinability with other federal resousqespecially grants and debt),
- Flexibility as to use of funds and property typbgikele,

- Self-adjusting rent caps,

- Outcome compliance,

- Sponsor and investor competition, and

- Intra-state planning and resource allocation.

At the same time, and perhaps precisely becaisaatflexible, the Credit cannot be all
things to all properties. It appears to be lest-effective on large-bedroom apartments,
preservation, larger and very large properties,exttcemely low income (ELI) families (although
no program extant adequately addresses ELI-apattaecenomic viability). The multi-source
financing arising from the totality of the delivesystem in which the Credit plays a principal
role also invites a criticism of inefficiency witts lengthy and complex resource assembly
mechanics. However, this is a criticism of tharenmnultiple-source character of affordable
housing finance, not of the Credit uniquely.

® The recently renewed proposal of a SF Credit megte a legislative vehicle that could carry charigehe
multifamily Credit.
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1F. Internal changes. As noted, the Credit is legislatively countercyaliwith other
federal affordable housing programs, inviting fo$@all the question as to whether proposed
harmonizing or conforming changes can be practicalplemented in coordination with other
housing initiatives the Commission might consider.

That said, the Credit could probably become mdiecate or efficient if various changes
could be accomplished. Among those identified hhgvidedgeable stakeholders (and detailed in
Sections 2F and 2G below) are:

- Defining Credit basis at the state allocating level

- Not compelling properties using other federal resesi to automatic relegation to the lower
4% Credit standard.

- Conforming income caps and procedures and renteiality tests across programs
coexisting in a particular property.

- Coordinating and synchronizing funding cycles amimggcally compatible resources.

- Using standard data forms and common-platform amaBmong resources.

- Repealing the 10 year rule.

» Repealing the 10 percent test.

Some of these changes apply to the Credit, otbersrhpatible programs. Some are
under way already and may come into being throegin@mic and intellectual market forces.

Whether proposing or pursuing any of these chaisgesctical or feasible are questions
for the Commission.

1G. External changes. Many changes to boost cross-program efficiencly an
effectiveness have been folded into the federal pledlgrams, but aside from conforming income
caps, verification procedures, and rent-affordgbiésts, repeal of the 8102d subsidy layering
provisions as they relate to Credit properties wdildely boost efficiency (see Section 2G.22).

Perhaps most significantly, any new federal autledfappropriated program focusing on
grants, soft debt, or hard debt (whether at maoketith a below-market rate) should be
designed with Credit compatibility embedded ineitgbling legislation. Such compatibility
would include an automatic-conformance provisiaat $hould Credit standards change (perhaps
within broad parameters), such updated Credit stalsdvould qualify in future if they qualified
at inception. This kind of automatic-conformancevision could make any such new program
much more effective and efficient, not just doweatn but also at inception, because it would
eliminate a host of future imaginable but unquaadie risks.

LIHTC effectiveness and Efficiency: A Presentatadrihe Issues Page 6



1H. Commission strategies. The Commission can adopt any of three strategic
postures regarding changes to the Credit:

e None Propose no changes to either the Credit or colvipgirograms.

e Desirable but not essentiaRecommend changes to the Credit that the Commissbeves
would further its effectiveness or efficiency, It make any other program
recommendations that rely on changes to the Credit.

e Essential Offer recommendations that will only be effectif@ccompanied by changes to
the Credit.

Any program predicated on essential Credit chafayess severe practical credibility
issues and must be evaluated in that light.

If changes (of whatever type) are proposed, takyrfto five thematic categories:

1. Technical Improvements that smooth the interfaces betwleeiCtedit and other programs.
Such changes have been enacted several timesheverddit's life.

2. Administrative Changes that do not change program goals or bulesmooth their
administration, often by consolidation or conforroan

3. Devolutionary Changes that accept the Credit's revenue-shéeki-rant nature and
remove provisions, intended to prevent abuse attarpially infinitely coinable resource,
whose federal expenditure-capping intention isdbrfulfilled by the annual caps.

4. Exogenous Changes to other programs, used with the Credihake them work more
efficiently and effectively with the Credit.

5. Creative/ complementaryNew creations that are designed to provide tadgetsources in
areas that are a stretch for the Credit.

1J.  Single Family Housing Tax Credit proposal; implications. As discussed
briefly in Section 2D.7 below, the Bush administsathas proposed a single-family housing tax
credit (the "SF Credit") that draws many of itstéeas from the Credit, including its amount
($1.75 per capita), allocation system (per cagitaestate level), and many administrative
features.

If enacted as proposed, the SF Credit would ato&kestdouble the potential volume of
credits requiring syndication, with the new entnandre attractive in three important ways: (1
ownership rather than rental, (2) 5-year rathen th@xyear delivery, and (3) eligible households
at 80% rather than 60% of median income.

Although it is far too early to predict specifies)actment of an SF Credit would be a
major event for the equity markets of Credits.ctitesequences should be thoughtfully
considered.
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Il1. A Presentation of the Issues

See the Statement of Delivery presented on tleepisige hereof.
Abstract

By most common measures the most successful affterti@using financial resource of
the last 30 years, the Low Income Housing Tax G@HIHTC" or the "Credit") has benefited
from fortuitous national factors (a strong econostgple, low interest rates) but also from built-
in and inherently robust mechanisms (annual alionatycles, outcome compliance, self-
adjusting rent caps).

In economic policy terms, the Credit is:

e A revenue-sharing federal block grant allocated per-capita.

« A finite, contained tax expenditure for which sponsors aggressively compete.

e Factored into cash through equity syndication via an effective, nadtly competitive
marketplace.

Appendix 4 offers a primer describing these meudsan

Although in some ways extraordinarily flexible, tBeedit also has definite and
sometimes abrupt limits on its utility derived iarpfrom statutory provisions (e.g., state level
caps based on current population) and in part fong-standing but not necessarily immutable
elements (e.g., basis definitions from Technicalidd Memoranda).

In policy terms, the Credit iggislatively countercyclical because it is specified not by a
housing statute but by a section of the InternaldRae Code. It thus lacks much of the normal
hierarchy of plasticity — statute, regulations, agistrative guidance, and notices. In practice,
many issues are either precisely speciftedthe Code or left wholly to the states, with no
middle ground. This is a contrast with other raxeshared block-granted housing resources,
such as HOME and CDBG.

Finally, because it must be factored into cashQrealit's value fluctuates significantly as
market conditions change. Since its introductimd987, this dynamism has been uniformly a
benefit. As the commodity has become better knatwrgs migrated to its theoretically ideal

" As a textual illustration, §42, which we beliegebie the second-longest section of the InternakRes Code,
covers 34 pages. The historic rehabilitation ¢ré#i7, is only 4 pages long.
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buyer (the CRA-motivated national financial indtiten or GSE), and, as a result, Credit prices
have risen, intermediary costs have compressedhanaet federal result per dollar of
expenditure has (with insignificant ripples) tredder upward. It has even reached the point
where, during 2000, a dollar of Credit sold abo08% of policy-par (that is, fanore than the
federal government's net present cost of its tpeediture).

Credit prices have recently peaked (see SectiofoRBiscussion) and are probably
heading downward. This backwash in a market thvad fdecade has never experienced it may
have profound, unanticipated, and potentially aslw@onsequences. This, coupled with the
Credit's obstacles to change (a consequence ludriage as an offspring of the IR Code),
suggest that changing the Credit should be donevamén there is a strong policy benefit-cost
case for doing so.

2A. What does success mean in a Credit context?
By every reasonable metric, the Credit has besrceessful program:

e Durability. In 2001, the Credit will celebrate its 15th bad#ly as a viable affordable housing
program.

« Market share of federal affordable housing resources. At roughly $5.7 billion a year with
an NPV cost of roughly $4.1 billion, the Credit repents, in budget-scoring terms, about 40-
509 of all new federal multifamily affordable housipgoduction/preservatidmesources.

e Market penetration in new affordable housing production/ preservation. We estimate
the Credit has a role in 60% to 75% of all new iafétle housing production/preservation
properties’.

e Utilization. Over 99% of all annual Credits are allocated.

» Stakeholder support. Stakeholder support for the Credit is widespi@adeography,
participant perspective, and program type. Feticsrhave surfaced.

e Congressional support. More than 85% of the members of Congress cospedsbe
Credit increase enacted last year, a truly reméelkathievement and vote of confidence.

e Permanence. After several years of efforts and uncertainty, @edit was in 1993 made a
permanent part of the Internal Revenue Code. Tteclange in its funding was the 2000
two-year cap increase of 40%, from $1.25 to $1.75.

8 Rough estimate by Recap Advisors making assungptibout HOME ($2.0 billion, 100% housing), §202q%0
housing), 8515 (the credit-subsidy cost, 100% hm)sithe volume-cap tax expenditure (25% or sdefinterest
savings from the spread between taxable and taxyetyeHOPE VI (100% to housing), and other elemefisr the
Commission, it would be a worthwhile endeavor tenitfy just how much, in (NPV) Budget Authority (BAnd
outlay terms, the Federal government spends aafbiss platforms to deliver new affordable housiegources,.

® Ignoring Section 8 vouchers, which last year wemy roughly $450 million in new budget authority FY 01.

19 Author's estimate based on queries of knowledgesthkeholders.
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e Demand-supply. Demand for Credits is higher at every level —@dkor, sponsor, investor
— than available supply (although see Section 2Dal2D.5 for a discussion of recent
wrinkles).

At the same time, the Credit's very success— hadairge federal commitment it
represents— make its effectiveness and efficiemportant public-policy considerations.
Impact on Credit effectiveness and efficiency— Vkeethrough internal or external changes
should be an element in evaluating any affordablesing initiatives Congress or the
Commission might consider. (see Section 2H).

2B. Metrics for measuring effectiveness and efficiency

This issue paper was commissioned to provide tirar@ission with background and
discussion on the Creditffectiveness andefficiency in economic policy terms. No precise
definition was offered, so for this paper, we iptet the terms to mean as follows:

Effectiveness and efficiency: definitions adopted in this paper

Effective The extent that a program achieves congressaimattives — of production, inconje
mix, distribution, or durability — to a greater ert, against a baseline of no federal
involvement.

Efficiency. How much of the federal expenditure is actuadlpldyed in pursuit of effectiveness,
as opposed to the portion lost to entropy, coseffective decisions.

B1l.  Effectiveness. By most of the relevant metrics, the Credit hesrbvery
effectivé™’. Applying the principal metrics identified by k&holders highlights the Credit's
effectiveness:

1. Program longevity The Credit has been a viable, functioning fedaffairdable housing
program for just about 15 years, longer than angi@mm except 8202 (elderly non-profit new
construction) and 8515 (rural new constructionidgity family). It has outlasted all
contemporaneous HUD financing programs

2. Cumulative apartments financedOver its 15 years, the Credit is estimated to hHaged a
role in the financing of slightly more than 1,00@000apartments. (See Appendix 6 for
statistics.) Today it finances about 60,000-80,808rtments a year.

3. National utilization percentagesOn all available evidence, the Credit is 97%-+duseery
year. Credits turned back by an allocator are g@@pip by other allocators. At all three
award levels — among allocators, among sponsodsaarong investors — demand has
exceeded supply for more than a decade, a remarkatl

1 50 much is Credit effectiveness taken as selfentithat our research revealed few if any studiethis subject.
12 Except §221d4 (new construction) and §223f (refiiirag) which are housing finance vehicles orierstetharket,
not affordable.
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4. Range of property types financed'he Credit's simple and robust core elements§sedon
2C below) have allowed it to extend to a wide raofproperty types across most of the
relevant dimensions — very rural to impacted urlokegp income targeting to quasi-market
rents, tiny properties (10 apartments) to behem@d8+ apartments), specialized
populations (SROs, HOPWA, service-based), familglterly, and so on.

5. Range of combining financial resourcesThe Credit routinely combines with most of the
other financing vehicles available. Moreover, cengent evolutiol? has brought previously
incompatible programs closer to combinability.

6. Market share of affordable properties financedAlthough precise statistics do not exist, we
speculate that the Credit plays a role in finane@htpast 50% (possibly much higher) of all
new affordable housing properties developed.

7. Correlation of apartments developed with housingedls Most housing studies reference
household growth or changing supply, especiallgftdrdable housing, as the best indicators
of affordable housing need. The Credit is coreglavith current population, not with
population growth, housing supply changes, or sugdpmand imbalances at either the rental
market or low income levels.

8. Fraction of apartments serving greatest housing nee Debates about domestic
discretionary resource inevitably face a targetiagision: Help fewer of the poorest, or more
of those closer to the median? The same debate pla in Credit properties. Deep income
targeting, such as to extremely low income (ELthifees, is a congressional priority in
almost all housing programs. At the same time, &ldrtments are uneconomic without
income supplement, and the Credit by itself is @tpdhte to sustain their development. As a
result, the source combination and underwritindjties’ create a complicated series of
tradeoffs and judgments made by policy-makerscattwrs, and sponsors.

9. Evolution since inception The Credit has evolved both internally (via staty changes)
and externally (via marketplace adaptation andstfucture growth). Each set of changes
was enacted in response to perceived defectsanteféness or efficiency.

10.Long-term property quality Any affordable housing production program is arfnont
investment whose return is measured in affordgloMer years — decades, in fact.
Affordability periods are in turn determined as kbast of three things: (a) contractual
agreements (for the Credit, originally 15 yearsyr3® or more), (b) ongoing physical
sustainability from operations without new govermieapital investment, and (c) property
economic viability. The oldest Credit properties aow approaching their 14th operating
year, not really long enough truly to assess tldliaffordability cycles, but certainly long
enough to form views on their physical and econcsustainability (were such studies to be
undertaken).

3 For example, programs requiring non-profit owngrs$tave frequently been modified to consider agilalé a for-
profit owner with a non-profit controlling sponseq as to accommodate Credit investors.

4 We understand (not independently verified) thatGGdtatistics showed 38% of Credit apartments oeclipy
ELI families and (not coincidentally, we believed9 of Credit apartments receiving additional inccsubsidy.
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11.Flexibility. For the reasons outlined in Sections 2C and 2EAgpendix 4, in many cases
the Credit is extraordinarily flexible, which meathsan more rapidly adapt to market
conditions.

12. Compliance performance Because compliance monitoring and enforcemenperfermed
by the IRS rather than the allocating state agsencempliance performance studies are
limited (and typically predicated on negative-iece, that is seeking out examples of non-
compliance). Such studies as exist are consigtiéimthe belief of Credit stakeholders that
apartments financed to be Credit-eligible are iddgenerally in very high compliance.

13. Access to and facilitation of social serviceAs properties age and their residents age in
place, the properties change from shelter into camties. As that occurs, residents
(whether elderly or family) who age in place teadheed additional social services provided
by government arms (whether federal, state, of)lod&ell designed and operated properties
serve not only as a haven for these services batas a magnet to attract them and their
associated financial resources.

14. Stakeholder satisfaction Virtually all Credit stakeholders express geneaal] usually
strong, satisfaction with the Credit program.

15. Successor programs using analogous principlédost new federal housing production
programs implemented after the Credit (e.g., HOM& @DBG) have used principles first
seen in the Credit. Conversely, other productimym@mms using other principles (e.g., HUD
property-based Section 8) have been downsizedrtailed.

B2.  Efficiency. At root of any discussion of efficiency is theegtion of the
relative metric of comparison — that is, effici@ampared to what? Other affordable housing
contexts typically make a tacit assumption of aebas against one of five possibilities:

Efficiency: alternate baselines of comparison

1. Perfection A perfectly efficient resource would translate dolfor-dollar into beneficiary
benefit with no entropy whatsoever.

2. Government grant The government always has the option of makingctigrants. Such
grants have low administrative costs (someonegénsr outside government, must review
applications and award funding) but have questitngsgeting, synergy, or accountability.

3. Private capital Via exogenous stimuli (e.g., CRA, GSE goals),fdderal government
periodically induces private capital to go wherehboses not to. Efficiency for such induged
investment is normally measured against a basefinearket return for market risk.

4. Similar-objective programs At any given moment, multiple federal program$ e
pursuing the same or compatible objectives. Stualie often compiled seeking to normalize
an outcome and then evaluate multiple programaumgghat objective.

5. Previous same-program performancény program with reasonable longevity will budd
portfolio of annual production. Comparisons witleypous vintages are often illuminating
and have the advantage of directly showing progress
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For the Credit, stakeholders and analysis idethigyfollowing metrics of potential
efficiency:

1. Price,measured in net equity delivered into the propepsr dollar of Credit. Prices are
often converted into implied yields (private-seaomparison), or are compared over the
Credit's evolution (previous same-program perforcean By these metrics, by the end of
2000 the Credit was proving extremely efficientdded it had reached the curious inversion
where $1 of Credit fetchetore gross equity than its estimated federal €osAlthough this
may be a transient phenomenon (see Section 2D helwosve is no question that Credit
pricing efficiency has shown a steady and veryigant improvement.

2. Intermediary costger dollar of equity raised.Due to precisely the same virtuous forces
(see Appendices 3 and 4 for background), intermngdiastsof raising equity have steadily
dropped, principally because investment vehicle® lecome ever larger and the investors
correspondingly more sophisticated.

3. Soft costs per apartmentAll available evidence indicates that soft costshat is,
expenditures that leave no tangible post-comple&sidue but are consumed during the
creation phase — are significantly higher in Crg@ddperties than they are in conventional
apartments. But views differ widely as to why thienomenon exists. Here we enter the
realm where Credit performance and affordable mmudelivery system performance
become intertwined. The financing and developngestation period for a property using
Credits is much longer — in months, steps, pardicip, and approvals needed — than a
conventional apartment property. Critical resosraee awarded competitively, with most
applicants being rejected. Many financing sournast be stitched together. Most of these
sources conduct independent or semi-independeietvewf each other's decisions and of
the property's viability. Some condition their adson other awards; some adjust awards
based on other awards. The process often prodeeaisvely rather than linearly. All this,
of course, translates into increased soft costgpartment financed. All stakeholders
bemoan the system's complexity. All wish it wareer. Suggestions, short of simply
increasing per-source funding, are rare, with immes Detaching Credit basis from
depreciable basis would help by, in effect, incirgaavailable funding (see Section 2F1.1).
Coordinating allocation of multiple sources in agte allocator (for instance, tying HOME
or CDBG approval to a successful Credit allocatisnpy definition, what is lacking, but
implementation of such coordination faces severeducratic and legislative hurdles.

4. Total costs per apartmentAll available evidence also shows that total sdst federal
affordable apartments are higher, per constanhydipal quality, than total costs for
conventional properties. Anecdotal and statises@dlence also suggest they are higher than
conventional properties with affordable rents. Mwous reasons are cited: federal regulatory
requirements (e.g., Davis-Bacon), infrastructurexagenous costs folded in (e.g., urban
improvement, resident relocation), financing comjtie higher standards, more inspections.

15 Federal "Cost" is normally measured as a net ptasgue at the Federal borrowing rate, the metipitally
adopted by OMB and CBO in legislative outlay scgrin
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With an observed phenomenon and multiple possduses, to our knowledge few studies
have effectively teased apart the distinctionslemtify relative contributions. Fewer still
have set forth useful practical suggestions to anpmatters.

5. Number of financing sources requiredThis metric is indirect rather than direct — tisat
multiple sources are presumably harder to assethnéiethe holy grail of one-stop shopping.
Moreover, when multiple sources are involved, tiegrlapping or intersecting requirements
mustall be met; there is no picking and choosfngn practice, multiple financing sources
are cited as a root cause of higher soft costoahdjher total costs.

6. Rent buydown relative to markefThis is aconsequential metric based on the reasonable
premise that the marketplace will produce enougtketdousing; hence, to justify a federal
expenditure, the housing produced must have a inaeggment, applicable either to all the
apartments (through rents lower than market) art@rget subset (through skewed rents,
subsidies, or sinking funds). Studies on this joerdiave generally found the Credit to be
reasonably cost-effectiVecompared with other federal programs but havepadicularly
addressed other possible efficiency metrics.

7. Operating budgets relative to markeProperties that are efficiently run should spksss in
operations. Conversely, affordable housing cosigerthan conventional, partly because the
tenancy has greater needs, partly because regutatprirements add costs. And in Credit
properties, additional cash flow generated fronrajeg savings normally goes back either
to the property (in additional renovations, reseye services) or to one of the various forms
of soft debt financing. Hence operating budget¢saasecondary rather than primary indicator
of efficiency.

8. Resident income levels servedhe lower the average resident income, the grédate
affordability benefit (even, potentially, at a heglpercentage of income for rent).

9. Marketplace delivery infrastructure Markets are presumed efficient when they have a
mature and deep pool of buyers, sellers, and mank&ers. This metric typically compares
a program against its own past performance anditeslegree against analogous programs.
By these metrics, the Credit appears quite effici@ome of that efficiency is being
demonstrated, albeit with unexpected consequencts resales of older Credit
investments by corporate investors who no longedrikem.

10. Utilization timing. The shorter the time between resource award andilization, the faster
the properties are built and the greater the v@afupresent dollars) they raise. Statistical
evidence suggests the lag between award and flevages about 18 months. Shortening it
would require simplifying the number of procedwstdps or financing sources required to
move from allocation to completion.

B3.  Recapitulation. Summarizing briefly, metrics suggested by stakadrs
for effectiveness and efficiency are as followse Table 1, next page)

'8t is not uncommon for a particular property toegge with six sources of financing, four or moreubich have
their own particular affordability requirements.

" See, for instancghe Low Income Housing Tax Credit: The First Decade, issued in 1997 by Ernst & Young for
the National Council of State Housing Agencies (NG$%
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Table 1

Credit Effectiveness and Efficiency: Metrics Offered by Stakeholders

Effectiveness Efficiency
e Longevity e Price (net equity) per dollar of Credit
e Cumulative apartments financed e Intermediary costs per dollar of equity
e Percentage national utilization e Soft costs per apartment
e Range of property types used e Total development cost per apartment
e Combinability with many programs * Number of financing sources
e Market share of properties financed e Credit per apartment (income targeted)

e Correlation with housing needs (growth)

Rent buydown relative to market

e Evolution since inception e Mature, deep delivery infrastructure
e Flexibility (prospective)

e Compliance performance

e Stakeholder consensus and support

e Successor program imitation

B4.  Participants and their motivations relating to effectiveness and

efficiency. Another way to examine effectiveness and efficyemould examine the incentives
of the three main cohorts of stakeholders activihénsystem — allocators, sponsors, and
investors — to see whether natural pressures ieilllya virtuous circle. This approach yields
the following short thought experiment:

Federal

Allocator

Sponsor

Investor (or
syndicator)

Table 2
Stakeholder Motivations to Create Effectiveness and Efficiency

Effectiveness Efficiency
Purpose for creating programs. Only in simgpamong multiple

programs seeking similar goals.

To the extent that policy and political No competition among states, but each
imperatives track needs. state should seek maximize impact for
its dollars.

QAPs typically target particular need®APs normally have numerous metrics
so if they are well designed, sponsorsaddressing several if not all forms of
are channeled to those areas. efficiency.

-- None -- Historically, tremendous competition
focused mostly on price.
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In short, investors compete almost exclusivelgapital-raising efficiency and are all but
indifferent to effectiveness. At the other endha spectrum, the federal government is
interested in efficiency only insofar as it furtiedfectiveness. Efficiency in pursuit of ineffaati
goals would, in federal eyes, be a bad use of a@apit

In between these two extremes, sponsors seeleefficto win award and follow
effectiveness targets set by the state allocalResponsibility for assuring effectiveness,
therefore, must lie with the state allocators.

Appendix 6 presents some relevant statistics eflitperformance, including changing
prices and volumes over times. Appendix 9 provalést of Web sites that maintain current and
historical information regarding Credit performamagionwide and among states.

2C. Core elements that have made the Credit successful

Enacted in 1986, the Credit builds on the preae@ihyears of federal affordable housing
experience to use more of what works and less at @Wbes not work (for a summary of the
author's view on this subject, see Appendix &.ctire elements — nearly all of which are
positive and have had a proven impact in the Csesliccess — include the followifig

1. Allocated in fixed amounts for which sponsorsmpete annually at the state leveNot
only does this define the federal contributiorgréates competitive mechanisms, via a state's
allocating agency and its qualified allocation p{®#AP), that have been very effective
harnessed into a virtuous circle of innovation eaoohpetition among prospective sponsors
and properties. Moreover, annual QAP cycles meaohkition much more rapid than the
federal legislative cycle. Resource awards astate level bring real estate decisions closer
to people who can assess local markets and loedkne

2. National utilization including every stateNational distribution of Credit activity (via per
state caps) has had two ancillary benefits:

« Broad national exposure. Credit properties exist in every state and nubSt territories.
National experience gives the Credit broad exposudespread public experiments, and
deep political support, as evidenced by the enosnmounber of cosponsors secured for
the cap increase.

e Housing Finance Authority capacity growth. State allocating agencies (predominantly
HFASs) have had nearly 15 years experience in nantiify allocation and underwriting
guestions. Aided by the Credit and by later blgchknted federal resources (volume-cap
bonds, HOME, CDBG), the HFAs have grown substdgtialcapacity, functions,

18 Material analogous to this was publishedlire Low Income Housing Tax Credit: The First Decade (ibid.). This
author was a principal contributing author of tregiort.
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asset¥, and net wortff, making them a critical affordable housing resetirchetween
federal and local initiatives.

3. Demand exceeds supplhAt both the level ofponsors (properties vying for allocations) and
syndicators (investors vying for tax benefits), demand hasagit exceeded supply. Today
demand outstrips supply by 3-to-1 or 4-to-1.

Not only does utilizatioff consistently exceed 99%, the constant awarenedsnodnd-over-
supply has created an urgency, not to say hungeme@ sponsors and investors.

Recently, though, there has been a backwash agaismpressure:

e Yields below risk threshold. With rising Credit equity prices, yields fell kevels
unacceptably low for most corporate investors.

e 40% increase in Credits. At the end of last year, culminating five yeaf®ffort,
Congress increased the caps from $1.25 to $1.78apéta, a 40% increase over two
years.

e Reselling by corporate investors. Many corporations that had previously boughtdiise
are now selling their investments in Credit projgsrbecause their diminished or
eliminated earnings reduce or eliminate their feedax savings.

Indeed, Credit equity markets and Credit propgwie vulnerable to recessionary forces,
although in unusual ways. From an equity perspec$1 of tax savings is always worth $1,
regardless of brackets, but only so long as itdérdhas tax to pay, so a disruption of
corporate earnings renders Credits less valuaki¢he property level, although Credit rents
tend to be cheaper, low income people are oftere malnerable to job loss from
recessionary economic contraction. See Sectiohe2@w.

4. Huge flexibility of property typesThe Credit can be used for an extraordinary waoé
properties; when combined with demand-supply coitipet this has driven private sector
developers to find innovative uses such as:

e New construction of suburban or rural apartmemtshose featuring large bedroom
counts;

e Specialized assisted living properties includif®>s and HOPWA;
e Workout of troubled properties;

e Preservation of properties at risk of market cosioms; and

e Privatization of public housing using HOPE VI fund

19 Estimated at roughly $100 billion.

% Estimated at roughly $15 billion, a capital ratforoughly 15%.

2L Except for the opening years, 1987 through 1988chvare irrelevant going forward.

22 As measured by allocation. No data are availébleur knowledge) that establish whether all prtips
allocated Credits in fact use them. Anecdotal ewae suggest there is some triage and utilizatibur&, but that it
is small and related to timing. All these consagkrthe inefficiency here is about at the minimamaginable level.
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A transparent decision proces3he QAPs are among the most public resourcedlmt
processes used in affordable housing. Moreoveguse they act at the state rather than
national level, they attract an intense kind ohpenent, recurring, almost professional focus
from knowledgeable local stakeholders. These htakers know that, year after year, the
process dictates how substantial dollars will baraed in their communities, and they know
that their input has impact. The result is a graintuous circle of stakeholder mutual
compliance enforcement that tends to lead, oves,ttmever more publicly virtuous
behavior.

Self-adjusting rents and no excision of economiotivation Additionally, rents are capped
not by a regulatory process but by an externatitgdian incomes) that changes every year.
Self-adjusting rents mean that properties have dmmiein hedge against inflation.
Moreover, nothing in the Credit mandates a capvamen cash flow or other intrinsic owner
demotivation of perverse incentives.

Outcome-oriented regulation and post-audit comapice The Credit specifies outcomes
and leaves owners and managers free to achieveithehmatever fashion they see fit, subject
to post-audit review. This procedure places thegl@nce burden squarely on the owner,
with large and enforceable financial penalties (ireecapture) for non-compliance.

Funding outside appropriations and '‘permanencdJnlike programs driven by mortgage
financing, the Credit does not rely on the annpgkrapriations cycle, which moves it out of
the direct line of fire in the continuing federaldget squeeze. Moreover, the Credit, resident
in the tax code, is not time-limited and is widetgarded as permanent. Establishing
permanency, a major legislative accomplishmenttgigars ago, proved a significant boost

to Credit pricing and Credit demand as stakeholdEakzed it was worth investing effort in
mastering and improving a program likely to be abtor a long time.

. No required HUD or FHA involvement or exposureSimilar to other block-grant
approaches (e.g., HOME and CDBG), federal involvamelimited to an up-front resource
award with little if any downstream requirementsgposure.

10. Investor transferability and exit strategyCompared with older HUD properties, where

investors are trapped by a contingent federal irctar payable on sale, Credit investors
have transferability and an exit strategy:

e Investors can transfer if they post a complianasdboAn industry has developed to
supply these.

» After the compliance period, investors can exitwib Credit recapture at all.

All of these features are huge, proven strengihsghe Credit. Principles such as these

should be adopted in other new or retrofitted fatewltifamily affordable housing initiatives.
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Features in common with other long-lived federalfafdable housing programs To
the best of our knowledge, the Credit is the tbhidkst major federal multifamily affordable
housing program still active — Section 515 and i8ac202 are both older. All three programs
have these features in common:

e A fairly clear focus of objectives — for low incomriral, and elderly, respectively — that
has not changed since program inception;

e Widespread congressional support;

e Remarkable consistency of critical program rulesravlong time;

e A large portfolio of properties that all stakehatlencluding residents perceive as successful;

e Reliable annual funding; and

e An established infrastructure of specialized spmado compete annually for the next
round of their program type, and who have thust lggimulti-property portfolios.

Of course these features are inter-supportingttaed causality is tangled (our list above
gives a rough order of cause-and-effect, but thezanany feedback loops). While this truism
may be of limited use in designing a new progrdrdpes imply that when there is a functioning
ecological system producing good housing with widead stakeholder support, that ecology is a
valuable thing on which to build.

2D. The Credit environment today and influential trends

With almost 15 years of experience, the Creditaricial delivery system is in many
respects mature, with:

A well-developed capital-raising system that haghed its optimal investor;

e Experienced state allocators that are increasthgyocus of federal housing resources; and

e Aninventory of properties, some of which are reaghhe end of their compliance and
affordability periods (raising a new cohort of akrproperties).

In general, the Credit financial-conversion indyss largely mature, and in investors it is
approaching the theoretical limit of efficiencyadt year typical Credit pricegceeded 100% of
federal cost, proving there are exogenous ber(efifs, losses) and also implying that capital-
raising costs are low relative to those benefitedi financial-conversion entities have
consolidated and the business has largely commeditto the point where tlsecondary market
in resold Credit investments will be larger thisuyéhan therigination market was 10 years ago.

In most senses, this mature and largely robusitsing is an asset; conversely, further
intrinsic efficiency/effectiveness improvementsiviidve to come internally rather than from
maturation.

Recently, however, two forces — one internal toadure industry, one external — are

reversing decade-long pricing trends. The poteatiasequences of this development are
enormous and hard to specify. See Section 2 Diwbel
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D1. The mature financial-conversion industry: investors, sponsors,
allocators. As noted, the Credit must be converted fromatg material (tax savings) into its
refined product (cash for development). All thpemcipal actors in the financial-conversion
sector have evolved, some to end-state maturity.

1. Investors As detailed in Appendix 5, investors have migidtem private-placement
individuals to public-fund individuals to corporatis to large corporations to CRA-
motivated financial institutions. These are thd-state consumers, able to use every element
of investment benefit (except tax deductions, fbicl there is a thinner mark8twith the
most sophistication and lowest intermediary costs.

2. Syndicators Related to investor migration has been syndiaatgration, as the large and
specialized have become larger and more speciali@athller players have been absorbed,
acquired by corporate investors to become in-hcapacity, gone dormant, or gone out of
business.

3. Sponsors Sponsor migration has shown three trends, twehath promote efficiency or
effectiveness:

e Increased specialization and persistence. Most Credit sponsors are in this business full-
time, competing in all available allocation cycle€dome subspecialize in volume-cap
bond acquisitions.

e Specialized teaming. Teaming among disciplines (e.g., a small norfipand a larger
for-profit or non-profit), induced by QAPs awardipgints in multiple categories, has
encouraged some productive business combinatidraldmihas created some multi-
headed entities.

« Geographic targeting. Few sponsof§have scale or multi-state reach; indeed, their
geographic domains seem, if anything, to be inanghsfocused. This is a byproduct of
the state-level resource allocation and the vanatin QAPs from state to state; each
group of sponsors becomes familiar with its ownesagreferences. The effect inhibits
scaling that would be expected to promote efficyganmperations and property
management.

4. Allocators Virtually all Credit allocators now have more theadecade's practical
institutional memory of Credit trends. With mulB@AP cycles has come greater
sophistication and targeting. For many state HEXedit-related activities are their
predominant business source. Skills learned inliCagiocation have been deployed into
more underwriting-related activities

% Some corporate sponsors report that having arlémation of losses to Credits makes volume-capdbo
properties less attractive to their corporate itosmss

%4 \Volume-cap specialists do a better job of spanstates, but even these typically operate in ncertiwan two or
three states at a time.

% We understand that some states use differenbiigsstandards when awarding Credits than theywien
making new first mortgage loans.
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D2.  States and their HFAs as a locus of resource awards. Beyond simply
Credits, states (and, typically, their HFAS) haeedime a locus of federal resource awards.
Consider the following federal resources and theiard procesgee Table 3, next page):

Table 3
Affordable Housing Resources, Locus of Awards

Resource Award locus How divided among loci

T A Needy Families State Per capita

Credit State Per capita

Volume-cap bonds State Per capita, then state pia&son to housing

501c3 bonds Open-ended --

HOME City, State HUD formula based on age of apartts, sub-
standard conditions, population below poverty rates

CDBG City HUD formula based on community needs

Section 8 vouchers Federal, City HUD allocatesaosing authorities

Section 202 Federal Application to HUD Field Offcand Hubs and, in
some cases, state agencies

Section 515 Federal Application to RHS Field Oféice

Accompanying this substantial increase in resauatlecated at the state level has been
significant growth in HFA capacity, executive ardiranistrative staffs, and financial resources.

D3. The maturing inventory. A given property's Credit life-cycle has three
relevant periods of time:

Table 4
Credit Time Period: Delivery, Compliance, and Affordability

Years Discussion
Delivery period 10 Level annual payments startingpidéial occupancy (receipt of
a Form 8609).
Compliance period 15 Credit recapture begins diegJim Year 11, gone by Year 15.

Affordability period 30-50 Pre-1989 properties hawvdy a 15-year affordability period,
so that between 2002 and 2004 about 150,000 apagme
could be at-risk of market conversion; thereaft@rdability
periods are generaffy30 years or longer.

% Until 1989, the statutory affordability period wadlat 15 years. The 1989 amendments extendédhthao

ways: (a) explicitly ratifying longer lock-ins reijed by allocating states, and (b) creating a buyoo at a formula
price — essentially net investor equity, inflated 15 years at CPI (not to exceed 5%) — that inesoases will be
below equity value, and in many cases above it1833, industry practice among allocators had dea minimum
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The first Credit properties came on line in 19874#ey are now 13-14 years old, so they
have completed their credit delivery period andageroaching the end of their compliance and
affordability periods. This full-cycle maturing $igeveral intriguing consequences:

1. At-risk. By 2002, some properties will be at-risk of mams@nversion — that is, both legally
eligible and economically viable. This risk wik Innitigated for several reasons: (a) early
properties included many Section 8 Mod Rehab andA&®515 properties, both of which
have other affordability locks, (b) some propertias junior accruing financing and are
economically locked, and (c) by 2005, when the 1@86age completes its compliance
period, statutory changes will greatly reduce if @laminate conversion risk.

2. Renovation Properties older than 10 years will generallyenheycled through their
appliance useful lives. By age 15, the property meed new siding or a new roof.
Structural and mechanical systems start to regigraficant upgrade and replacement by
years 20 or 25. The first cohorts of Credit préipsrare now reaching these ages, which
proved such a challenge to the HUD inventory.

3. Aging in place Residents have become more than renters; theyldegneene their own
small communities. This is especially visible Idexly properties (where average age tends
to creep up steadily until it reaches about agei&)in family properties the children's age
distribution changes as well. Older properties alsmduce site-specific social services and
resident programs, all of which enhance the prgmesta social asset within its community.
Indeed, if there is a general trend amaHlaffordable housing types, it is that as the priyper
matures, non-housing social services coordinatexligh the site become an increasing
percentage of the operating budget. The propedgines a micro-nexus for social services
— as it should.

4. Investors seeking exitInvestors have reached all the originally praddbenefits’. Many
of them will now be seeking an orderly economid.exndeed, some may be eager, if not
impatient, to do so.

5. Post-compliance affordability By 2003, there will be properties that have gpast their
compliance period but still have enforceable affdmitity covenants. Just how enforceable
those covenants will be without the Compliance fimsa(such as Credit recapture), and just
how motivated their sponsors will be if there igtimer downside nor upside— just property
management— is a question for the future.

The maturing inventory does have one undeniablaradge from a policy perspective —
the consequences of past resource allocation aradagenent decisions can be examined.

30-year lock by condition of original award. Medril®, throughout that interval, some states andesproperties
gained QAP points by requiring or pledging longsk periods.

%" This is not the place to debate the extent to vigestors — Credit or otherwise — paid for, expégor are
entitled to residual benefits. Suffice it herestty that many of these investors would be pleasedit if doing so
had no net adverse consequences — that is, toferatknet zero after-tax, out-of-pocket cost.
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Mining the inventory of older Credit properties for statistics and insights would be a very
worthwhile endeavor, especially from the perspective of either Credit changes or designing new
complementary housing programs.

D4. Recent market developments. For the entire last decade, the Credit has
benefited from the domestic environment: a grovéngnomy, rising market reifsand low
interest rates. This, coupled with the industiaidy steady maturation, have yielded curves that
have gone only upward, especially the pricing curve

Starting at the end of 2000, and continuing fwesal months, the pricing trend reversed.
Market evidence suggests that Credit prices, whattier peaked at 83-84¢ on the dollar, have
fallen, to perhaps 76-79¢ today (a 5-10% drop),raag be still falling. Is this a temporary
setback or have market fundamentals changed?

There are three identifiable causes of a pricirgioe:

1. Increase in Credit resourcesAt the end of last year, culminating a five-ykgislative
initiative, Congress increased annual allocat€dedits 40%, from $1.25 to $1.75 per capita
(phased in over two years), and volume-cap borais $50 to $75 per capita over the same
interval. The combined effect probably increadggdar federal tax expenditure on Credits
by about $2.0 billioff in federal 10 year annual tax expenditure witlequity consequence
of about $1.4 billiof". Even in a mature market that annually raiseserttvain $4.5 billion
in equity, a $2.0 billion boost in supply (albeites a few years) is significant.

2. Departure of some investors from the marketplaok few cohorts of major investors
decided that available yields were below the appatgprisk-reward point, and the market
appears to have shrunk.

3. Secondary market backwaslor several reasons, the volume of secondaryehagkales
of old Credits spiked at the end of last year:

e No need for Credits. Some corporate investors lost their earningsastrexpectation, so
Credits became of less use to them.

|t may seem paradoxical that rising rents, whictkenhousing less affordable, have helped the Créit with
rents in many markets rising faster than mediaorimes, Credit cap rents have become a greater haagdi
expanded the pool of eligible renter applicants.

# For this purpose, we have ignored Credits thai fis-of-right from volume-cap bonds that are usechffordable
housing, because although total bonds are knowaldeated per capita), we think national utilipatifalls below
95%, and statistics on the percentage allocabt®using are very scarce. Our single-state analysigpled with
informed opinion, suggests that volume-cap Creéitsesent perhaps 30-35% of allocated Credits, avithlue of
$1.3 billion.

30 Calculated at $0.50 per capita increase x 280GamiAmericans x 10 years, plus $25 per capita ameex 3.8%
credit percentage x 25% of volume-cap bonds toihgus280 million Americans x 10 years.

31 Calculated at 280,000,000 Americans, 10-year dgliperiods, and a cost equal to 70% of awards{téi@itory
construct against which annual Credit percentageset).

LIHTC effectiveness and Efficiency: A Presentatadrihe Issues Page 23



= Earnings adjustment opportunity. Investors who bought Credits some years ago\(adr
prices) could make a capital gain by selling themme Credits at higher prices.

As a result, secondary market sales of Creditdaaitoday are estimated at roughly $1.0
billion of equity volume, a volume equal to perh@a86 of the 2000 equity demand, a
considerable jump from last year.

Setting aside withdrawal of some investors as tmgliantify, the increase in supply
alone probably represents a 30-45% increase iruptavailability over that present six months
ago, and theerception of an impending surplus has led many investotsotd back on their
commitments in anticipate of a downward price adrom. This comes just at a time when the
economy appears to be weakening and a meaningfiidn of investors are rethinking their
future earnings expectations and tax credit needs.

D5.  Possible consequences of a Credit price decline. No one can say for
certain whether the Credit price decline is a bliphe start of a longer-term phenomenon. But
while it exists, we can expect the following immegéi consequences:

1. Unsold inventory Some properties expected to be syndicated, achigeve a particular
equity raise, may take longer to sell or need toelpeiced downward. Some entities that
inventory product anticipating syndication may fitemselves having to sell the product to
others that have capital and lack properties.

2. Need to re-underwrite previous transactiandost allocators of Credits or other resources
sized their awards using an expected future pacéie Credits that represented a projection
of market conditions 6-18 months hence. In the,phagse projections were always fulfilled
because prices generally rose. If the price dedlmids, the resource awards will be too
small and sponsors will need to re-underwrite tlramsactions. This is particularly true of
1999 and 2000 Credit awards that may return to #gencies for more Credits. That in turn
could lead to new production constricting.

3. Possible workout exposureShould the rumored economic downturn arrive, €red
properties will not be immune — poor people losartiobs in recessions — necessitating
workouts and recapitalizations. Further, propertirderwritten with rents close either to
Credit cap or market rent may be ill-equipped todta rapid, unexpected price spikes in
operating costs (such as the utility cost jumps beug experienced in California).

Meanwhile, a falling-price market for Credits maghke new capital hard to come by. In
other words, if the volume of workouts rises, taeaurces available to work out those
properties may simultaneously shrink. This unfoatie circle commonly reinforces in
recessionary environments.

4. Accelerated consolidation among syndicator& price decline will especially stress the
smaller, less diversified, or thinly capitalizeahdicators, accelerating the industry's
consolidation.

If the markets in price decline — a phenomenon as yet unprovepoliey changes or
proposals that introduce uncertainty might havertnér erosive effect on Credit prices. (When
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the Credit became permanent in 1993, prices surgexsponse, so a reversed effect is
plausible.) To that end, ambiguity (introduced,dgample, by confusion about eligible basis) or
uncertainty (about possibly damaging changes) ceaitdh potentially be disproportionately
unhelpful, and efficiency gains (as, for exampljindng from simplification) would be
correspondingly precious.

D6.  At-risk inventory of expiring-Covenant properties. Within two years,
the first Credit properties will complete their@fability periods and be eligible to go market.
To this point, there have been only a few studfeh®consequenc&s but a reasonable estimate
of the volume is shown below:

Table 5
Estimate of Credit Apartments Vulnerable to Market Conversion in the Next Six Years

Period Apartments Percent at Percent at Estimated
developed®®  legal risk®**  economic risk  apartments
1987-89 130,000 70% 50% 45,000
1990-93 200,000 30% 25% 15,000
330,000 60,000

In other words, about one in five apartments dgyedl with the credit, an aggregate
equivalent to a full year's new production, is @oly at genuine risk of conversion.

D7.  Single-Family Housing Tax Credit proposal. Recently, the President's
Budget introduced a proposal to provide a singteifahousing tax credit (the "SF Credit")
designed to stimulate affordable homeownershipuchthe way the Credit has been perceivied
as stimulating multifamily production.

Attached as Appendix 11 are a brief summary of3ReCredit's provisions, at least as
they have been reported, and an article of incmhmentary.

Among its principal provisions, the SF Credit is:

e An annual allocation of $1.75 per capita, indexadifflation starting in 2003 (same as th¢
Credit);

e Allocated per-capita among states (same as thatred

e Received over 5 years (instead of 10 for the Credit

e Targeted at new single-family housing (includingg@@ominiums and cooperatives) in censgus
tracts with median income of 80% or less of arediareincome; and

A\1”4

32 See Katherine D. Collignan, Executive Summaspiring Affordability of Low-Income Housing Tax Credit
Properties, prepared for Neighborhood Reinvestment Corpamatidich explored the issues in good detall; it is
available from the Joint Center for Housing StudiEblarvard University at the URL identified in Appdix 9.

33 Statistics compiled by Recap from published saairc®ee Appendix 6.

% Risk percentages are unsubstantiated estimated baspersonal experience and knowledge. Bettarvauld
be useful.
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e Targeted to homebuyers at 80% of median incomelomb(versus 60% for the Credit).

o

As illustrated in Appendix 3, such an SF Crediaigeted appropriately to the high-en
renter on the verge of becoming a homeowner (atthdust-time homeownership is not
mandatory for eligibility).

Dialog regarding the SF Credit may create two ofymities:

1. Lessons learned in the Credit may be prospectagbyicable to modifications of program
design in the SF Credit.

2. A tax-legislation vehicle carrying the SF Credityntaeate an opportunity to introduce ang
enact appropriate reforms to the Credit. See @e®F and 2G below.

2E. The Credit's strengths and stretches

Any program winds up being more effective in someaa (its strengths) than others (its
stretches). This is particularly true of the Ctedhich not only is the largest current housing
production program (measured in funding), but &las enough flexibility to lend itself to
numerous experiments stretching the boundarigs efability and feasibility.

Understanding the Credit's strengths and stretefieselp the Commission formulate its
approaches, whether those are internal (proposatgels to the Credit), exogenous (proposed
changes to other programs), or creative (proposedpgmograms). Following, therefore, is a
brief summary of the Credit's strengths and stet¢h a number of dimensions:

El. Rentbargain relative to market: larger near the MSA periphery.
Properties financed using the Credit as their femeral resource can generally sustain some
rental advantage relative to market. Rent capseast across an MSA, but market rents tend to
be lower near the MSA's periphery. Perhaps beaaiubes, Credit properties lacking other
federal resources tend to arise in a ring neapénphery. Properties in stronger submarkets
generally need additional resources beyond theiCred

E2. Resident income range served: 45-60%. Credit properties lacking other
federal resources tend to require rents affordabiamilies between 45% and 60% of area
median. Conversely, extremely low income (belowo3ff area median income) residents
generally cannot be served solely by Credit eqeity buydown.

Indeed, serving ELI residents remains one of tleatgchallenges of affordable housing,
for two intersecting reasons:

e ELl-affordable-rent pays only operating costsAs shown in Appendix 3, rents affordable to

ELI residents are so low they barely cover propepgrating costs, leaving nothing
whatsoever to pay debt service. Any program shicatpure capital grant (as in §202) will
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be unable to reach down to ELI residents withomedorm of resident income supplement
(either direct or through an internal cross-subsadlyays a dubious proposition).

e ELI residents need more service# full-time worker at the minimum wage earns a2+
25% of the national median income. By arithmehen, families whose income is below
30% of area median lack a full-time wage-earneheter elderly or family, they tend to
require additional social services. Since the ertyas the logical nexus to deliver these,
often they are delivered by property staff and gohthrough the operating budget. Between
services and wear they may impose on the apartpsmdl residents tend to bring higher
operating costs.

That it does not reach to ELI residents is noa@stn of the Credit in isolation. But any
initiatives seeking to reach ELI residents shodsthpn accessing Credits as part of their
capitalization and should devote efforts to coamtimg the new ELI-targeted resource with the
Credit delivery system.

E3.  Apartment mix: smaller bedroom sizes rather than larger. Assuming
(as seems reasonable) that apartment costs cervétatapartment siz€,credit-cap rents adjust
according to formulas that tend to make small apants more cost-effective than large ones, as
shown in the following simplified chart:

Table 6
Rent-Cost Ratios, Different Bedroom Sizes (normalized against a 2-BR)

Bedrooms Occupants Size (sq ft) Rentvs 2-BR  Sizevs 2-BR  Ratio to 2-BR

1 15 550 83% 73% 1.14
2 3.0 750 100% 100% 1.00
3 4.5 900 116% 120% 0.96
4 6.0 1,050 129% 140% 0.92

Assuming that operating cost correlates roughti @partment siZ€ and accepting these
figures as representative, a 1-BR is 14% more efdsttive (rent to cost) than a 2-BR, while a 4-
BR is 8% less cost-effective.

Such statistics as are availaBlsupport the proposition that the Credit is strom-BR
and 2-BR apartments, less effective reaching 3-BiR4aBRs. In recent years the percentage of

% Available evidence is incomplete. Data compilegbieliminary research for the Public Housing OfiegaCost
Study suggests that incremental square feet dmo@ase operating cost linearly, then the rentetsi-ratios would
not be as unfavorable for larger apartments. Nbghkyss, Credit utilization consistently favors Beraapartments
(1-BR and 2-BR) even among family properties.

% Other factors, of course, go into the allocatiboast among different apartments. Some costéeaes for each
apartment (e.g., administration). But others, nsigaificant ones, are much more expensive fordaggpartments,
such as the number of people per apartment anautinber of children per apartment. These considesimake
the larger apartments even less cost-effective tenumerical experiment done here.

37 See, for instancé).S. Housing Market Conditions, Winter 2000, table 2, available at
http://www.huduser.org/periodicals/ushmc/winter2(isidata.html
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larger-bedroom apartments has ticked up, suggestaigsome states have evidently taken notice
of this by awarding QAP points for different tenantbedroom-mix configurations.

E4.  Geography: intra-state, not inter-state strategy. Credits are allocated at
the state level, focused on the QAP process. sut, the allocating agency has a strong intra-
state focus. While the states share best pracgeed one operates independently. Concerns
that may straddle multiple states or even be natipnorities are not necessarily captured.

Similarly, priorities that may be important at tleeleral level (e.g., a preference for non-
profit sponsors) can be uniformly implemented ia @redit only through the cumbersome
device of a 842 statutory amendment dictating QAiatpaward for such elements.

There is thus a natural tension between the Csezdipression as a revenue-shared per-
capita block grant, implying state autonomy, ang faderal efforts to add, refine, or redirect the
Credit's particular targets.

E5.  Property type: production rather than preservation. The Credit was
always intended as a production program, eithercm@mstruction or substantial rehab. It works
particularly well with historic tax credits. Théacated Credit was not designed as an
acquisition device; indeed, some of its provisierplicitly favor production over preservation
(for example, 9% credits for construction or rehafdy 4% for acquisition).

Conversely, the volume-cap bond Credit (4% Cred#sof right to volume-cap bond
allocations) works very well with acquisitions, eviough the minimum-rehab requirent&nt
poses a hurdle in some cases.

E6.  Property size: small rather than large. The Credit reaches very
effectively to small properties, partly because@nedit amounts are so much larger as a
percentage of total development costs. While peestatistics are unavailable, we speculate the
typical or most common size for an allocated Crpdiperty is only about 40 apartmetits.

Conversely, large or very large properties — saklHOPE VI public housing
revitalization — are at a disadvantage becausedaeyonsume such an enormous percentage of
a state's annual allocation that the state is stal@lably reluctant to devote the resources. In
some cases an individual massive property maydiehrup into phases simply to spread its
Credit allocations across multiple years. Simpghenomena have been observed in volume-cap
bond allocations.

Allocators may have an additional incentive todiasmall properties. To the extent that
allocators are motivated by a desire for public destrations of success (ribbon-cuttings on new
properties, e.g.), several smaller properties pl@wore opportunities.

38 Currently 10% of building cost, capped at $3,080 gpartment.

% The average is higher because of a few very largeerties receiving Credits. We also observehhime-cap
properties tend to be significantly larger thawwedited-Credit properties, perhaps as much as tinmes the size
(e.g. 50 versus 150 apartments).
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E7.  Targeting need: current population rather than change. The Credit is
allocated based aurrent state population rather than other metrics with which housing
academics generally correlate housing need, suchages in population, changes in supply, or
affordability ratios.

This feature is woven into the Credit's warp andtyeseems immutabf&

E8.  Types of preservation/ revitalization. As mentioned above, the Credit is
oriented more to production than preservation,areh the volume-cap bond variation (with
accompanying 4% credits) recognizes rehab as antiselement. From the standpoint of
various types of at-risk housing, therefore, thediiris strong in revitalizing older properties
facing physical deterioration or weakening markets.

Conversely, properties that are at risk of macketversion have difficulty using Credits
for preservation. Not only are the rehab requireisia hurdle, the allocation cycles emphasize
deliberation, by contrast with the need for spedénva property comes on the market. Some
market-conversion-risk properties have been presenging Credits, but usually only when the
seller slows down its process to accommodate theadion cycles.

E9.  Responsiveness: QAPs rather than administrative technicalities.
Resource award emphasis changes every year beQalseare annual cycles. With 15 years
experience multiplied times 50 states, the QAP ggsd¢s well documented, well tested, well
scrutinized, well understood, and generally wedpected.

At the same time, the most logical compliance ravaiand enforcers (the states who do
the allocations) are denied much of the programimaidtration, either because it is specified in
the statute itself (842) or because the questalhgvithin another jurisdiction (IRS). Thus the
states have from time to time had good ideas toongthe program that have gone
unimplemented for some time as either a legislatatacle was assembled or efforts were made
to persuade the IRS to make modifications.

E10. Competition: among sponsors and investors, not among states.
Coupled with the effective QAP system, a decaddeofiand 3-to-1 over supply, at both the
sponsor and investor level, has generated a ralmalstemarkably competitive industry.

Conversely, there is no competition among statéetefficient or effective in using the
Credit (though obviously the states are individpua#eking these goals). Each state receives the
same amount of Credits regardless of the jobdbiag.

E1l. Compliance: basis and enforcement, versus ongoing reporting. The
Credit has simple outcome-oriented compliance mashes (see, Section 2C.7, above) and
powerful enforcement mechanisms via Credit recaptiiiven more significant, the annual

91t may be relevant to reopen this question inciwetext of a Single-Family Housing Tax Credit. |
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allocation approach puts a hard cap on federalrekpees and makes it up to the states to
assure that the resource is used. All this issband proven.

Conversely, compliance at the level of residenbme files depends on post-audit review
that is far less than 100% (although recent letn&daand administrative changes have increased
monitoring). Today allocating agencies are reguiceaudit 20% of a property's apartments
every three years (that is, 7% of the apartmentsyai@ audited). Additionally, within two years
after a new property is placed in service, itsatong agency must conduct a physical inspection
and review 100% of the initial resident files.

In any case, there is no credible evidence of adgspread non-compliance. Also, over
the years investor and syndicator pressure havevabetl Sponsors to assure their property
managers are knowledgeable and have created v&reds-certification programs.

E12. Capital assembly: multiple sources, not two-source financing. Because
the Credit reaches only to part of total cost, uistcombine with other resources.

When the Credit was first enacted, it was typicalled in two-source financing in
combination with hard debt (FmHA 515, Section 8(22Mod Rehab, or even conventional).
But a decade of demand over supply has enabled@Amther scoring pressures to pursue
deeper income targeting, down to the point wheregaurce finance is less and less common.
Instead sponsors typically have to cobble togdther, five, or even six different capital sources
to make their transactions viable. Often the sapmnsors are visiting the same capital sources
in rotation as each tries to assemble the magidowtion of resources. Increasingly, therefore,
one allocator's award is valuable only if the spomrcsin secure corresponding awards from a few
other allocators.

Some states have recently recognized that Cremjiigpties ring numerous state doorbells
simultaneously and are moving to more consistemtgssing. All Massachusetts agencies, for
example, require the same 'One-Stop' applicat®eweral other states are following suit.

E13. New capital infusion: hard debt in good markets, not soft debt or soft
equity in weak ones. If capital assembly is complex for initial develogmt, it can be even more
of a challenge for a property 5 or 10 years indajperations (or, even more intriguing, after 15
or more years).

In general, and in sound properties, Credit ceitergs should rise faster than market
rents. Credit ceiling rents rise with median ineswhereas rents for any given propertgnd
to lag inflation a little as the property ages.e™ap between Credit ceiling and current rent tends
to widen over time. That being the case, oldeperties in sound markets normally have a
refinancing opportunity to bring in new hard debtéplace the old hard debt. Provided any
junior soft debt does not accelerate, there isntiatieto draw in new capital. Non-profit sponsors

*1 In this context, we are considering a propertaiit substantial rehab, which shortens its effectige and is
normally accompanied by a material boost in reaise
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are looking at devices such a these to createdat$te to buy out their investors for the formula
prices written into their documents.

Conversely, the complicated financing arising fnomltiple-source resource assembly
tends to encumber the property's operations in mayg. Should the property encounter
difficulty, there may be numerous existing barriersiew capital infusiof.

Traditionally, the source of new capital for work®thas been the current investors who
are motivated by a combination of looming contirtgexit taxes upon foreclosure and the
likelihood of additional (valuable) tax deductidinem operating losses or new improvements.
Neither lever is as effective in Credit properti@sg other sources are unavailing, so Credit
properties have some vulnerability should theyinio operating difficulty in the late years of
the compliance period.

Downstream capital infusion is likely to becomeiareasing priority as the Credit
inventory continues to age. Once the propertypaased its compliance period (the 15th
anniversary), the investors will have no motivatwimatsoever to contribute new capital, and the
property will have to stand on its own, either wigw economic investment (meaning higher
rent) or with new resources (including another tbohpublic resource awards). Critics of the
Credit have questioned just how long the governméhbe able to enjoy the affordability
bargain without having to reinvest.

E14. Sponsor change: investor transferability versus sponsor enforcement.
As discussed in Section 2C.10, above, comparedathiir affordable housing programs, the
credit allows investors to transfer their interasih remarkable ease, and they can exit after the
compliance period. These are huge advantagebadkiatalready proven their value and will
continue to prove them as compliance completiomwéor the first generation.

But Credit properties are as vulnerable as angrgiartnership to a weak sponsor. Most
sponsor enforcement mechanisms available to aatagwdre more effective if the sponsor is
larger, well capitalized, involved with many propes, and actively developing more. When the
sponsor is small, thinly capitalized (or grant-degent), and targeted on one or only a few small
properties, enforcement may be strong on papewbak in practice. This becomes even truer
when the property itself is small and remote, beedhe investors (who are increasingly large
financial institutions) do not want direct operaiab control, and the financial incentives to
induce a successor to come in are often weak (ecdevelopment profit has been removed).

E15. Compatibility with other programs: debt, not hard equity. As soft
equity, the Credit works effectively with all forne$ hard and soft debt Conversely, the

“2 An analogous problem hamstrung the HUD inventoryykars, leading to a slow deterioration of a ificamt
fraction of HUD's older assisted inventory. RebeHtUD has adopted initiatives such as Mark Up tarkét
(MUM) and greater latitude with Flexible SubsidypPerties, in part to deal with this physical atrppghused by
inadequate capital reinvestment.

*3 Credit basis considerations practically dictat tirants are transmuted into soft debt, with thergstream
consequences of encumbering future cash flow apidat@nfusion opportunities.
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multiple-source financing tends to drive out hagdity as a capital source. As noted in
Appendix 1, this is seldom a material loss in neadpction, but when new capital is needed
(see Section 2 E.13, above), the absence of ameuorquity alternative may limit choices.

E16. Legislative change: countercyclical to the housing committees. Alone
among the major federal affordable housing resaitbe Credit is outside the housing
committees' jurisdiction. And the authorizatiomdax tracks tend to run asynchronously and
with relatively little coordination between them.

As a result, most housing legislation proceedsally independently of Credit legislative
change. There are upsides and downsides to this.

e No annual appropriation. As a tax expenditure, the Credit is invulnerabléhe usual fiscal-
year-end scramble to squeeze an appropriationstalthe committee caps.

 Hard to enact conforming changes*”. Housing legislation that could benefit from comfing
changes in the Credit — or vice versa — seldomah@aisictical chance of securing it
contemporaneously.

» Silos of dialog. Dialog and idea exchange between the housirgparation/appropriations
community (centered around HUD) and the Credit comity (centered around the HFAS)
tends to be infrequent and limited.

The result is a bipedal locomotion of federal degu— housing, Credit, housing, Credit
— over time.

2F. Internal changes that might make the Credit more effective or
efficient

Disclaimer about feasibility As noted in Section 2E.16 above, the Credeggslatively
countercyclical to other housing initiatives, begayerned not by the spending committees byt
by the tax committees. For this and other reasbrssquite durable and hard to change.

It is up to the Commission to decide whether argngies that might conceivably be
desirable are in fact practical to pursue, and,ii®w they might be pursued. For the
Commission to do this, however, it must be informrasdo the range of possibilities, and their
potential merit. This section thus identifies pdital changes to the Credit, identified by one dr
more knowledgeable stakeholders, that might beutgahey could be timely enacted in the
form proposed and without particularly addressing the likelihood of their enactment. In no sensg

*4 As an illustration, when Congress was developiagkato-market (M2M) for HUD Section 8 propertielset
potential problems of contingent Federal incomesdrwomed large as an obstacle to a successfulgmogrhen
HUD Secretary Cuomo even persuaded Treasury SecRtidin to appear with him advocating legislatia® relief
in an M2M context, but, despite this initiative daseveral hearings in the authorization committaegax
legislation was ever seriously advanced. (Forelgathe problem was later solved through regujaimeans, via an
IRS Ruling, with active support from Treasury.)
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are these our recommendations; rather, they ae@@ameration of possibilities that go to issueps
identified in this paper.

For each provision, we briefly describe the sugggshange, as well as some
perspectives on it, independent of its potentigdlementability. Section 2H provides a
structural discussion of the legislative approachesCommission might pursue.

F1.  Structural. These changes would seek to affect Credit outsomith a
view to enhancing effectiveness or efficiency.

F11. Establish 'Credit basis' independent of depiaule basis and let
states certify it As discussed in Appendix 4, Step 4, determiningd basis, both at allocation
and at completion, is a critical proposition. Hue sponsor, it has some no-win elements: if the
basis is lower than the Credit allocation, the spomust refund Credits to the allocator, and if it
proves to be higher, no additional Credits arelalbd. Moreover, between allocation and
completion external events may intrude (e.g., isseaf an IRS Technical Advisory
Memorandum) that effectively change the rules ftipipants halfway through their process.

Other programs (e.g., historic tax credits) recogra difference between depreciable
basis and credit basis, to no apparent detrimidete, with Credits capped at the state level and
with states making allocations of what they rightigw as an enormously precious resource,
there seems little purpose in perpetuating thisietd of uncertainty. The irony is particularly
great because the recent TAM uncertainty has, \Wweviee had the undesirable consequence of
contributing to a lowering of Credit prices. If $be total commodity allocated by states is no
smaller (because the excess is available for ieltan to another property) but the amount the
federal government receives for its commodity mafsct dropped.

Clear rules, standardized among states and adereisby states, would eliminate this
ambiguity to no apparent detriment. It would eealyleater precision and certainty in credit
allocations.

A more truly devolutionary step would simply dectu@redit allocations entirely from
basis and treat them as analogous to HOME or CDBthatis, allocable at discretion subject to
caps. Given a robust and transparent competiteuda@tplace for the resource, it is hard to
identify a drawback to doing thigit could be enacted.

F12. Conform common definitions among programs, esplly
income eligibility and rent capsAs noted in Sections 2E.12 and elsewhere, thdiQrg itself
almost always must be supplemented by anotherdafifaity source, usually a hard debt or soft
debt vehicle (e.g., 501c3 or volume-cap bonds, HQM#E.Ich other programs also have
affordability requirements, typically income, reradps, and duration. Conforming programs one
with the other, or adopting conformance recipreeityf | conform to my standard, that counts
for your standard— would greatly simplify procegsand compliance.
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Obviously, such conformance can work in eitheraiomn: the Credit accepting other
definitions as qualifying, or the other propertg@gting the Credit definitions. Either way is
helpful, and we believe both have been dane

F13. Eliminate 842(b)(1)(B)(i), which lowers Creditto 4% if 'other
federal funds' are involved This provision, which has been part of the Crsiite enactment,
was evidently based on the premise that a proglduld not receive more than one form of
federal assistant®for fear that 'subsidy layering' (as it was thewokn) would lead to sponsor
overcompensation. That may have been a practstair 1986, but in today's market properties
face financing gaps, not over-sourcing. And in eage, the Credit is capped at the state level, as
indeed are all the other available federal resaufeelume-cap bonds, HOME, CDBG). Itis
hard to find a public-policy reason why two finiedlocated federal resources should be worth
less when combined than the sum of their sepagatefits, especially when the combining is
being done by (in many cases) the very same Sjatecy.

See also Section 2G.22 for the corresponding extt@ssibility, repealing §102(d).

F14. Repeal the 842(d)(2)(B)(ii) 10-year ruld his ‘anti-churning'
provision essentially precludes an existing propidm receiving an allocation of acquisition
(4%) Credits if it has changed hands within theepding 10 years. As with the preceding
provision, this provision derives from the Credigh during the same tax reform act that
eliminated almost all forms of tax shelter. Weidat that its congressional purpose has long
since been fulfilled and that it now simply serassan impediment to acquiring, preserving, or
recapitalizing an otherwise equally deserving grotipandidate properties.

F15. Mandate affordability periods longer than 3@grs There is
some precedent for this, as the original Crediydar affordability period was extended to
effectively 30 years by the 1989 amendm&ntSome states have piggybacked their own state
credits onto the Credit, usually with periods lantj@n the federal standard.

At the same time, this change does nothing thedta sannot do now in its QAP. While
there is precedent for congressional impositiopasticular priorities (see, for example, the 2000
legislative changes, which added three priorities @iminated one), there is no evidence
available to us that suggests affordability periagsunreasonably short, or that the states are not
diligent in pursuing longer affordability periodsvere warranted.

F2.  Administrative. Administrative changes would not change struttura
elements but would tend to make processing smoatiethus to reduce transaction, processing,
or compliance costs.

5 For example, §42(g)(2)(B)(i) treats any paymeat®ived by Section 8 subsidy as excluded fromekiglent
contribution in a Credit property, in effect confing Credit resident rent caps to Section 8.

“% Itself defined rather extensively in §42(g)(2)()(

*" Codified in Section 42(h)(6)(D).

LIHTC effectiveness and Efficiency: A Presentatadrihe Issues Page 34



F21. Coordinate funding cycles at the state levéany stakeholders
noted the need to access multiple scarce resoanckthe difficulty of holding a transaction
together while asynchronously pursuing codepenfigrating sources. Coordinating funding
cycles and intake processing is entirely logical.

At the same time, complementary funding cyclesdatermined at the state level, often
by the Credit allocating agency(ies), or a the llémeel, in the case of HOME and CDBG funds,
So it is not apparent how exhortations or stricwaethe federal level could do much more than
the states could do for themselves should theynsose. And processing innovations being
adopted in some of the bellwether states suggasthis coordination is starting to happen
already, without federal intervention.

F22. Allow states some form of delegated monitovergforcement
authority, with IRS oversight or final decision-makg. Numerous stakeholders suggested this
improvement, citing the states' role in allocating Credits, their involvement in the
underwriting, and their natural vested interesenuring compliance. In other contexts, the
states themselves have noted the disparity.

At the same time, no stakeholder offered a mechéaatcmight address the IRS's concern
about delegating its powers to non-Treasury agendsait since anything a monitor did could
itself be subject to audit, it would seem possibleonstruct a system whereby states had the
option to audit and deliver their findings, subjectRS concurrence (active or passive).
Stakeholders who suggested this improvement naittdthe ability to stimulate enforcement
and the salutary benefit of being able to defendpl@nce to outside critics rather than relying
solely on the IRS's enforcement and reporting aqugves.

F23. Provide financial incentives (positive or nefijge) for states to
assure that allocated funds are spent in a timedghion Judging from statistical data, the
typical Credit property takes about 18 months fadlocation to Credit flow; compared with
theoretical tax expenditure costs, therefore, tieeadout 1% years of free float benefiting the
Treasury and hindering the properties' syndicataloe in the marketplace. Shortening that time
frame would presumably raise Credit prices, hengaoving Credit efficiency.

Motivating a shorter time interval is relevanthetreason for delays is lack of motivation.
There is no particular evidence that this is treecaSponsors are keenly motivated to flow the
Credits as fast as they can, both to raise the jancl, more immediately, to bring in the capital
soonef®. So are states. Since no stakeholder benddits $tow Credit flow, it is hard to
envision how rewarding or penalizing based on Grialiv timing — other than reallocating
unused Credits from states with slow flow to thash fast flow — will do more than increase
their awareness of this issue.

F3.  Technical. Technical changes have consequences similar to
administrative but tend to require changing soreeneht in the statute itself.

“8 Almost every staged pay-in delivers a meaningfuink of the equity at Credit flow (Form 8609 or a@lent).
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F31. Allow tax returns to serve as income verificat. From a
compliance standpoint, tax returns if available \dareatly simplify income verificatidf. The
Credit is not an entitlement; residents have nbtrig occupy a Credit apartment. Their
occupancy is in turn conditioned on a host of axtiand behaviors representing in some sense a
surrender of privacy privileges (e.g., the owneght to verify income). While ordinarily tax
returns are no one's business but the taxpayel'hanRS's, applicants seeking a particular
benefit, who have already agreed to allow inconrdigation, have fewer grounds to defend the
privacy of their tax returns.

Obviously the full tax return provides informatisnbstantially greater than that required
to establish income certification for Credit occnpg so if verification were to be sought, it
would be entirely appropriate to find some fornegtision of relevant informatich

This is as perhaps as good a place as any tdhaitan Section 2F, proposals are
presented without regard to their implementabiliyccessing tax return information has drawn
considerable criticism when advanced in other cdate- to the best of our knowledge, HUD
has never pursued it for HUD properties — and cha@xpected to be equally controversial
here.

F32. Eliminate the 842(h)(1)(E) 10-percent expendi¢ test As a
stimulus to assure that Credits are timely spéetotiginal Credit provided that if a property
received an allocation, it must spend at least ©0%e projected basis in the year of award.
Subsequent statutory amendments, including on806°2 liberalized the 10% standard but it
remains on the books.

The 10% test was Congress's original effort ta@sklthe concern mentioned in Section
2F.23 above, namely that states should be encalitaggend Credits timely. But, just as
outlined in Section 2F.23, states now have thatvation, and there is no apparent reason why
the rigid 10% test is particularly necessary. ddjeseveral stakeholders indicated that 10%-test
compliance and verification adds its own elemehtost to the development, especially the
early stages; we infer that its presence mightadigthinder timely delivery of Credits by
deflecting attention onto that interim questiorheatthan more substantive ones.

F33. Allow properties in low income rural areas &stablish rent caps
based on statewide rather than county wide mediacoime This provision? would raise
Credit caps in very low income rural areas wheredi@rcap rents are so low, relative to
construction costs, that they make developmenigodatly difficult. It essentially conforms the

“9 Notice that this is an example of the conformamrieciple — namely that certifying facts to oneiewver should
be sufficient for other reviewers.

* The analogy comes to mind of credit-card authtinmachecking, where the user inputs an authodmagimount
and receives a Yes/No response.

*1 The 2000 change provided that for allocations nafté July 1, the 10% test must be met withinnsonths after
the allocation, not on the fixed date of Decemtier See Appendix 10.

*2 Introduced in HR 951.
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Credit's rent cap definition to that used in taempt bonds and is another example of the useful
principle of conformance among similarly-motivafgdgrams.

2G. External changes or new programs that would likely make the
Credit more effective or efficient

The Credit's effectiveness and efficiency when doated with other programs can be
improved either by changing the Credit or by chagdhose other programs, just so the two in
guestion move closer together. If there has begamaral trend of amendment over the last
decade, it has been fairly consistently toward tloaformance, so it is logical to explore both
sides of the question.

The Credit is soft equity and most of its logicahbinants are hard or soft debt, so the
Credit tends to play a similar role with all of the That being the case, conforming the Credit is
appealing because it can be done once, in 84Z;@ret numerous debt programs by name or
attribute (including debt programs that might ansé of Commission recommendations).
Conversely, conforming those debt programs is dppggdecause, if they are within the
discretionary spending purview, the changes caarapany any housing-related legislation that
might arise from Commission recommendations. Eithethod could work; it is all a matter of
practicalities.

G1. Structural.

G11. Conform common definitions among programs, esjally
income eligibility and rent capsThis is the converse of the same reasoning st ifoiSection
2F.12, above. lItis equally valid.

Perhaps most relevantly, should the Commissiongaemew legislation or funding,
particularly in the form of grants, soft debt, @rth debt with advantages (e.g., lower interest
rates), we would encourage any such legislationdilode as an opening plank a broad
conformance with ceilings, protocols, and potehtiehanging provisions within the Credit
wherever their goals are compatible, so as to lmaide efficiency into the new program.

This method would work even if the metric chosemendifferent. For example, suppose
the Commission were to recommend a proposal tautdbm large-bedroom family apartments, or
apartments for ELI residents. If the proposed mogused the same formulas for rent or income
calculations, it would mean that one set of cakoois or certifications could, with the press of a
calculator button, derive two sets of numbersvduld also mean that ratios established at
program inception would by mathematics hold ovelgpam implementation.

G12. Waive CODI on cancellation of old soft debt faroperties that
extend affordability While Credit properties generally allow an ineesexit after the
Compliance period ends (see 2C.9), the Credit'®lsriltiple sourcing and its affinity for large
soft debt (see 2E.12) means that many properties decruing soft debt that acts as an inhibitor
to new capital reinvestment. Localities and oti@ders of this debt might well be willing to
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trade it for extended affordability or new capitainvestment, but if they cancel or 'materially
modify' the debt, the owner will in all probabilitgce Cancellation of Debt Income (CODI).

The problem is particularly timely and relevant fioe first property vintages, the 1987-
89 groups (see Appendix 5, Part 1) which have arl$-year affordability period. These
apartments (130,000 to 200,380will be contractually eligible to go market be®ve2002 and
2004, and to our knowledge no programmatic inducgsexist to motivate the others to renew
their affordability.

Allowing a CODI waiver for cancellation of soft delinder limited circumstances —
such as if new capital above a threshold is coumteith, or if the property's use restriction is
extended from 15 to 30 or more years — would gnesé properties a preservation tool coupled
with a potential investor exit.

G2. Administrative.

G21. Coordinated funding roundsThis is the obverse of Section 2F.11
above, and for the same reasons. As with SectthPabove, the idea has particular merit if a
new program were to be created, because coordinateliniy would facilitate integrated
processing and lower holding period and applicatiosts.

G22. Eliminate HUD 8102(d) subsidy layeringVhen FHA or HUD
resources are combined with a Credit property, Hi3t conduct a 'subsidy layering' review
under 8102(d) of DHUDRA. Section 102(d) layeriegiews have proven time-consuming,
slow and extremely hard to coordinate with fundiggles. Moreover, HUD's desire to be the
last approval means that each time a material eleofg@roperty financing changes, the 8102(d)
review must be updated.

The net effect has been to discourage Credit dpeeddrom using HUD resources such
as FHA mortgage insurance (under 221(d)(4) or 2p8{fen when these vehicles are otherwise
cost-competitive and at a time when FHA is seekingxpand its book of profitable new
business. While once upon a time there may hage beerit in testing, for instance, the overlay
of allocated Credits and Section 8 Mod Rehab, H&8/Ba longer in the deep-subsidy production
business and there is no particular evidence thHd Mill return to that funding arena, so the
8102(d) layering process is an inhibiting barreeatrisk that no longer exists.

Repealing 8102(d) — if not comprehensively, theleast in the context of pure FHA
insurance programs — would open a new channelmpetitive debt products with no apparent
downside, especially as allocating agencies nowlecinthorough sponsor profit reviews.

%3 Available statistics are not completely consisteé®everal sources track new allocations, while-bk database
lists only known completed properties. Betweentihe poles are both over-allocation (propertiesadted but not
built, so then the allocation is carried over agdllocated) and incomplete compilation (properfi@avhich HUD
has not necessarily received information). Ont@awe suspect actual figures are closer to thiethian the low
end. Finding out with more precision would be \wartile.
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Similarly, if anynew program is created, use of Credits in the finagsimould not trigger
a 8102(d) layering review.

G3. Technical. No external changes identified so far. Howewar have not
sought out practitioners of other HUD programs.(evtark-to-Market, Mark-Up-to-Market, or
preservation) to identify potential problems thayt might seek to eliminate. We suspect that
such a survey would reveal a significant number.

2H. Ways in Which the Commission could approach the Credit

Although the Credit is probably the most importiaaeral affordable housing resource
available today, it is only one of several majatefi@l progrants that now exist, and of course
the Commission may also propose new initiativelusT in crafting its series of
recommendations, the Commission will inevitablyetakview of the Credit. Such view will have
two dimensions:

e Strategic Whether to make changes to the Credit an intedeahent in its
recommendations, and if so with what weight.
e Tactical What type(s) of changes to consider for the Gredi

This section will briefly outline the three strgie approaches and five tactical approaches
available to the Commission.

H1. The three strategic approaches: none, desirable, necessary changes.
Conceptually, the Commission could adopt any addtstrategic postures regarding the Credit:

1. No changes The Commission could itself propose no changélarCredit. There is an
active constituency of advocates with well-estdl@dsand knowledgeable views that, from
time to time, yields statutory changes in the Gref®ne such round was completed at the
end of 2000; another is being talked about for 2@02002.)

2. Desirable changes The Commission could identify changes in the @r@d programs that
work with it) that would improve effectiveness dfi@ency, without necessarily relying on
those changes as preconditions to the other recoaatiens it makes.

3. Necessary change3he Commission could identify Credit changes neagsto make other
Commission recommendations effective. For examiplee Commission contemplated a
new federal production or preservation program (ivaedebt, equity, or subsidy; see
Appendix 1), the Credit by definition cannot nowntemplate such a program and there

> Others include volume-cap bonds, 501c3 bonds, HOMEBG, HOPE VI, Section 8 vouchers, and the variou
HUD preservation initiatives.
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might be mandatory conforming changes to assutdtbaCredit was compatible with such
new program.

By its creation of a Tax Policy Task Force, then@aission has demonstrated its belief
that statutory tax changes are not only possihiegbite possibly desirable. Rather than having
to rely on other tax-law vehicles to carry propo€eddit changes, the Commission may in effect
create its own vehicle by making recommendationfieer tax refornts. The existence of
such a Commission-endorsed vehicle would signiflgancrease the chances of useful Credit
changes; its absence would significantly decrdasset chances.

H2. Five tactical approaches to the Credit improvements. Assuming that
changes are contemplated, they break down intadistecal approaches:

1. Technical A program as extensively detailed by statutdha<redit (842 covers roughly 34
pages of the Internal Revenue Code) inevitably si¢echnical changes from time to time.
This has already happened several times.

2. Administrative Credit administrative responsibilities are dividegtween states (which
allocate resources) and the IRS (which is ultinyatesponsible for enforcement) based on
requirements laid down in the statute. Consolmpatesponsibility, probably in the states,
would not change program technical provisions bigihtnwell improve efficiency.
Accomplishing this requires a statutory changeréai® what would in effect be
administration dictated by regulation rather thgrstatute.

3. Devolutionary Recognizing that the Credit is, from a federabpective, a per-capita block
grant delivered over 10 years, one could seek anbally to simplify the statutory provisions
by relying on the per-capita amounts to controefatiexpenditures and on the states and
QAPs to make effective, efficient use of the reseurNumerous stakeholders believe such a
change would be desirable but most of them doulether it is achievable.

4. Exogenous Almost as a mathematical equation, the Creditdstfican never finance a
complete development; it must combine with othardiog resources. That being so,
effectiveness and efficiency can be improved bycedy programmatic friction and resulting
entropy. Changing the Credit is one way to puthig changing other programs is the other.
Such exogenous changes would also have a praotinafit: they would proceed through
Congress via the traditional authorization — appagwn committees alongside the
Commission's other recommendations.

5. Complementary Already, as discussed in Section 2E, above, tlediCnas stimulated co-
evolution of other programs (e.g., Section 8 voushso as to extend Credit utility into areas
(e.g., ELI residents) that it serves less effetyiv&hould the Commission propose new
production or preservation resources, any suchranoghould recognize the Credit's reality
and utility and be designed from inception as ar@iand efficient complement to the
Credit.

%5 For instance, the long-recommended neutralizaifarontingent Federal taxes (payable on sale @isting
affordable housing property) in exchange for agfanto a preservation entity.
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H3.  In conjunction with dialogue about the SF Credit. As noted in Sectior]
2D.7 and referenced in Appendix 11, the Bush adstration has now advanced an SF Credit
with many features modeled on the Credit. Shdukllegislative proposal gain momentum —
and there are several reasons to think it will 4s thay create, within the Bush administratior]
tax proposals, a natural vehicle to open a diatmyathe Credit.

Stakeholders responding to our surveys identifaibus proposed changes. Some of
these are listed in Sections 2F and 2G above; ®thidrbe added from time to time as they are
received.
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Appendices

See the Statement of Delivery presented on tleegdétfje hereof.
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Five types of capital and examples of each.

Affordable housing programs: what works and whagsait
Income to rent, graph and explanation

How the Credit works, a simplified summary

Brief history of the Credit in the marketplace

The Credit in numbers, a statistical profile

Credit: strengths and stretches

Credit resource papers, primers and research

Credit resource Web sites

Technical changes enacted in 2000 or proposedfat 2

T
1o

Single-Family Housing Tax Credit (the "SF Credit)rrent explanations
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Appendix 1

Five types of capital and examples of each

Repayment expectations
Grant Neither requirement nor
expectation of repayment.

Utility in affordable housing Examples in affordable housing

No cost whatsoever to rent HOME, CDBG and HOPE VI as awarded by the

burden. federal government to states and localities.
(Principally for tax reasons, the localities turn
them into soft debt when retailing them to
individual sponsors.) Also utility conservation
grants, foundation grants, ITAG's and the like.

Soft debt Expected to be repaid far in thido immediate rise in rent HOME, CDBG, and HOPE VI loans made by
future, usually on a contingent burden. Overhanging debt  states and localities to individual properties.

or participating basis.

Hard debt Repaid in constant monthly
payments. Sometimes
balloons sooner (a 'bullet’),
sometimes assumable.

Soft equity  Capital receives its return

. through tax benefits
(Credits) specifically authorized in the
Code.

Hard equity  Repaid from future cash flow
or residual value derived from
rising rents or appreciation.

creates compliance obligationsProgram Related Investments (PRI's) from
complicates later capital grantmakers.
infusion.

Raises rents by debt service Volume-cap bonds and 501c3 bonds. (Interest-

constant and coverage. Intereshte savings resulting from the tax exemption

reductions (e.g. volume cap, essentially constitutes an embedded annual

501c3) abate this. subsidy that enables a given amount of NOI to
stretch to a higher face amount.)

No rise in rent burden. Brings Capital contributions raised from syndicating
in tax-motivated investors. Credits.

Requires syndication. Creates

healthy ongoing natural tension

and investors monitoring.

Motivates rent increases, saleg:ssential in conventional (e.g. REITs). Few if
conversions. Conflicts with  any examples in affordable housing.
affordable housing goals.
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Appendix 2
Multifamily Affordable Housing: What Works and What Doesn’t

What works What doesn't work
Delivering affordability = Cheap rents with a cleargain element High rent (which require supporbtigh income
supplement)
Income mixing Diverse range including many workfagilies Income concentration below the jobs lierdept
elderly, who have retired)
Compliance Outcome — measure results Process sunegarocedures
Federal involvement Wholesale — block-granted suiligestate-by-state Retail — details of individual properties prescdbe
allocations, clear program goals and performancewithin centralized legislative or regulatory rules.
measures.
Resource allocation Closed-ended — resources awvaaepetitively Open-ended — no competition fooreses
Rent structures Formulas that self-adjust usingre=t criteria (e.g. Property-by-property calculations that require
change in median income) regulators to review annual budgets
Debt service coverage 125% or higher, so propentgs cushions 110% or lower, because propertias i@ cushions
Cash flow limitations No capsgrovided rents are affordable and propertySmall distributions that eliminate cushions and
is in physical/ operational compliance create perverse incentives
Ownership structures Private sector (for-profihon-profit) withboth Direct government ownership or disengaged
profit motive and affordability mission ownership with neither experience nor exposure
Assistance basing Property basing with strong cameé. Property-based with no linkage to service quality.
Vouchers where there is ample supply. Vouchers with no reliable places to use them.

LIHTC effectiveness and Efficiency: A Presentatadrihe Issues Page 44



Appendix 3

Income-to-Rent-to-Value Affordability Dynamics
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Appendix 4
How the Credit works, a simplified summary

A simple metaphor. Think of Credit allocation and equity syndicatias a power
generation effort. To generate power, an energgtga sponsor) obtains a raw material
(Credits) which it then converts into energy (casbuild property) by burning (equity
syndication). That process has a certain inhenefficiency because the material is being
transmuted from matter to energy.

Meanwhile, Congress mines raw material every yadraavards it, on a geographic basis,
to state agencies that decide which power plargsipport. The Credit allocators both earn fees
for this service and sell financial products (engrtgage loans) to their sponsor-awardees.

1. Annual per-capita allocations. Each year, every state receives authority teeiss
Credit allocations, up to a statewide cap, to irhlial properties chosen by a state agency
selected by the governor or legislature (in practmost are the state housing finance agencies
(HFAs). Credit allocations cover the full ten-yé&zedit delivery cycle, so an initial annual
award actually represents Credits equal to 10stided amount.

At program inception, the allocated cap was $1&5capita, but with the increase
enacted last year, that figure will rise to $1.58@001 and $1.75 in 2002. (Thereafter, it will
index with inflation.)

Beyond the state allocation, Credits (of the 4%etg) are created as a byproduct of the
application of volume-cap bonds to affordable hoggroperties.

Measuring aggregate annual Credit volume is slightprecise because, although the
allocated Credits can be measured with precisibh(q@% of the per-capita ceiling), only a
fraction (anecdotally, about 25%) of volume-capd®yield Credits. Using this figure, we
estimate projected new 2001 Credit authority a® $llion (with a net-present-cost of the tax
expenditure, at 70%, of $4.1 billion), resultingiew gross equity potential of $4.7 billion, all
calculated as follows:

Applicable Percentage in U S pop Credit Gross>® Gross equity
Per capita Percentage housing (millions) delivery (yrs)  equity per $1  volume ($bil)
Credit
1.50 -- 100% 280 10 80¢ $3.4
62.50 3.8% 25% 280 10 80¢ __%$13
Total market $4.7

%% Gross equity includes the total amount paid by investoes equity is what remains after organizatiomal a
transaction costs.
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2. QAP's and competitive awards. In allocating Credits, states are required to
adopt a Qualified Allocation Plan (QAP) that setsH, for the coming year, the priorities and
scoring methods the state will use in selectingdfse QAPs are intended both to seek out areas
of genuine housing needs, and to select the masstdag properties from the public's point of
view. Applications are typically judged in two three award rounds throughout the calendar
yeatr.

QAPs were imposed by Congress in the 1989 amendrbentause Congress, noting that
the program had by then reached 95% or great&aiitdn, had become concerned that awards
were being influenced by favoritism rather thanimefrhe QAP system has now been
established for more than a decade and such charge®w extremely rare.

3. Equity syndication. Having secured a Credit allocation, the sponsast then
convert the raw material (Credits) into a useftihe product (cash to develop the property) via
equity syndication. Two groups of participants @mes involved:

e Investors. Corporations and large financial institutionskseg tax savings for earnings and
cash flow management and investment return.

e Syndicators. Specialized real estate financial-services fiwhse raise capital from investors
and structure transactions as suitable for inctusio

The investor pool these dafss dominated by major corporations each of which
commits large sums ($20-50 million is a typicaléstment) in a few pools. Accounting
consolidation rules encourage the investors ta limemselves to only a share of the investment
so the syndicators commonly assemble pools of ddeye corporations. Conversely, the
corporations with the largest appetite will oftgmesad their investment across numerous
syndicators. Some investors (e.g. Southern Calddedison, Fannie Mae, Freddie Mac),
acquire full ownership, sometimes directly, somesmia syndicators.

In an equity syndication, the syndicator or ineeglrices the transaction by stating how
much capital, on what terms and timing, it will @sguming that the Credits flow as expected.
Equity syndicators also negotiate economic promsighow cash flow and residuals are shared,
directly or indirectly via fees) and control/ proten provisions (guarantees, contingent rights).

The net effect, therefore, is that the sponsouiaeg a commitment for cash, on a
particular timetable and subject to obligations aridre events, by swapping rights to 99% or
more of the Credit§ — in short, the ten-year after-tax receivableistdred into a cash
commitment.

" Numerous sources identify active current investms syndicators, includinifpx Credit Advisor
(www.housingonline.coin Affordable Housing Finance (www.housingfinance.cojnand the accounting form of
Novogradac and Compamniw.novogradac.cojm

%8 Tax laws generally require allocations to havessantial economic effect' (as defined in SectiBatvof the
Code), so that allocation of Credits normally regsiia largely similar allocation of taxable profitsd losses, as
well as some of the cash flow. This complicatetinoiging the alignment of incentives.
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Ordinarily, 99% ownership of a venture would datthe investor to cash flow, residuals,
and other economic benefits, but in the mature iI€syddication industry, these are largely
absent, for several reasons:

» Soft debt consumes cash flow and residuals. Most properties have a financing gap covered
by some form of soft debt (or grant recharactereedoft debt). These loans consume most
available cash flow.

e Investors seldom pay much for economics. Showing projected cash flow adds little to the
equity syndication proceeds, so sponsors tendonattude it among the benefits.

e Sponsors capture economics as incentive fees for asset management or otherwise.

As a result, the typical investor has a singleivadibn — assure that the Credits flow on
time and that the property stays viable throughGbmpliance period. Evolving markets (see
Section 2D and Appendix 5) have led to their loggad state at the optimal investor — the
CRA motivated financial institution.

4, Construction, completion, and Credit delivery. Once the property completes
its financing, it goes into construction. Upon goetion and qualified occupancy, the owner
files IRS Form 8609, signaling start of Credit flovit that point, Credits are determined
precisely using the following formula:

Table 7
Individual property Credit determination, schematic equation

The lesser of
Credits derived by multiplying the Credit percergaignes the eligible basis
or
The maximum Credits allocated.

Allocated Credits have a percentage that genétaignters around 9.00%the actual
percentage is set every month, based on the aplditederal rate, and is designed to deliver a
Credit whose federal Cost equals 70% of basis.

Determining eligible Credit basis is, thereforaitg important. An extensive literature of
guidance has grown up surrounding whether intaagibkts are or are not eligible. Into this
mix, late last year the Internal Revenue Servisead five Technical Advice Memoranda
(TAMs) that redefine the edges of eligible basid aet off pricing and repricing ripples within

%9 Recognizing that some properties are more expentiie Credit allows basis to be boosted to 130%ifficult-
to-develop' areas, which in effect means the Cietitbe worth 91% (70% x 130%) of the cost. Thimtes a
powerful bootstrap effect that supports very hights ... but again, the total Credits available tp @me state are
limited by the per-capita ceilings.

9 The percentage for volume-cap bonds centers aré@@¥6, so practitioners tend to speak of the '88dit: and
the '4% credit'.
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the Credit community. (These ripples would nosexXithe Credit were a pure grant allocable by
the states independent on basis.)

Once the Credit basis is established and theyiat's Credit delivered, it continues to
flow for the full ten years, unless interruptedebgion-compliance event (see below).

5. Rents and operations. By statute (842 of the Code), Credit rents afgoed at a
maximum of 30% of 60% of median income (adjusted for famsiz&?). To eliminate the
incongruity of seeking to put more people intoregk apartment so as to boost its rent, Credit
occupancy is assumed to be 1%z people per bedroom.

Affordable 30% of family income for rent
Credit-eligible 60% of median income, adjustedféomily size
Assumed occupancy 1Y%, people per bedroom

Throughout the United States, a Credit-ceiling (dmat is, 30% of 60% of median)
typically approximates local market rent. In sgonarkets, Credit-ceiling rents have a clear
bargain element; in weak markets, Credit-ceilingsecan often be higher than the practical
economic rent, especially given the low income tegahey are seeking to attract.

Some states incorporate lower Credit ceilings thear QAP scoring, SO some properties
and some sponsors have tiered rents or lower gsilin

As median income rises, Credit ceiling rents automatically rise. This is a huge
convenience because it means that (1) rents aaljtsinflation, and (2) no regulatory oversight
is required for rent-setting or rent adjustmenke Tent-setting mechanism is one of the Credit's
most robust features and one of its best advan@spoior programs.

6. Compliance. Credit compliance is simple but effective. Thedit compliance
requirements boil down essentially three things:

1. Resident selection. Did the owner rent only to income-eligible pesspl
2. Rentcaps. Were the rents under the agreed caps?
3. Documentation complete. Is the necessary documentation properly compgiteticomplete?

This is enormously simpler, and thus much bettem tthe intrusive process compliance
common in HUD affordable properties.

To verify compliance, the Credit uses what we haaleedpost-audit outcome review
with recapture penalties. That is:

e Outcome compliance. The Credit is uninterested in procedural mattémstead it cares
whether particular outcomes are achieved. If #reythe property is in compliance.

61 A family of four is the norm; a family of 3, 9098; 80%; 1, 70%. A family of 5 is 108%, 6 is 116&hd so on.
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e Post-audit. Owners submit necessary documentation to tleepdiance monitor and are
audited after the fact. This lowers costs.

e Recapture penalties. Should a property be non-compliant, Creditslmanescinded and
recaptured, with interest and penalties, just #aglgent taxes are.

Overall, the compliance mechanisms are very wdigiheed: simple, clear, enforceable.

7. Transfer, recapture phase-out and exit strategies. The Credit also
contemplates that investors can exit in eithemaf ways:

 After Compliance. After the 15-year Compliance period, this isGredit recaptur®
whatsoever.

e During Compliance. Investors can transfer without incurring thihey post a bond to assure
future compliance. The insurance industry haskedhow to price and issue recapture
surety bonds.

Transferability has led to a surprisingly actiee@ndary market in Credits. On the one
hand, this is good — it enables no-longer-motivategstors to exit. On the other hand, it adds
new supply back into the market and, when the suppérge (as in 2001), it can create or
magnify an unexpected price drop.

%2 Investors who used passive losses — as most aiipas do — have the normal income resulting fretief

from non-recourse indebtedness. From the persjeatinet present value, one would expect suctstove to
value tax deferral, but given the extremely marigiiemefit of losses, most Chief Financial Officerschief tax
officers (the corporate executives who normally entiiese decisions) tend to prefer a predictable &me can thus
expect that, once the first cohort of corporateester properties reach their fifteenth annivergatgrting in 2006 or
later), they will be seeking to sell or donate theierests.
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Appendix 5
A Dbrief history of the Credit in the marketplace

Summary

The Credit's performance is a function of two éaagnd largely independent forces:
congressional action and marketplace responseth rBatter — any chronology that
concentrates on one element to the other's exdusisses essential elements of the Credit's
evolution. But they are texturally different:

e Legislation acts digitally, changing in discreteagta overt, precise, and measured by
legislative changes.

» Markets move analogously, changing continuously\aitid neither obvious milestones nor
bright-line divisions.

This condensed summary combines the two phenoamaharesents the Credit's
evolution and maturation as a five-phase story,sgtfdth phase has just arisen and is ongoing:

1. Introduction: 1987-89. The Credit is enacted and early practitioneksebig the first
properties, mostly by combining with extent deligyams (e.g. Section 8 Mod Rehab,
FmHA 8§8515).

2. Improvement: 1989-93. Early experience allows two rounds of legislatamendments that
better target the Credit and improve its efficierazyiminating in legislation making 842 a
permanent part of the Internal Revenue Code.

3. Corporatization: 1993-97. With permanence and a nascent track record;tadit's equity
sources migrate logically toward investor optimiaatand benefit commaoditization, both
trends leading to higher prices and lower intermediees, characteristics of a maturing
financial industry.

4. Maturity: 1998-2000. Corporatization trends reach their logical etadeswith the best
possible investor (the CRA-motivated large corgorabr financial institution) consuming
its desired refined product and all other undesratements being absorbed elsewhere in the
transaction.

5. Cycling: 2001-?. With a mature market come new trends, the congpletf initial
affordability periods and a decline in equity pacéVNhether these cycles are long- or short-
lived, whether they are ripples or sea changeggl$ now unknown and unpredictable.

For convenience, each section is titled with igaoiizing principle, the years it covered,

and a rough average net equity price (cash peardoliCredit) realized by sponsors who
syndicated Credits during that interval.
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1. Introduction: 1987-89 (45¢ average price)

disincentivized or functionally eliminated most etHorms of real estate investment, the Credit
first operated during 1987. As a largely new paogythe Credit was poorly understood, to the
point where not only did Credits command low pri¢#st, equivalent to about an 18% IRR), the
1987 were less than 50% subscribed.

The first Credit properties tended to be thosewsat already slowly processing through
some pre-existing debt-program pipeline such aic@®e8 Mod Rehab or FmHA 8515; the
Credit's significantly higher equity capital comgomh gave those properties a sudden economic
boost. Meanwhile, a few innovative visionariesertdeveloped stand-alone Credit properties in
the periphery of growing MSA's (particularly in tBeuth and West), while the urban innovators
found ways to combine the Credit with soft debtrsea to develop urban properties.

Early Credit investors were traditional tax shekemhigh net-worth individuals in private
placements. Properties tended to be syndicatedadodlly, to small groups, with concomitant
high transaction costs per apartment.

By 1988, demand for Credits was rising, and by 1&&9program was almost fully
subscribed nationwide.

2. Improvement: (1989-93) (52¢ average price)

Congress took largely pleased note of its newtiorea After minor tinkering in the 1988
TMRA, in 1989 Congress largely adopted the reconmtagans of the Mitchell-Danforth Senate
working group and passed a major set of improvesavtiose principal elements included:

e Creation of the Qualified Allocation Plan (QAP) apach to selecting awardees in what was
rapidly becoming an oversubscribed resource.

« Extension of the affordability period from 15 ye&wggenerally) 30 yeats

* Requirement that allocating state agencies go fireudry-run underwriting of property
feasibility whether or not they were deploying dedstources.

« Creation of bonuses for certain areas (‘difficaltlevelop,' 'qualified census tract’) to give a
basis boost (and therefore an equity boost) to thelge properties.

83 Under the relevant section [§42(h)(6)], the coampdie period is 15+15 years (subject to optionsuech longer
period as may be imposed by the state allocatieg@g Thus, in the absence of a longer state negent, owners
could opt out after 15 yeabsit there was a built-in purchase option at a 'qualifiontract price’' (QCP). The QCP
essentially represents a return to the investotisaif net equity contribution, inflated for 15 ysat CPI (but not
more than 5% annually). Assuming net equity etu&5% of gross, and 4% inflation over 15 years,résulting
buyout price would be 150% [85% x (1.04)"15] ofgimal equity contribution, and with equity at (s&20,000 per
apartment, this would be $30,000 apartnmet and above the debt. As such, QCP options may be a significant
burden for preservation-minded entities. Even gfiothe Code section was never subsequently amebhgdd®93
and the permanence almost all states had adof@@¢/ear contractual lock as a minimum, leavingt889-1992
cohort as potentially vulnerable. Analysis of hawch conversion risk the QCP-affected inventorg$awill be a
relevant policy consideration that is becoming éagingly important.
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e Expansion of eligible property types into housirigsgorms such as SRO's and transitional
homeless housing.

A 1990 amendment required the states to estaelisint compliance monitoring
processes and report results to the IRS (althooffir@ment remained exclusively in IRS
hands).

Meanwhile, equity prices steadily rose, partlynirtavorable externalities (declining
interest rates) and partly from internalities (gee@rogram awareness, evolution from larger to
small investors, the first multi-property fundsheit private or public). Indeed, the greatest drag
on rising prices was the annual suspense over whtth program would sunset or be renewed
— indeed, after a veto by President Bush, 842 Hgtespired on June 30, 1992, only to be
restored a few months thereafter.

3. Corporatization (1993-97) (65¢ average price)

The corporatist phase opened with the most sgifievent since the Credit's enactment,
its being made permanent by the Revenue Recommiiéict of 1993. Permanence was a
watershed in economic terms because it signaledrfwrations that they could begin to
examine the Credit as a cash flow and earnings-gemneant investment.

Unlike individuals, corporations are not subjectte passive loss rules and their appetite
for Credits and losses is thus virtually unlimi{edi least in terms of the Credit's ability to dgtis
it). Moreover, a single corporation investing $2#0550 million at once offers huge — indeed,
unbeatable — capital-raising, property acquisitemg reporting economies of scale over
individual individuals assembled at $25,000 apietkeir entry into the marketplace rapidly
drove out the individual investor, and with it sgmed the small syndicators. The big got bigger,
the small went dormant or were absorbed by diractipase corporations, several of whom
acquired successful boutique syndicators that rerged as captive buying entities. Both factors
not only lower costs and yields, both elementsngiprices, they stimulated new demand,
creating for the first time a serious demand-owgypdy imbalance and providing further,
sustained, upward pressure on prices.

At the legislative level, Congress' awarenessefGredit's increased prevalence as the
soft equity source of choice — indeed, virtuallg ttimly source of soft equity — Id to the first of
the significant co-evolution changes, in OBRA 9fiding rules to facilitate using the newly
enacted HOME program with the Credit. Some staltss sought to lower costs by coordinating
and standardizing Credit and HOME application psses. OBRA 93 also required states to
consider not just property feasibility but alscatatevelopment costs, in effect placing at the
allocator level the layering questions that he@®had been expressed exclusively in 8102d of
DHUDRA (and rendering the 8102d review largely mnedant if nevertheless necessary when
HUD or FHA resources were involved).

During this interval, reporting and earnings rul@scorporations investing in Credits
were standardized by the FASB, providing furtharity and safe harbor treatments. The
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modest erosion of theoretical benefits was couatarited by the value of bright-line safety, and
prices and corporate demand continued to rise.

4, Maturation (1998-2000) (74¢ average price)

With permanence and demand, the migration towagkl, more sophisticated investors
reached its logical end state as the purely ecanoorporate investor gave way to the social-
economic investor, motivated by public spiritedn&RA, or GSE goals. These investors value
not only the Credit's economic consequences bati@public policy impact, leading them to
accept a lower yield (and thus pay a higher pri¢edleed, by 2000 Credit prices had risen well
above 70¢ on the dollar, their theoretical coghtotaxpayer, and were cresting well above

80¢°%*,

The period culminated with a package of legisewendments that, aside from some
modest technical improvements (for details, seeefyppx 9), also boosted the annual caps from
$1.25 to $1.75, in effect a 40% increase (phased o years), and indexed them to future
inflation (that is, after 2003). If the 1993 pemeacy confirmed the Credit as a valued
incumbent program, the 2000 changes provided hdu#ffirmation that its place should not
atrophy with inflation. As impressive as the outewas the greater than 85% co-sponsorship
the cap increases garnered, proving that the Geeldére to easy for a long time.

5. Cycling (2001-?) (77¢ average price)

With the developments in 2000 — both the dominafd@RA-motivated large investors
and the legislative changes — the Credit may ket tednave reached maturity when the year
ended. Indeed, as 2001 opened, two challenginggohena were appearing that could be
considered evidence of a mature industry.

5A. Prices dropping. But as 2001 opened, prices started to decliogsiply abruptly
(there is anecdotal evidence of a drop from 8488®, a 10% drop, in as little as three months),
stimulated by two new developments:

1. Increased supply of new Credits. Even in a market oversubscribed 3 to 1, as tediC
appears to have been, a 40% supply imjill be noticeable. The trend is strengthened if
one believes that Credit allocators have been sstdepicking the strongest properties.
Expanding supply 40% means bringing in propertias$ & year ago would have been

% Rational, sophisticated investor prices above duBacost are explicable in only two ways: (1) deti of non-
Credit benefits (such as losses), or (2) monetinati non-financial imperatives (such as CRA). Wiie equity
markets showed subtle pricing differences betwdlenaied and volume-cap Credits, differences trabelieve are
traceable to a combination of more robust reatestad higher losses in the volume-cap bond priggeih point of
fact neither force appears mathematically sufficterjustify the pricing differential. We thus odaode that the
Credit is demonstrable evidence of CRA-motivaticonetization.

% In terms ofproperties, the 40% increase will play out over 2-4 years;dmse the Credits must be allocated, and
the allocated Credits syndicated. But &laareness of rising supply already appears to be slowing mawestor
appetites (in much the same fashion as stock nspkite anticipated interest rate changes befer&édueral
Reserve announces them).
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rejected, and like any other sudden expansioneofalent pool, invites the presumption that
quality will take some time to return to previoeséls.

2. Backwash of secondary-market resales of old Credits. With earnings reversals among
some major corporations, their need for Creditsimishes. If so, those who bought Credits
in earlier times, when prices were rising, founentiselves with the ability to sell a
commodity they might no longer need (the Credits) price higher than what they paid for
it. For a corporation whose earnings had droppelting Credits thus offered a double
benefit: liquefaction of an asset no longer needad,a book/cash profit for doing so. Thus
as 2001 opened, an estimated $1.0 billion in equailye of old Credits was for sale in the
secondary markets.

The combined effect of these two elements, onereat, one internal, increased both the
actual supply of Credits available for acquisitaord the perception of looming oversupply, a
plausible explanation for the price drop that is@totally appearing.

With only three months' activity, it is by no meagstablished that the price drop is real,
substantive, and sustaining. But if it is — ane tiext 3-6 months will tell — the multi-source
financing and underwriting (see Section 2E.12) matynumerous properties back in through
reprocessing. The ripple effects could take same to play out, and might well be adverse.

5B.  Properties approaching affordability expiration. Meanwhile, the first Credit
properties, those completed during Introductionl, @ reaching affordability expiration in 2002
through 2004. As many as 200,000 apartments neyehically be at risk (although many of
these may be contractually or economically blodkedh converting). By 2006, we estimate
roughly that about 60,000 apartments will be lggatid economically viable for market
conversion.

Already some solid analysis has been directedrbitee expiring Credit cohdftand the
topic is surfacing among Credit policymakers.

5C. Conclusion. Neither of these new phenomena are unusual rainre
businesses, prices cycle down as well as up, ahdroblucts exit as new ones enter — but both
are unique in the Credit's history. Their appeegangether invites a new dynamic that may
prove more delicate than recent price robustneghtrsuiggest. Given the Credit's record of
sustained success, and the unknown consequenttessefnew phenomena, prudence would
dictate making fewer rather than more changes ritla@ risk inadvertently magnifying what
might be a modest dip into a sustained downturn.

% See, for instance, Katherine D. Collignan, ExeeuummaryExpiring Affordability of Low-Income Housing
Tax Credit Properties, prepared for Neighborhood Reinvestment Corpanatidich explored the issues in good
detail; it is available from the Joint Center fooi$ing Studies of Harvard University at the URLntiiged in
Appendix 9.
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Appendix 6
The Credit in numbers: a statistical profile

Historical LIHTC Housing Prodcution by State

1989 1994 1999 1999 State
State Units Produced Units Produced Units Produced Pop.. (in 000s)
AL 2,676 2,174 1,019 4,370
AK 375 115 167 620
AZ 1,359 1,410 1,150 4,778
AR 1,597 1,135 984 2,551
CA 7,960 8,255 5,515 33,145
CcO 1,432 1,328 657 2,056
CT 677 997 378 3,282
DE 212 362 177 758
DC 251 1,992 454 519
FL 5,604 6,837 2,969 15,111
GA 3,179 4,524 2,125 7,788
HI 268 360 241 1,185
ID 490 548 279 1,251
IL 5,273 5,190 1,629 12,128
IN 3,188 3,449 1,315 5,942
1A 2,099 1,305 626 2,869
KS 0 1,739 918 2,654
KY 2,973 1,781 945 3,960
LA 3,493 3,060 3,665 4,372
ME 748 525 233 1,253
MD 1,880 2,677 1,052 5,172
MA 1,534 2,397 1,478 6,175
Ml 5,248 3,866 3,204 9,864
MN 2,315 2,675 1,061 4,776
MS 2,144 2,224 843 2,769
MO 3,260 2,579 1,085 5,468
MT 135 430 292 883
NE 966 800 344 1,666
NV 697 517 480 1,809
NH 424 470 161 1,201
NJ 1,889 2,136 845 8,143
NM 886 850 463 1,740
NY 5,806 5,449 3,200 18,196
NC 3,466 3,263 1,895 7,651
ND 358 267 155 634
OH 9,414 6,136 2,093 11,257
OK 2,374 1,442 1,025 3,358
OR 1,506 1,008 476 3,316
PA 5,227 3,291 2,223 11,994
PR 1,076 239 979 3,890
RI 355 158 209 991
SC 2,089 2,013 706 3,886
SD 553 475 270 733
TN 3,004 1,756 1,312 5,484
TX 16,425 11,195 4,910 20,044
uT 490 1,190 735 2,130
VT 461 383 106 594
VI 48 44 62
VA 2,363 3,927 2,488 6,873
WA 2,418 1,868 729 5,756
wv 710 300 617 1,807
wi 2,800 3,893 1,364 5,250
wyY 25 95 112 480
USA 126,200 117,099 62,420 274,582

Sources
1. 1990 US Census Estimates
2. National Council of State Housing Agencies - "1989-1999 Tax Credit Utilization"
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Low Income Housing Tax Credit
Historical Statistics

(€] @ 3 4 ®) (6)
Est. US Credit Average Gross Net
Population Allocated  Net Price of Equity Raised 0&0 Equity Raised Units $ Credit Per  Credit Per ~ Consumer CPI Increase
Year (in millions)  (in millions)  Tax Credit (in millions) percentage (in millions) Produced Unit Unit Increase Price Index Increase Differential
1987 243 63 0.48 392 23% 302 34,491 1,823 113.6
1988 245 210 0.51 1,372 22% 1,070 81,408 2,577 1.41 118.3 1.04 0.37
1989 248 307 0.52 2,022 21% 1,597 126,200 2,434 0.94 124.0 1.05 (0.10)
1990 250 221 0.53 1,465 20% 1,172 74,029 2,987 1.23 130.7 1.05 0.17
1991 253 400 0.50 2,472 19% 2,002 111,970 3,576 1.20 136.2 1.04 0.16
1992 256 337 0.49 2,014 18% 1,651 91,300 3,691 1.03 140.3 1.03 0.00
1993 259 425 0.51 2,610 17% 2,166 103,756 4,093 111 144.5 1.03 0.08
1994 261 495 0.56 3,299 16% 2,772 117,099 4,226 1.03 148.2 1.03 0.01
1995 264 421 0.58 2,872 15% 2,441 86,343 4,875 1.15 152.4 1.03 0.13
1996 266 379 0.62 2,735 14% 2,352 75,592 5,019 1.03 156.9 1.03 0.00
1997 269 383 0.66 2,905 13% 2,627 70,220 5,453 1.09 160.5 1.02 0.06
1998 271 374 0.73 3,101 12% 2,729 69,091 5,411 0.99 163.0 1.02 (0.02)
1999 274 370 0.77 3,197 11% 2,846 62,420 5,920 1.09 166.6 1.02 0.07
2000* 285 370 0.79 3,248 10% 2,923 60,000 6,167 1.04 172.2 1.03 0.01
TOTALS 4,482 31,940 27,179 1,048,020 4,277 0.07

Sources

1. 1990 US Census Estimates

2, 5. National Council of State Housing Agencies - "1989-1999 Tax Credit Utilization", Danter - www.danter.com
3. Cummings, DiPasquale - Housing Policy Debate, Volume 10, Issue 2 and E&Y estimates

4. Recap Estimates

6. US Bureau of Labor Statistics

*2000 US Census with allocation and production estimates
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Appendix 7

The Credit: strengths and stretches

Attribute
Income range
Bedroom size
Rent bargain versus market
Geography
Property type
Property size
Targeting need

Preservation
Responsiveness
Competition
Compliance

Capital assembly
New capital infusion

Sponsorship change
Other program coordination
Legislative cycles

Strength
40-60% of median

1-2 bedroom
Noticeable
Intra-state markets
New construction
Smaller properties

Intra-state variations in
markets and needs

Rehab and revitalization
QAP allocation cycles

Stretch
Below 40%; ELI's
3-4 bedroom
Deep
Inter-state portfotioneeds
Preservation
Larger properties

Population growth rather than
current population

Market cosiveerrisk
Administrathanges

Among sponsors and investors Amongstat

Basis and starting flow
Multiple debt sources
Rent-cap rises

Investor transferability
Hard and soft debt
No annual appropriations
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Appendix 8
Credit resource papers, primers and research

1. Updating the Low Income Housing Tax Credit Database
Abt Associates Inc., November, 2000

This report:

- Provides data and analysis of tax credit projeletsaul in service frort995-1998.
- Updates an earlier Abt report created a nationtabdese of Credit properties placed in
service from 1987-1994.

The data is collected from all 58 tax credit allbogagencies with a 100% response rate.
Findings and conclusions

Between 1995-98, annual Credit production averagegdhly 1,300 properties and
80,000 apartments.

From the prior study period (1987-94), total apanis produced rose 43%, from
approximately 56,000 to 80,000 annually.

Over that interval, the typical property becameédf (62 apartments instead of 42).

Not only did the properties become larger, the tapant mix shifted toward larger
bedroom sizes. The proportion of studios and 1dmds dropped significantly from
46% in 1992-1994 to 27% in 1998. During the samterval, the share of larger (3-BR
and 4-BR) apartments rose from 16% to 29% in 1998.

Most (nearly two-thirds) of the Credit propertigs aew construction.

More than a quarter of the properties had a nofitmmonsor. Over the interval, non-
profit sponsorship steadily increa8&d

FmHA 515 has declined as a financing vehicle wialeexempt financing (volume-cap
bonds) has correspondingly grown.

Almost half (47%) of new Credit apartments wereemntral cities, and 39% in metro area
suburbs. Distribution is very similar to that ohtal housing in general. The authors
noted a slight shift away from the central city(fr 48% in 1995 to 40% in 1998) and
toward the suburbs (from 36% to 45%).

Just over a third of Credit properties in 1995-1888located in Difficult Development
Areas (DDA) or Qualified Census Tracts (QCTSs)

7 We speculate that some of the increase in sizeadkfrom the introduction of volume-cap bond prujes.
% We speculate this was a consequence of changiri) iArities.
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2. Low Income Housing Tax Credit: An Analysis of the First Ten Years
Jean L. Cummings and Denise DiPasquale
(Housing Policy Debate Volume 2 Issue 2, Fannie Mae Foundation 1999)

Using a database of 2,554 Credit properties froBV1P96 (150,570 apartments) — a
little over 25% of all Credit apartmefitgienerated during the period — the authors analyzed
five key areas:

Total Development Cost (TDC)
Sources of financing

Operating income and expenses
Return to equity and debt investors
Size of subsidy provided.

abrowbdpE

Findings

One third of properties had non-profit sponsors.
Average property size was 59 apartments.

Distribution (48% central city, 32% suburb, 20% moetro) was largely consistent with
Abt.

TDCs averaged $65,300 per apartment with a lowB6{#0 (Fort Worth-Arlington,
Texas) and a high of $110,000 (Los Angeles).

Typical net equity equaled 71% of gross edUityThere has been a shift in the allocation
of this difference to higher bridge loan intereayments, suggesting a decline in
syndication fees over time.

Reflecting risk, returns to equity investors arghler for rehab properties and those with
non-profit sponsors.

The typical property received $43,500 per apartnreatbsidy from government and
private sources, about 68% of TDC. Most (66%hef ts Credits. If one were to posit
that $1,500 per apartment per year is provideérmtal subsidy (e.g. Section 8), the
average subsidy per apartment reaches 96% of TDC.

Subsidy requirements in central cities were théadsg, 48% higher than suburban areas
and 30% higher than rural.

% The authors' study sample was slightly geografifiskewed but we believe this made little diffecerto the
results.
OWe believe that modern figures are significantiyhler as corporatization continued.
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Conclusions

The production goal is met. Aside from large votu(the authors estimated generated
550,000 to 600,000 apartments in 10 years), Chedising served a broad range of
population.

Program design flexibility to stimulate local inredion works.

Credit properties can be expensive. In the auth@w, the presence of a non-profit sponsor
increased property cost but also brought additionats.

Properties did not serve the poorest households.

The program levered private capital. Returns vestors have decreased suggesting less
perceived risk. The 'total cost to society' howewas quite high.

Future of these properties is unknown: capital egpreserving affordability, declining
additional subsidy level to support the Program.

2a. Comments on: Cummings and DiPasquale
Michael Stegman
(Housing Policy Debate Volume 2 Issue 2, Fannie Mae Foundation 1999)

Abstract

The author, a former HUD assistant secretary éicp development and research,
asserted that despite the fact that the Credieidargest production program in the country, we
know very little about it, and cites two main argemts:

1. "[The Credit] is a kind of capped entitlement tisatinanced by tax expenditures rather than
by direct congressional appropriations, no annudbkets justification or program analysis
are needed to keep it going. Neither has the IR®/8hmuch interest in the Credit’s
effectiveness at producing affordable housing, $avenatters having to do with tax
compliance."”

2. The affordable housing community has been relud¢tastipport independent evaluation of
the tax credit program for a variety of reasonsuiding "the vulnerability of the supply-side
subsidies to political attack on cost and otheugds."

Despite these concerns, the author then conclidgd'the LIHTC, not necessarily in its
present form, should continue to be the core otthatry’s low-income housing production
system well into the twenty-first century."

Commentary

The private sector offers ‘'one-stop shopping' whlexeelopers can secure both debt and
equity more efficiently than they can for Credioperties.
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An active secondary market for Credit investmenrds emerging, which the author
speculated should add efficiency.

State allocators appeared to be making strategioU®APS by state finance agencies to
"steer rather than to row." The author cited:

- Fewer states elected to increase the 10% noiit-petfaside.

- Many states used their tax Credits to preserderassisted housing.

- Some states used Credits to finance servicefadibousing for seniors

Conclusions
Continued absence of property-specific data woaltse the program to cease to prosper.
More systematic outcome assessment was needed.
Funding levels (aggregate caps) should not increaskthe allocation formula were
changed to enable Credits to serve more poorercholds.
Any increase in Credits should be allocated to estate based on share of low-income
renters, weighted by the relative shortage of dtibte housing.

2b.  Comments on Cummings and DiPasquale
Benson F. Roberts (LISC), and F. Barton HarveyBHterprise Foundation)
(Housing Policy Debate Volume 2 Issue 2, Fannie Mae Foundation 1999)

Abstract

The authors, leaders of two national non-profigintediaries that among other things
provided technical assistance to non-profit spa)suiestioned the article on the grounds that
while their analysis portrays the Program as edfiti effective and healthy, "the absence of
suitable context and information invalidate somg &ealysis an findings."

Commentary

The authors disagreed with the "too much" additiois& claimed to be brought in by
government officials and advocates for the pogrorfSors had learned to manage the risks
and "the Credit's track record in balancing thelipdienefit with private market discipline is
overwhelmingly positive."

The study lacked resident income information amdii®97 GAO finding of LIHTC
properties housing tenants with 37% of area meidiemme is more accurate. "[D]eepest
income targeting should not necessarily be thelreack for measuring the success of a
production program such as the LIHTC."

The authors asserted that only 3-4% of their Craalitfolios had substantial cash flow
problems.

The authors noted that other factors mitigate dashproblems such as reserve structures
specific to non-profits and lower rent levels fanAprofits.

The need for deep subsidies "has little to do Withtax credit itself. Indeed it is axiomatic
within the field that producing low income housingvitably requires deep public subsidy."
The authors disputed the assertion that subsidyilay makes the program expensive. These
inefficiencies had diminished over time as fundege gained experience.
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The efficiency of program is grossly underestimdiedause the authors’ measure is flawed.
Using a discount rate of 5.3%, and including dejptean allowances, they concluded that
94% of each tax credit dollar actually ended upaasing.

The authors disagreed that non-profits have highe€s. They cited other factors such as
non-profits doing more rehabs, being more activeeintral cities where development costs
are higher, and including more social service spratieeir properties.
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Appendix 9

Credit Web site resources, a partial but extensive list

Sponsor/ host Uniform Resource Locator (URL)

AARP http://research.aarp.org/consume/fs74 _credits.html

Buchanan Ingersoll Professional  http://www.bipc.com/articles/lowinchousing.htm
Corporation

City Research www.cityresearch.com/

Danter Company www.danter.com/taxcredit/

Danter Company http://www.danter.com/taxcredit/lihtccht.htm

Danter Company http://www.danter.com/taxcredit/about.htm

Danter Company http://www.danter.com/taxcredit/rents.htm

Danter Company http://www.danter.com/taxcredit/tcalloc.htm

Danter Company http://www.danter.com/taxcredit/allocpop.htm

Danter Company http://www.danter.com/taxcredit/tcperkhh.htm

Danter Company http://www.danter.com/taxcredit/avealloc.htm

Danter Company http://www.danter.com/taxcredit/lintcmf.htm

Danter Company http://www.danter.com/taxcredit/lihntchh.htm

Department of the Treasury, http://www.irs.ustreas.gov/prod/bus_info/mssp/Iit&-html
Internal Revenue Service

Housing Assistance Council http://www.ruralhome.org/pubs/guides/lihtc/introtioa.htm
HUD User www.huduser.org/periodicals/ushmc/winter2000/sunyrzahtml
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Description of information available

Low-Income Housing Tax Credits: Helping Meet
the Demand for Affordable Rental Housing

The Community Renewal Tax Relief Act of 2000:
Overview of Low-Income Housing Credit
Provisions

Cummings, Jean L. and Denise DiPasquale
Low Income Housing Tax Credit: An Analysis of
the First Ten Years

Market studies from 1987-1999 re: LIHTC

Follow the Money: How the LIHTC Program
works

About the LIHTC Program

How are LIHTC Rents Determined?

Tax Credit Apartments, Authorized by State
Detailed Allocations with Estimated Population
Apartments Authorized by number of Household
Average allocation per LIHTC Apartment by state
LIHTC Apartments relative to Multifamily Permits
LIHTC Apartments relative to Household Growth

IRS Audit Technique Guide for the LIHTC
program

Utilizing the Low Income Housing Tax Credit for
Rural Rental Projects: A Guide for Nonprofit
Developers

HUD’s Office of Policy Development and
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HUD User www.huduser.org/datasets/lihtc.html

HUD User www.huduser.org/publications/affhsg/lihtc.html
HUD User www.huduser.org/publications/affhsg/lihtcsurv.html
HUD User www.huduser.org/datasets/lihtc/lihtc_publ.html
HUD User www.huduser.org/datasets/lihtc/lihtc_pub?2.html
HUD User http://www.huduser.org/datasets/il/fmrO1/index.html

Joint Center for Housing Studies  http://www.gsd.harvard.edu/jcenter/Publications/itdcts/\W99s/W
99-10%3B%20Expiring%20Affordability%200f%20Low-
Income%20Housing....html

Legislative Council of CA http://www.leginfo.ca.gov/pub/bill/sen/sb_0051-
0100/sb_73 bill 20010110_introduced.pdf

Market Quest http://www.marketq.com/analysis/apt/aptrentlimitoht

NAHRA http://www.nahro.org/home/resource/credit.html

National Association of State and www.naslef.org/
Local Equity Funds

National Equity Fund www.nefinc.org/content/

National Housing and http://www.housingonline.com/fairhousingarticle.htm
Rehabilitation Association

National Housing and http://www.housingonline.com/credit.html
Rehabilitation Association

National Low Income Housing http://www.nlihc.org/advocates/36.htm
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Research update LIHTC Database
HUD’s LIHTC Database

Assessment of the Economic and Social
Characteristics of LIHTC Residents and
Neighborhoods: Final Report

The Low-Income Housing Tax Credit Program:
National Survey of Property Owners

Development and Analysis of the National Low-
Income Housing Tax Credit Database

Updating the Low-Income Housing Tax Credit
Database

2001 Income Limits

Katherine D. Collignon, Executive Summary
Expiring Affordability of Low-Income Housing
Tax Credit Properties: The Next Era in
Preservation

S.B. 73 California State Tax Credit Expansion Bill

LIHTC Market Study

Resources for Affordable Housing: Low Income
Tax Credit

News & Events, LIHTC History, Best Practices

CDC Partner Resource Center, Investor Resource
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The Fair Housing Act and Tax Credit Properties --
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Description of LIHTC, IRS Forms, IRS Audit
Guide, HUD links, NCSHA links
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Coalition Community Development Policy: Low Income
Housing Tax Credit

NCSHA www.ncsha.org List of all Credit allocating agencies
NCSHA http://www.ncsha.org/NCSHA/public/whatHFAsdo/credittilizatio Annual Housing Credit Utilization Charts
ncharts/utilizationindex.htm
Novogradac & Company www.taxcredithousing.com Breaking News, QAPs & Applications, state
deadlines, Industry hot links, LIHTC background
Novogradac & Company www.novoco.com/TCpercen.htm 1997-2001 Tax Credit Percentage, by month
Novogradac & Company http://www.novoco.com/QAP.htm 2000-01 draft or final Qualified Allocation Plans
by State
Novogradac & Company http://www.novoco.com/rehab.pdf IRS Audit Guidelines governing the Rehabilitation
Tax Credit
Tax Credit Library www.taxcreditlibrary.com/ LIHTC Discussion Board, Elizabeth Moreland’s
article archive
Tax Wire News http://www.tax.org/TaxWire/taxwiref.htm International, Federal and State Tax News
The Enterprise Foundation* http://www.enterprisefoundation.org/products/ersiingrce_view.as Agreements Used in a Nonprofit/For-Profit
p?id=171&hName=Finance&fName= Joint Venture to Develop a Tax Credit Project
The Enterprise Foundation* http://www.enterprisefoundation.org/policy/monogdnafpubpol3.as Community Solutions: Nonprofit Housing
p Developers' Successful Use of Federal Programs
The Enterprise Foundation* http://www.enterprisefoundation.org/policy/currexsp Background & Summary, What's Happening Now,
Enterprise Foundation View on LIHTC
Thomas www.thomas.loc.gov/ Legislative Information
U.S. GPO Www.access.gpo.gov/su_docs/index.html Free Access to 1,500 federal Government
databases
U.S. Tax Code on-line http://www.fourmilab.ch/ustax/www/t26-A-1-A-1V-D-4htm| Complete text of Section 42

* Users must register with the site to accessitti@mation
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Appendix 10
Technical changes made in 2000 legislation or proposed for 2001

A.  Made in the 2000 legislation

Al.  Volume [842(h)(3)(C)]. Allocated caps raised from $1.25 to $1.75 in ywars;
thereafter, indexed for inflation. Bond volume sapised from $50 to $75 over the same period.

A2.  State qualified allocation plans (QAPSs) [842(m)(1)(C)]. Changed the
mandatory criteria that states must include inrt@&P scoring to add three new criteria and
delete one old one:

Criteria added Criteria deleted
1. Whether the property uses existing housiny Sponsoring participation by local tax-
as part of a community revitalization plan.  exempt organizations.
2. Resident populations of households
including children.
3. Properties intended for eventual resident
ownership.

Criteria continuing
Project location
Housing need characteristics
Project characteristics
Sponsor characteristics
Tenant populations with special housing
needs
Public housing waiting lists

SARE I A o

o

A3.  Allocation awards [842(m)(1)(A)]. Extended transparency on allocation
decisions by requiring allocators:

1. To secure a comprehensive independent market damymenting the local need for
affordable housing.

2. To provide a public written explanation for anyoattions inconsistent with established
priorities and selection criteria.

A4.  Credit basis clarifications [842(d)(4)(C)]. Further specified basis inclusion
rules:

1. Permitted basis inclusion for building common arésscated within qualified census tracts

and used by Credit-income-eligible individualstelmded to extend Credit basis to cover
Head Start, child care, and elderly support serare@s.
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2. Broadened the definition of 'high cost areas' blegfor the 130% difficult-to-develop basis
adjustment.

A5.  Ten percent test [842(h)(1)(E)]. Broadened the 10% test by extending the
determination date, for properties receiving altmees after July 1, to six months after allocation
rather than the fixed date of December 31.

B.  Proposed for 2001

B1l. Crediteligible basis clarifications. Seeks to decouple Credit-eligible basis from
depreciable basis and provide that Credit-eligiasis is depreciable bagikis other identified
items whether or not they are depreciated or ameutti

B2.  Income caps (introduced in H 951). Raises Credit rent caps in very low income
rural areas where Credit cap rents are so lowtjvelg to construction costs, that they make
develop particularly different. It essentially éorms the Credit's rent cap definition to that used
in tax-exempt bonds.

B3.  Ten-year rule (introduced in H 951). Proposes repealing the ten-year rule as it

relates to mortgage revenue bonds (MRBs) but, aslyp makes no mention of the obvious
parallel repeal appropriate for the Credit.
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Appendix 11
The Single-Family Housing Tax Credit:
Administration's Budget description and initial commentary

A.  From the President's Budget

" #
$%

No tax credits are available to developers of new or rehabilitated, affordable single-family
housing.

Current law does provide tax credits to owners of qualified low-income rental units through
the low-income housing tax credit (LIHTC). The LIHTC may be claimed over a 10-year period for
a portion of the cost of rental housing occupied by tenants having incomes below specified levels.
The credit percentage for newly constructed or substantially rehabilitated housing that is not
federally subsidized is adjusted monthly by the Internal Revenue Service so that generally the 10
annual credit amounts have a present value of 70 percent of qualifying costs. The credit percentage
for substantially rehabilitated housing that is federally subsidized and for existing buildings is
calculated to have a present value of 30 percent of qualified expenditures. In general, the aggregate
first-year credit authority allocated to each State is $1.50 per capita in 2001 and $1.75 per capita in
2002. Per capita amounts are indexed for inflation beginning in 2003. Tax credits are allocated to
particular projects by State or local housing agencies pursuant to publicly announced plans for
allocation. Authority to allocate credits may be carried forward by agencies to the following calendar
year. Unused credit allocations may be returned to an agency for reallocation.

Credit allocations may revert to the agency if less than 10 percent of the taxpayer's
reasonably expected qualifying basis is expended within 6 months of receiving the allocation.
Authority not used in a timely manner reverts to a national pool for distribution to States requesting
additional authority. Agencies may award less than the maximum credits generally applicable.
Generally, a qualifying building must be placed in service in the year the credit is allocated unless at
least 10 percent of the taxpayer's reasonably expected basis in the property is expended in the year
of allocation or within 6 months of the allocation date. Rules are provided for the allocation of costs
to individual units in multi-unit projects and to property that is part of a project but used for
purposes other than rental housing. The tax credit period begins with the taxable year in which
qualified buildings are placed in service (or, in certain circumstances, the succeeding taxable year).
Credits are recaptured if the required number of units is not rented to qualifying tenants for a period
of 15 years.

Current law allows tax-exempt bonds (mortgage revenue bonds) to be issued by State and

local governments to finance mortgages at interest rates that are below-market for homebuyers who
meet certain income and purchase price limits. In general, eligible individuals must be first-time
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homebuyers and have Incomes of 115 percent (100 percent for families with less than 3 members)
or less of the greater of area or statewide median gross income (applicable median family income).
The subsidy is recaptured under certain conditions if the home is sold within 9 years of the date of
purchase.

& ]

The quality of life in distressed neighborhoods can be improved by increasing home
ownership. Existing buildings in these neighborhoods often need extensive renovation before they
can provide decent owner-occupied housing. Renovation may not occur because the costs involved
exceed the prices at which the housing units could be sold. Similarly, the costs of new construction
may exceed their market value. Properties will sit vacant and neighborhoods will remain blighted
unless the gap between development costs and market prices can be filled.

The proposal would create a single-family housing tax credit (SFHTC).

First-year credit authority of $1.75 per resident would be made available annually to States
(including U.S. possessions) beginning in calendar year 2002. The per capita amount would be
indexed for inflation beginning in 2003. Pursuant to a plan of allocation, State or local housing
credit agencies would award first-year credits to housing units comprising a project for the
development of single-family housing in census tracts with median incomes of 80 percent or less of
area median income, based initially upon 2000 census data. Rules similar to the current law rules for
the LIHTC would apply regarding carry forward and return of unused credits and a national pool
for unused credits. Credits allocated to a project would revert to the agency unless expenditures
equal to 10 percent or more of reasonably expected qualifying costs were made within 6 months of
receipt of the allocation.

Units in condominiums and cooperatives could qualify as single-family housing.

Credits would be awarded as a fixed amount for individual units comprising a project. The
present value of the credits with respect to a unit, as of the beginning of the credit period (described
below), could not exceed 50 percent of the qualifying costs of the unit. For these purposes, present
value would be determined based on the mid-term Applicable Federal Rate in effect for the date the
agency allocated credits to the project. Rules similar to the current law rules for the LIHTC would
apply to determine eligible costs of individual units. The Treasury Department would have the
authority to promulgate necessary reporting requirements.

The taxpayer (developer or investor partnership) owning the housing unit immediately prior
to the date of sale to a qualified buyer (or, if later, the date a certificate of occupancy was issued)
would be eligible to claim SFHTCs over a 5-year period beginning on that date. No credits with
respect to a housing unit would be available unless the unit was sold within a 1-year period
beginning on the date a certificate of occupancy is issued with respect to that unit.

Eligible homebuyers would have incomes at 80 percent (70 percent for families with less

than 3 members) or less of applicable median family income. They would not have to be first-time
homebuyers.
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Rules similar to the mortgage revenue bond provisions would apply to determine applicable
median family income. As in the case of mortgage revenue bonds, homebuyers would be subject to
recapture provisions in certain circumstances. In particular, recapture rules would apply if the
homebuyer (or a subsequent buyer) sold the property to a nonqualified buyer within 3 years of the
date of initial sale of the unit. The recapture tax would equal the lesser of (1) 80 percent of the gain
upon resale and (2) a recapture amount. The recapture amount would equal the value of the credits
allocated to the housing unit being resold, reduced by 1/36th of that value for each month between
the initial sale and the sale to a nonqualified buyer. No recapture provision would apply to taxpayers
eligible to claim SFHTCs. If a housing unit for which any credit is claimed were converted to rental
property within the first 5 years following the initial purchase, no deductions for depreciation or
property taxes could be claimed with respect to that unit during that time period.

The proposal would be effective beginning with first-year credit allocations for calendar year
2002.

B.  Recent article reviewing the SFHTC (Tax Notes, April 16, 2001)
Warren Rojas, Tax Notes’, Apr. 16, 2001, p. 375; 91 Tax Notes 375 (April 16, 2001)

A new tax credit tucked away in President Bush's $1.9 trillion budget blueprint would help
families realize their dream of homeownership by offering investors a subsidy for construction and
rehabilitation projects in low-income communities.

The single-family housing tax credit (SFHTC), which Bush referred to as the "renewing the
dream tax credit" while on the campaign trail, is modeled after the low-income housing tax credit
(LIHTC). Whereas the LIHTC is geared more toward rental housing and first-time homebuyers, the
new SFHTC would subsidize up to 50 percent of project costs for developers of affordable single-
family homes, thereby revitalizing distressed neighborhoods, while also lifting the restrictions on
first-time homebuyers so more people benefit from the provision.

According to the administration, the SFHTC will lead to the creation of approximately
100,000 homes for purchase by low-income households over the next five years. The Treasury
estimates the 5- year cost of the SFHTC at $1.7 billion, while the 10-year cost is listed as $12.8
billion.

Community development organizations have congratulated Bush for including the new tax
credit in his budget outline, although they recognize it is absent from the president's $1.6 trillion tax
cut package. To date, the House has passed the core provisions of the Bush tax package, including a
retroactive reduction of the 15 percent income bracket, repeal of the so-called marriage penalty,
doubling of the child credit to $1,000, and repeal of the estate tax.

" Received over the Internet. Included here pendarijication of its availability (in the public doain or
otherwise).
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Stockton Williams, director of public policy for the nonprofit Enterprise Foundation, said
that now that the SFHTC had made its way onto the administration's tax radar, his organization
would fight to see it make its way through Congress as soon as possible. "We'd like to see it
attached to any tax bill that passes this year," he said, noting, "We are not particular about the
vehicle."

In his April 5 speech to the U.S. Conference of Mayors "national summit on investment in
the new American city," Bush stressed that his budget would promote community revitalization by
giving community members the opportunity to put down permanent roots by purchasing their own
homes. "We want to give as many Americans as possible a stake in their neighborhood and a
concern for its future," he said.

According to the Treasury Department Blue Book -- which describes the individual tax
provisions in the administration's budget framework -- the new SFHTC would increase housing
opportunities by providing a much-needed tax credit to developers of affordable single-family
housing.

The Blue Book points out that builders are often reluctant to invest in distressed areas
because renovation and construction costs generally outweigh the potential market value of any
properties produced. "Properties will sit vacant and neighborhoods will remain blighted unless the
gap between development costs and market prices can be filled,” the release states. A Treasury
official said the SFHTC could bridge this gap by serving as "an incentive to clean up areas." While
the proposal is modeled after the LIHTC, it would modify the LIHTC's provisions in a variety of
ways.

The new SFHTC would establish a first-year credit authority of $1.75 per resident available
annually to the states beginning in calendar year 2002, with the per capita amount indexed for
inflation beginning in 2003. An increase in the LIHTC was included in the Community Renewal Tax
Relief Act of 2000, with the per capita LIHTC cap being raised from $1.25 per capita to $1.50 for
2001, $1.75 for 2002, and indexed for inflation beginning in 2003.

Following existing allocation plans, state or local housing credit agencies would award first-
year credits to organizations for the development of single-family housing in census tracts with
median incomes of 80 percent or less of area median income as reflected by information from the
2000 census. Units in condominiums and cooperatives could qualify as single-family housing. Rules
similar to the current LIHTC rules would apply for the carry forward and return of unused credits
and a national pool of unused credits.

Credits allocated to any specific project would revert to the agency unless outlays equal to 10
percent or more of reasonably expected qualifying costs were made within six months of receipt of
the allocation. Credits would be awarded as a fixed amount for any individual units in a project. The
present value of the credits for any unit could not exceed 50 percent of the qualifying costs of that
unit. Present value would be determined based on the midterm applicable federal rate in effect on
the date the agency allocates the credits for the project. Current LIHTC rules would apply to
determine the eligible costs of individual units, and the Treasury would have the authority to
promulgate any necessary reporting requirements. By contrast, the present value of qualifying costs
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for properties under the current LIHTC can peak at 70 percent, but the credit applies only to rental
housing.

Developers and investors would be allowed to claim the SFHTC within five years from the
date of sale of the home to a qualified buyer; however, no credits would be available unless the unit
was sold within a one-year period beginning on the date a certificate of occupancy was issued for
that property. The existing LIHTC allows builders to claim the credit within 10 years, but again, it
applies only to rental properties.

Eligible buyers would be those with incomes at or below 80 percent of applicable median

family income, with the ceiling for families with three or fewer members lowered to at or below 70
percent of median income. Buyers would not have to be first-time homebuyers. Rules governing the
determination of applicable median family income would follow the current mortgage revenue bond
provisions, particularly the rules for recapture of the tax credit. The LIHTC rules dictate that eligible
individuals must be first-time homebuyers and have incomes of 115 percent or less of the greater of
area or statewide median gross income (applicable median family income), reduced to 100 percent
for families of three or fewer.

According to the Treasury, the recapture rules would kick in if the homebuyer (or a
subsequent buyer) sells the property to a nonqualified buyer within three years of the date of initial
sale. "The recapture tax would equal the lesser of (1) 80 percent of the gain upon resale and (2) a
recapture amount. The recapture amount would equal the value of the credits allocated to the
housing unit being resold, reduced by 1/36th of that value for each month between the initial sale
and the sale to a nonqualified buyer,” the Blue Book states. The recapture rules wouldn't apply if the
new buyer is also eligible for the SFHTC. If a housing unit for which any credit is claimed were
converted to rental property within the first five years following the initial purchase, no deductions
for depreciation or property taxes could be claimed for that unit during that time. The LIHTC rules
call for a recapture of the subsidy if the home is sold within nine years of the date of purchase.

" (

While the administration has yet to hammer out all the details on the SFHTC, various
organizations have already signed up to lead the call for the adoption of what they consider to be a
useful and novel community development tool.

Bart Harvey, chief executive officer of the Enterprise Foundation, said the SFHTC was a
very "workable" proposition, noting that "it should be targeted to mixed income communities and
impacted areas."”

Harvey praised the administration for addressing the issue of increased homeownership, but
acknowledged that because it was not a big-ticket item like some of the other Bush tax proposals, it
would likely have to wait to hitch a ride on a second tax bill.

Williams noted that while there is no bill currently in Congress on the SFHTC, the
Enterprise Foundation had engaged in informal conversations with House and Senate tax writers
and had suggested to them the SFHTC would be a welcome addition to the tax code. "In its first
year, this credit will be oversubscribed,” Williams predicted. "Demand will exceed supply."
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Buzz Roberts, vice president for policy at the Local Initiatives Support Corporation (LISC),
stated that since its enactment, the LIHTC had led to the production of more than one million
rental homes. He maintains that the creation of the SFHTC "should do for home-ownership what
the LIHTC has done for rental properties.”

According to an October 2000 release from the National Association of Home Builders, the
LIHTC has led to the creation of approximately 70,000 new jobs, and produces $2.3 billion in wages
and $1.2 billion in federal, state, and local taxes annually. While the administration conservatively
estimates 100,000 new homes could appear within five years, Roberts said he believes the SFHTC
could generate between 35,000 and 50,000 each year, as well as attracting $2 billion in private
investment capital and upwards of $5 billion in development activity.

He said builders would likely have no trouble rounding up investors interested in claiming
the new tax credit, and indicated that the modified recapture rules were a nice anti-abuse safeguard
against windfall profits.

Dave Crowe, senior staff vice president at the NAHB, said he could certainly see the
demand for the tax credit outstripping the allocation supply. He did note, however, that the 100,000
figure presented by the administration was reasonable considering the 50 percent subsidy rate.

"You can only get so many homes built with that budget allocation,” he counseled.
According to Crowe, the 50 percent mark is a good starting point for the developing initiative, but
noted that ultimately "the credit authority will decide how many homes get built.”

Crowe noted that while the SFHTC is still very much in the conceptual stages, he suggested
it could be the spark or driving push that leads to making some communities more desirable places
to live. According to Crowe, this potential stimulus effect could draw more investors into the
community, thereby raising property values for the new homeowners and leading to overall renewal
of depressed areas.

Crowe, Williams, and Roberts said they were all keeping in close contact with the White
House, the Department of Housing and Urban Development, and key lawmakers in the hopes of
further fleshing out the proposal. While they were all delighted Bush had started the ball rolling by
including the broad SFHTC provisions in his budget outline, the details would have to be worked
out quickly if the proposal were to have a realistic shot at getting on the "to-do" list of the 107th
Congress.

"Legislatively it has a long way to go," Roberts said.

The full texts of the following documents are available from Tax Analysts:

e Excerpts from the Budget of the United States Government, FY 2002. Doc 2001-10296
(257 original pages); 2001 TNT 69-6
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« Treasury Department general explanation of the administration's FY 2002 tax relief
proposals. Doc 2001-10300 (63 original pages); 2001 TNT 69-7

* Release from Enterprise Foundation on "Renewing the Dream" tax credit. Doc 2001-10652
(2 original pages); 2001 TNT 72-44
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