INTRODUCTION

The Rurazl Hcusing Alliance publishes this study of tax
subsildies for limited dividend hcusing in a spirit of outrage
and trepidition. We are outraged that programs designed
ostensibly to help moderate income people live in petter
housing should turn out to provide greater benefits for rich
investors than poor tenants. We are fearful because this
perversion of morallty and sanity seems llkely to spread trom
urban to rural programs. The Farmers Home Administration has
recently lssued regulations designed to encourage limited
dividend corporations to build rural housing.

We are convinced, too, that we will not begin to solve
elther rural or urban housing problems until we identify the
obstacles to better nousing and the interests served by pre-
sent programs. Thus, while this paper speaks largely in urban
terms, we present 1t both as a2 warning and a call to action.
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HOUSING SUBSIDIES FOR THE RICH

CHAPTER ONE
BACKGROUND: FEDERAL HOUSING SUBSIDY PROGRAMS

Housing subsidies have become big business. In less
than five years since passage of the mammoth 1968 housing
act, we have moved from 2 aituabtion where the federal gov-
ernment was &s likily as not to make z net profit on its
housing cperations~ to one where housing subsidies consume
a major portion of the budget or the Department of Housing
and Urban Development (HUD? and the estimated total cost
ot units proposed in the administration's bugget for fig-
cal 1973 ranged between $1C and $18 billion.

Overt Subsidy Programs

From 1837, when Congress first adopted a program of
overt housing subsicdies Tor the poor by passing the Housing
Act of 1937, through the middle 1960's, subsidized housing
accounted for only 1 to 2 percent of all housing starts.
Indeed, in any given year during the 1960's, total private
housing starts exceeded 211 the subsidized housing ever built,
The contrast with current program levels is indicated in the
following excerpt from the 1971 Annual Report on Naticnal
Housing Goals:

"As the continuing inflation of housing cost has priced
more and more American families out of the housing mar-
ket, there has been increasing pressure for the Federazl
Government to move in fo fill the cost/income gap by
expending subsidy programs at enormous cost of Federal
budget runds. Thils was most dramatically svident in

1. ‘'able B-59, Appendix B, Economic Report of the President,
January 1967, shows the federal government with a net income
from housing and community development programs in 9 of the

30 years between 193% and 1968; since much of the expend’tures
follewing 1849 were for urban renewal and relsted programs,
the figures for housing programs alone would be much higher.
The reason for this 1s that income from federzl mortgage and
iending activities more than offset the relatively insignifi-
cant housing subsidies tor low income families.

2. HUD-Space-Science-Veterans Appropriations for 1973, hear—
ings before 2 subcommittee of the Committec on Appropriations,
House of Representatives, p. 110.
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the pressure in the Congress last year to extend the
housing subsidies now available for low-and moderate-
income families into a new program that would subsidize
middle-income families as well.

In calendar year 1968, the Federal Government subsldized
about 10% of all new housing units produced; last year,
the figure was up to almost 25% and it is scheduled to
remain in this range in this year and next. It is esti-
mated that subsidized housing unilts started or projected
1or the 3 fiscal years 1970-72 have already obligated
Federal Government to subsidy payments of perhaps $30
billion over the next 30 to 40 years. And assuming the
completion of the 6 mlllion subsidized units for low-
and moderate-income ramilies called for in the 1lD-year
housing goals by 1978, present estlmates suggest that
the Federal Government will by that year be paying out
at least $7.5 blllion annually 1n subsidies. Cver the
iife of the mortgages this could amount to the stagger-
ing total of more than $200 billion. Any increase 1in
the number of units to be subsidized beyond those called
for in the 10-year goal will only add further to the
claims on future budgets.

Clearly, the public interest demands that the Federal
Government not stand impassively at the cash register
and continue to pay out whatever is necessary to feed
runaway inflation or housing cost."3

The chief manner in which the government subsidlzes
housing is through below-market-interest-rate (BMIR) programs
under which the Federal Government can pay to the lending in-
stitutions the difference between a 1% interest rate and the
market rate at which the mortgage was negotiated. Almost all
housing programs are reterred to by number, not name, and
these are no exceptiocn. Section 502" refers to the rural
ownership program administered by the Farmers Home Adminis-
tration (FmHA) of the U.S. Department of Agriculture and
"Section 235" is the similar urban program.- Rental housing
in rural areas Is known as "Section 515" and in urban areas
as "Section 236."5 Section 236 replaced two older programs,

3. Third Annual Report on National Housing Géals, June 1971,
House Document No. 92-136b, pp. 21-22.

4., These are, in fact, Sectlon 502 of the Housing Act of
1929 and Sectlon 235, added to the National Housing Act in
1968.

5 Again, these sections are from the Housing Act of 1949

S

and the National Housing Act, as amended in 1968.

CHART I

ROUGILY HALF OF ALL HOUSING SUBSIDI2ED BY THE FEDERAL QOVERNMENT SINCE 1957
IS PUBIIC HQUSING FOR IOW INCOME FAMILIES. AIMOST ALL THE REST HAS INTEREST
SUBSIDIES. FMHA HOUSING IS NOT SHOYN BECAUSE FIGURES ARE NOT AVAIIABIE O
THE PROPORTIQY CF THE 480,000 UNITS WHICH ARE SUBSIDIZED.

Public housing, owned
1,117,600 wnits
1937-72

202 elderly
18,700 units

236 BMIR rental housing
551,500 uvnits
1969-T2

235 BMIR home ownership
511,700 units
1969-72

!

Total units, 1957-1972: 2,640,400 units

Ownership: 511,700 units or 19.4%
Rentals 2,128,700 units or 80.6%
24



OCCUPANTS HAD INCOMES BELOW $5000, THE MPDTIAN INCOME OF PUBLIC
HOUSING TENANTS WAS LESS THAN HALF THAT OF 235 OR 236 RESIDENTS,

IN 1970, 61 OF THE FAMILIES IN PUBLIC HOUSING, BUT QMY 11% OF
FAMILIES TN 236 HOUSING AMD LFSS THAN 2% OF THE FAMILIES IN 235

n
td

Seotion 236 (median $5,089)

Percent of all houmseholds in
5 Publie housing (median $2,501)
Sectlon 235 (median £6,081)
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HUD Statietdcsl Yesrboak, 1970, Tables 107, 134, 236

Sourcat
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% Average annusl mbsidy

GHART IIL

PUBLIC HOUSIR G, SERVING POOR FAMIIIFS, BAS LOWER SUBSIDIES AN
RENT SUPPLEMINT H(USING. THE HOME (PNERSIIP PROGRAM , WITH HIHEST
AVIRAGE NCOME, FAS LOKFST SUBSIDY, BUT THE RENTAL BYIR PROGRAM,
WITH WUCH HI GIER THCOME TENANTS, (BTS ALMOST AS MUCH SUBSIDY AS
FUBLIC BOUSIRG, (Vote: These figures do not include tax subsidies,)

45,500

®
g

$5,150

\
%
\

Public Rent Section Section
hatsing, supple— 235 RTR 238 BMIR
1saged nent (cnership) {rentel)

Scurce: HID memorandum centeined in Haise #ppropriati ons Comeittee Yeardnzs on

HUD budget, April 1972, pp. 109-118, Average smnual subsidy fipure obtaineg
by dividing estimated totsl peyment by estimated years subsidised,



for direct housing loans for rental_housing for
tiep:ggii?y and handicapped known as "202", :Eu a secgggl_
program of direct loans for rental housing, own a? =
(é)3". In addition to the below market interest ravi P
grams, there is & relatively small rent supplement paogram,
under which the déifference between & minimum rent and an
economic rent is subsidized. None of these pr?grams by
themselves can serve poor families successfully, because“
the subsidies do not lower housing costs enocugh. Howeve-,t
2 combination of the interest subsidy and a rent supplemen
can reduce monthly costs encugh so low income people can
afford them.

nousi rogram designed for low_inuome people
is pugggcoggﬁsing, ?ﬁ gxistence since 1937, under whic? gge
rederal subsidy covers the interest and amortization o ) e
bonds financing constructicn of the project or; in thi -aii
or rehabilitation or acquisition of as-is housing or leasing,
an equivalent amount. More recently, Congress h%s authg-
rized operating suosidies for public housing as well. 1ub
HUD, under pressure from budget-cutters, Eas urged }oci vond
housing authorities to seek out higher income tenants instes
of asking for more subsidles.

Charts I, II, and III briefly summarize the key char-
acteristics of the major housing subsldy programs, and show
income levels served by the programs, and rates of construc-
tion.

Hidden Subsidy Programs

The foregoing subsidy p§o§gims£ howev:r:ezzl%'gzigya
art of the housing subs story. . n

gﬁggerS for tne Joint Economic Committee of the U.S. Congress
Ltotalled the gross cost of nousing subsidies for 1970 and
found that direct cash payments or eredit subsigias accqunted
for $2.7 billion -- not gulte one third of the'uota] housing
subsidies of $8.14 pillion. Two thirds of all federal housing
subsidies were in the form of tax subsidies or, as they are
sometimes called, tax expenditures.

Tax expenditures are the cost To thz gg:zz:zez;ng vari-
! individual and corporate A

;ﬁzy&:g:c;;gnzoggeined or even identified in the Federal bud-
get. They are thus not subject to Congressional scrutiny on
an annual basis, as are appropriations for housing program
subsidies. They are, guite simply, t?a resu}t of the 1n:erv
action of tax laws and people's spend¢n§ habits which"ofoen
are heavily influenced by these laws. Tax subsidies qlmgst
never go te the poor, even though studies have shofn that
people with an annual income of $2,000 pay taxes at the szame

rate as people with 1ncomes of $50,000.

The deductibility of property taxes ($2.8 billion) and
mortgage interest on owner-cccupled homes ($2.6 billion)
account for the vast bulk of tax subsidies in housing, and,
indeed, 2/3 of all housing subsidies. (See chart IV)

The third major tax subslidy 1s depreciation on rgntal
housing, totalling in 1970 an estimated $275 million.
Nevertheless, while the amount of thils subsidy i1s dwarfed

by those for property taxes and mortgage interest payments,
it amounts to a substantlal proportion of the subsidies

tor BMIR rental housing. More lmportantly, the subsidy goes
almost exclusively to the rich. Thils 1s because a person
needs to be in the 50% tax bracket before it pays to try to
take advantage of this tax subsidy or "shelter", since many
projects generate very little income.

6. The Economics of Federal Subsidy Programs, Joint Ecoromic
Committee, January 1972, p. 152.




CHART IV

THREE QUARTERS CF ALL HCUSING SUBSIDIES IN 1970 WERE

HIDDEN, QR X, SUBSIDIES. IESS THAN ONE QUARTER OF

ALL SUBSIDIES WERE PAYMEN TS TC ASSIST LOW OR MODERA TR
INCOME FAWILIES

Accelerated

Section 236
#3185 million
Section 235
$150 million

Deduction of merigags interest,
omer—occupled propertie=
$2.8 villion

Public howsing
$1.0 B3113on

Deductim af iocal property
téxes on ownsr—occupied
properties

$2.9 bilijon

Rent supplement
$55 million
Farmers Home

$97 million

211 other prograns
$198 millMon

Tax subsidles  $5.7 billton or 774
Other subsidies $1.6 billion or 22§
Total $7.3 billion

Source: Ecomomics o Federal Subsidy Progrsms, Joint Economlc
Committes, pp. 152-165 amt Budget of the United States
Govermment, Fiscal Year 1975, Appendix, (Figures for
235236 and rent supplements are coniract authority).
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236
236
1969~72
551,500
20.8%
40 yrs
§525
$55,100
#15,200
$775
45,180
5.7%

12-14 yra| 19~25 yre
,600

235
235
1969-72
511,700
19,3%
30 yrs
$495
7,600
£6,500
5.7%

48,4008

196672
77,800
2,9%

40 yrs
9-11 yre
$775
43,260
5.0%

payments are $81,987,505,000;

Rent Supolemsnt:

arke
—_ 8 232 ——

— not available $26

1966-72
114,500
40 yrs
40 yre
$66,700
8775

$4,900
4.3%

d)3

221$d)5
Maximm possible

95,200
total estimated probable payments are £56,987,635,000,

221
1966-70
3.6%
40 yrs
40 yrs
$1,607

1966-70

19,700

0.7%

50 yre

50 yrs

$277

$4,600 | 84,500
$4,600 | $4,500

1966~72
5.7%
12.6 yrs
$107
$725
#3,1.50
B.6%

430,600 |$16,300

1987-172

42.3%

40 years [12,6 yrs
40 yrs

$30,600 | $16,300

$725

3,64

$645
2 Supplerental subsidy, added to 236 subsidy

e

1,117,600] 152,400

183,150

gubsldy

Operating costs, 1972
1972 House Appropyriation Hesrings on HUD, p. 109,

Estimated probabls

Maximm posaible

housing
of program
resident income growth

in millions

TBLE I, GOMPARIS(N OF NUMBFR (F INITS, SUBSIDY, AND INCOME OF OCCUPANTS IN HUD FROGRAMS IN 1972

Percent of a1l subgidized
come of residenta moving

Average pross family in-
in during 1872

¥aximum commitment
Fetimated length of
Contract euthordty
Cost per unit over life
Average annual rate of

Period covered

Number of unita
Source:

CHAPTER TWO
THE REAL ESTATE TAX SUBSIDY: A NECESSARILY COMPLICATED PRIMER

The bulk of housing subsidies will almost certainly
remalin hidden in cur tax laws untll there 1s general under-
standing of how these tax laws work. The retuge of the
expert in any field is to surround his or her subJect with a
cloak of mystery that others cannot possibly unravel. Tax
experts are past masters of this art. Indeed, federal tax
nomenclature makes the arcane jargon of the housing practi-
tioner appear to be lucidity itself. This is perhaps the
basic reason why people concerned about housing have paild
50 little attentlon to the impact of federal tax subsidies.
To understand housing programs, one has to memorize a series
of programs by number., To understand tax subsidies, there
are a few technical terms which sound forbidding but are not
nearly as difficult as tax experts like to make them appear.

Everyone who has ever filed an income tax return knows
that the "taxible income" on which the tax is calculated is
not the same as actual income. For example, there are de-
ductions tor children and other dependents and either a
"standard deduction™ or the possibility of itemizing and
subtracting a variety of other expenses. For investors in
housing partnerships, the tax law in practice makes it
possible for the investor to be receiving a cash income
from the investment while, at the same time, legitimately
reporting a "tax loss" to the Federal Government. This
means that income from the housing investment is tax free
and, assuming that there 1s 2lso income from other sources,
total taxable income is reduced by the amount of the tax

loss.

The magic of making meoney and reporting losses is
azccomplished through the manipulation of "deprecilation
allowances." The assumption behind depreciation allowances
i1s a simple one: as precperty,.in this case housing, is used
it wears out and eventually mist be replaced. The deprecia-
tion allowance is an attempt to allow ror this on the basis
of the fiction? that the owner or investor is setting aside
that amount for eventual replacement.

7. Fiction is 2 term used by lawyers. It is defined as "an
assumption of a possible thing as a fact irrespective of the
guestion of its trutn." (Webster's New Collegiate Dictilonary,
second edition). Put even more bluntly, a fiction 1s "a
supposition known to be at variance with fact, but conven-
tionally accepted." (Shorer Oxford English Dictlonary, third

edition.)

5



There are baslcally two approaches to figuring depre-
ciation. The first is to assume that property wears out,
loses value, or depreclates at ap even rate. This is krown
as "straight-line" depreciation.® The other is to assume
that the deciine in value is much fester when the property
is new than when it is older. This approach is known as
"accelerated depreciation.” Accelerated depreciation 1s
figured throuﬁh either "gsclining balance"? or "sum of the
year's digits" approach.

The present law with respect to depreciation on rental
property is enbodied in the Tax Reform Act of 1969. This
act permits the use of the 200% declining balance or the
sum-of-the-years digit method on a2ll new residential rental
property. Before 1969, these depreclation rates could be
used on all new buildings including industrial or commercizl
buildings.Il Table II shows the advantages of accelerated
depreclation, assuming 2 new $10 million rental project
with a L0 year life.

8. Under straight line depreciation, the value or the property
is divided by its estimated 1life. This is 40 years for new
hcusing, generally 25 years or less for older housing. The
same amount of depreciation is taken each year.

9. The rate of depreciation is higher than gtraight line, but
the amount of depreciation taken each year is deducted from
the value of the project. The formula is usually expressed

2s a percentage of the straight line depreciation: e.g. $200%"
-- the rate permitted for new rental housing or "125%", the
rate for used rental houslng with 2 remzining useful lite of
20 years or nore.

10. The most complicated way of riguring depreciaticn, but
perhaps the best from the viewpoint of the person locking
for a blg tax subsidy, the "sum of the years" 41s ocbtained by
adding together the number of yedrs of useful 1ife of the
building each year tne depreciation is expected to be taken.
For a U0-year 1ife, the sum of the years would be 820 or 1
plus 2 plus 3 plus & plus 5 and so on up to 40. This is the
denominator c¢f the fraction used for depreciation. The num-
erator is the number o1 years of remaining useful life. Thus,
in the first year, the depreciation would bé 40,820 of the
value. The second year, it would be 39/820, and so on.

11. VUsed residential rental property having a useful 1life of
20 years or more may be depreciated under a 125 percent de-
clining balance method. New non-residential rezl propersy,
ineluding office buildings, shopping centers, hotels, etc. is
limited to 150 percent declining balance and used real pro-
perty to straightline depreciation.

TTBIE II.

THE ADVANTAGES OF ACCELERATFD DEPRECIATION, ASSUMING A $10

W¥ILLION NEW RENTAL PROJECT WITH A 40-YEAR LIFE, FTRST TEN YEARS

Amount of Depreciation Allowance

Year Streight-iine 200% Declining Balsnce Sum of year's
Depreciation 'Elle.nce digits
First $250,000 $500,000 10,000,000 $487 ,805
Second 250,000 475,000 9,500,000 475,620
Third 250,000 451,250 9,025,000 453,415
Fourth 250,000 428,588 8,578,750 451,220
Fifth 250,000 407,253 8,145,082 433,024
Mxth 250,000 386,890 7,737,809 426,829
Seventh 250,000 267,546 7,850,919 414,634
Righth 256,000 349,169 €,983,575 40%,439
¥inth 250,000 331,710 6,634,204 390,244
Tenth 25¢,000 315,125 6,302,434 378,042
TORL 2,500,000 or 4,012,631 or 4,529,265 or
25% of originel| 40% of original 45% of originel
value value valus
6A




Residentilal rental property is defined in terms of
income received. At least four-fitths of the gross rental
income must come from dwelling units. This permlts a small
amount of commercial or office use in large residential

developments.

There is also a five-year straightline deprecilation de-
duetion which can be taken for expenditures to rehabilitate
Jow-income rental housing. This 1s really a& special form of
accelerated depreciation.

No matter how they are figured, depreciation allowances
are a tax subsidy. A recent study concludes: "In the first
year, true depreclation is less than one-fourth of that
allowed under the straightline method and true depreciation
does not exceed the tax allowance untll atter the passage
of 40 years. The straightline tax depreciation method con-
fers a subsidy of 14% while accelerated methods can double

this.1l2. :

"Excess depreciation"” is the ferm used for the amount of
accelerated depreciation that exceeds straightline. Table
ITI is really another way of looking at the inrormation pre-
sented in Table II, showing the cummulative amount of depre-
ciation and the amount of excess depreciatlon for the same
hypothetical project.

Capital Gains and "Recapture Rules"

One of the largest loopholes in present inceome tax laws
is the so-called "capital gains" tax. Long term capital
gains, or the increase in value oi assets held over_§ months,
are taxed at roughly 1/2 the rate of earned Income.

The total capital gains tax subsldies to individuals in

12. ™M™subsidies, Tax Law, and Real Estate Investment"” by

Paul Taubman and Rebert Hasche, in The Economics ot Federally
Subsidy Programs: A compendium of papers submitted tne Joint
Economic Committee, Congress of the U.S. Part III, Tax
Subsidies, p. 343.

13. ‘The minimum tax rate on capital gains is 25% of the first
$50,000 gain and 35% of any gain over $50,000. IRS, Your
Federal Income Tax; 1972 edition, p. 113. In addition, there
Is alisc 2 minimum tax of 10 percent on certain kinds of other-
wise tax exempt inccome. This includes the benefits of ac-
celerated depreciation. The tax applies to the amount by
which tax exemptions covered by this minimum tax exceed
$30,00C plus the amcunt of income tax due.

TBLE TIT. CUMULATIVE VALUE AD EXCESS DEPRECIATION, 4
$10 MILIION RENTAL PROJECT VI'E A 40-YEAR LIFE oSSR
Straight Sum of yesr's di 3
Jeer A b 9 digits 200% Declining halance
Cumulative Currulative Cumila tive Cummala tiv
Total Excess Total Fxcess °
1 250,000 487,805 237,805 500,000 250,000
2 500,000 965,415 463,415 975,000 475,000
3 750,000 1,426,850 676,830 1,426,250 676,250
4 |1,000,000 1,878,050 878,050 1,854,938 854,938
5 11,250,000 2,317,074 1,087,074 2,262,191 1,Mea8
6  {1,500,000 2,745,903 1,243,905 2,645,081 1,149,081
7 |2,750,000 3,158,537 1,408,587 3,016,627 1,266,627
8 |2,000,000 3,560,576 1,560,976 3,365,796 1,865,796
3 2,250,000 5,951,220 1,700,220 3,697,506 1,447,508
10 2,500,000 4,529,269 1,620,269 4,012,651 1,512,631
74




1972 have been estimeted at $13.7 billion. Over 1/2 of these
subsidies went to people with incomes above $100,000 and al-
most 90% went to those with incomes over $25,000.14

The result of accelerated depreciation is that the "book"
or depreciated value of the property falls more rapidly than
its real vaiuve. Therefore, if and when the property is sold,
there will almost certainly be a taxable profit. This pro-
fit is the difference between the actual sale price and the
depreclated value. When a property, or an interest in &
property, 1s scld, this profit is taxable, elther as a capital
gain or as ordinary income.

The idea behind the so-called "recapture rules" is a
simple one: to recover all or part of the tax subsidy given
through accelerated depreclation. This 1s done by taxing
excess depreciation as ordinary income until the property
has been held for a fixed period. The recapture rules do
rot apply after 10 years for subsidized rental housing and
after 17 years for alil other rental housing.*

What this really means is that, although under tax law
a luxury apartment building can be depreclated as rapidly
as a subsidized project, the tax on the sale of a subsidized
project a2t the end of a ten year pericd is only a lilttle
more than half of the tax on a luxury project. In the ex-
ample used for Tables II and IXI, if the project were sold at
its initial value, the tax on excess depreclaticn wculd be
$640,244 for subsidized housing, compared to $1,152,439 for
unsubsidized housing under the sum of the years digit method

14. "Individuzl income tax ercsion by income classes"™ by
Joseph Pechman and Benjamin A. Okner, in Joint Economic
Committee, op. cit., Part L, p. 34, Table A4-2.

15. Specifically, after a fixed holding period, during which
all excess depreciation is taxable as ordinary income, the
amount of excess depreciation recaptured falls'ty 1% per month,
until at the end of the helding period all profits are taxatle
as capital gzins. In the case of subsidized housing, includ-
ing 221(D)3 and 236 as well as similar state and Farmer's Home
programs, the phase-out begins after the property is held 20
months. Thus, after 10 years nothing is recaptured and all
profits are taxed at the lower capifal gain rates. In the
case of unsubsidized rental housing, the phase-out begins
after 100 months (8 years and 4 months). Therefore, it takes
16 years and 8 months to reach the point of no recapture.

and $529,421 for a subsidized project compared with

$952,958 for an gnsubsidized project under the 200% declining
balance method.l Clearly, the recapture rules provide a
powerful Ilncentive tor investors to seek investment in
limited dividend subsidlzed housing and to hold their invest-
ments for about ten years. At that point, their tax shelter
has almost disappeared and 1t is likely to be profitable to
sell the investment, pay the capltal gains tax, and reinvest
in another property which can then pe rapidly depreciated.
Since none of the programs aftrected is ten years old, there
1s no way of telling what will happen when present investors
decide to unload their properties for tax reasons.

Leverage

One important point, particularly for tax purposes, is
that the depreciation and other tax deductions are based on
the total cost or value of the project. However, the project
is paid for in large part through a mortgage so that the in-
vestor benefiting from the tax shelter has in fact only
invested 1n a small traction -- generally less than 10% -—
of the total cost. The capacity to take advantage of the
tax shelter through depreciation of the total pasils of the
project even though the investor nas financed only a small
pertion of it is known as "leverage."

The simplest way to understand leverage is to see it as
multiplying the value of the tax shelter to the investor by
at least 10 times.

16. This assumes the tax payer had other capital gain
amounting to $50,U00. Otherwise the tax figures would be
slightly lower (less than 1%).



CHAPTER THREE

THE LIMITED PARTNERSHIP ARRANGEMENT

The form of organization necessary to take advantage of
the tax subsidy, or shelter, is the so-called limited pari-
nership. Under the terms of a limited partnership, the
investor who becomes such a partner puts up the money but
is absolved from most of the risk and liabllity, as well as
the responsibilities are undertezken by the "general partner."

A whole new sector of the investment business has grown
up around the marketing of investments in limited dividend
236 projects. There has been a growing trend toward the for-
mation of investment syndicates, which are registered with
the Securities and Exchange Commission. But while some of
the larger efforts have been so registered, a frequent practice
is to apply to the SEC ror an exemption from the registration
requirement. To obtain such an exemption, the lnvestment can-
nct be publicly offered and is usually sold in a limited, be-
hind~the-scenes way to business associates.l

The Section 236 program is limited to nonprofit, coopera-—
N - S E] -
tive, or “limited dividend"” (Not more than 6% return) sponsors.

17. Partrersnips are not taxed under income %ax law. 1In-
stead, eacn partner must report income cor losses on his or her
own income tax return.

18. William J. Casey, chairman of tne SEC has noted that

there were 210 tax shelter real estate cfferings, in the amount
of $3.1 billion, during 1971, Ninety of these were offered
within states and were not subject to SEC regulations; these,
however, were relatlvely small, amounting in teotal to $155
million. By August 15 offerings for 1972 had reached z level
of 165, accounting for $1.6 billion. Eighty of these were intra-
state, representing a total of $195 millicn. These figures

are only for offerings filed with the Netiocnal Association of
Securities Dealers; they do not include “private® offerings.
Nor were all of these otferings for subsldized housing at the
tax shelter for other real estate partnerships, while not as
dramatic, is still substantizl. "Requirements ot a National
Mzrket in Real Estate Securities," speech by William J. Casey,
September 28, 1972, available from SEC.

Under the provisions cf the law 2 limited d;vi@end sponsor
must put ub 10% of the total cost and can obtaln a 90%
mortgagel9, which may not exceed the FHAEap€§OVﬁ; {igii:e—

st. However, this cost may include e uild .
ZigthZnsors frofit’and Risk Allowance" (L_’aSPRA%(.J This amount
is 10% of the development cosi of the project.

le, if the project had a total replacement cest
of $1g°;i§§§2ﬁ, éha mortsgge would be $9 million. Thgorgi
tically, the investor or investers wogld have to put up $
million in eguity. LT, however, the development ccst eX
cluding land were $9 million, the BSFRA would amount uold
$300,000 and therstcre the agctuel ecash equitsthifp wou &
have to be invelved would be only $100,000. n other :c 23@
the entire advantages of tax shelters afforded Ender the .
program for a Slosmllliog piojeczhcgu%§ gi E:Eagﬁgsniyoinwh?cr
vestment of only $100,000--less an 1% of tr moun n which
i T s based. Charts V and VI shows the impacs
;?etizgesgsivgiiins and She resulting tex benefits and pro-
fits.

Ther very many bullder-spenscrs with incomes
large*giaiggr:eng:esezie amgunt of tax sheltgg which a 225_
project can generzte. Morecver, the taxmshe {er hs s:u§1§e“
eroﬁs that it can be sold at a prcfi&. -h§5 ts. vnetti— iy
can obtain much more than is needed Ior eqa_;i byliiit ng
up 2 limited partnershlp grraE%eTiitsgg?tzii¢:25ca1iEdea
ﬁarﬁizrs§§§§ica§?§nfﬁleagii§; syndieazion can Ee a majer
sgzrceyo? profit for the puilder-spensor of a 236 preject.

what happens in a typical arrangement is that the builder

rofit sponsors, although a certain

I trast, nonp .
Lt of ’ can be requiged, may obtain 100%

zmount of "seed money"
mortgages.
20 Development cost 1s the replacement cost minus the land.
i follows that

i le, using a different base, ) t .
aiéseﬁggg Eﬁ&ﬁgynéi:ation of Equity in Sect109_236 Prciects',
g&aff'mamorandum prepared by G. Richard Dunne;xs,_Depuvg
Asst. Sec., for Housing Management, Dept. of §0u31ngian .
Urbaﬁ Deveiopment, January 1972. The reader 1s caut gge
that the materizls in this memorandum do not necessarlly
reflect the views or posltions of HUD.
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CHART ¥

THE ACTUAL CASH REQUIRED FOR A PROJECT COSTING
€5,171,380 0 BUIID IS QNLY §$57,488 OR 1.2%

45,171,380 OF THE TOTAL INVESTSEN T, EXCLUDING IAND COST

Totel ¥ortgags Stated

develop- &mcunt equity
ment
cost

Note: e actual cash equity required 1s calculated by subtracting the
builders am@ sponsors profit amd risk allowance {3SPRA) from the
“stated" or theoretical equity requirement.

Source: Private Capitel and lLow-Income Housing: A Cess Study
National Urban Coalition

11A

488 AMOUNT TO 40% OF THE HUD SUBSIDY FOR INVESTORS
{E 70% BRACKET.

IDY FOR INVESTORS IN TH

T OF $37,

PROFITS (TAX BENFFITS PINS CASH FLOW) ON A PROJECT WI'TH DEVELOPMER T
BRAGKET AMD 504 OF THE HUD S)BSI

FARLY YEARS OF OFEPATION,
$80 ROQUIATYGA CASH INVESTYM

)47,

CC81 OF 43
IN T™E 50% X

DURING THE

£96°25T

L96°STH

296°28T§

1962578

L96°25TE

CHART VI

Year 5

Year 4

Yoar 3

Year 2

Year 1

Ml Frofits, 508 tax bracket

ZH, protite, 0% tax brackst

- HUD intereat subaidy



developer sells §5% of the interest in the project to limi-
ted partners, in return for 100% of the equity regquirements
plus a premium for buying in. Ee thus obtains his profit
and risk aliowance in cash, plus the extra cash of the pre-
mium which the ligited partners have pald to obtain profits
and tax shelters.<< Nenetheless, the bullder-developer, as
generzl partner, retains complete control cver construction
and management and, under the bartnership agreement, also
receives a share of the cash profits and tax losses.

The limited partner in the T70% tax bracket can expect
an after-tax return on investment of at least 15-20%. Often
1t iIs mueh higher and ‘the original investment can be recover-
ed in two to three years., As an example, one recent pro-
spectus fer a limited partnership cites the record of § tax
shelter partnerships formed by the same sponsors. Deduct-—
icns for three partrerships set up in 1970 averaged &573.77
per 51,000 invested, or 57%. Deducticns for six partner-
ships set up in :95% averaged $B811.48 per $1,000, or 81%
of the investment.e

Since the limited par<ner is not resporisible for the
construction or management of the project, there is only one
major risk. This 1s possible foreclosure on tne property,
since foreclosure triggers the recapture rules and means
that the tax shelter is valusless, Indeed, in some cases
the limited partner instead of kaving the best of two
worlds (eash income plus tax icss) nas the worss {cash
loss plus taxable income).

Nevertheless, the limited parirership Interests are
S50 attractive to high income initial investors tnat thelre
sales prices are reported to range between 12 znd 18
"points" or percentages of the mortgage. Thus, if the
mortgage cn & project is 10 million, 8953 of projec:t pror—
its and losses -- basically, the tax shelter —- would
sell Yor between $1,200,000 znd $1,800,000,24

. 19, SEC chairmen Casey cites one
the meney raised was to go to the
partnership. SEC, op. cit., p. ik.

€2. HUD, op. cit.,
instance where 67%

e}
people setting up th

My

23. Prelimingry prespectus, dated Cctiober 19, 1972, Cap-
ital Resources Reai Estate Partnerships, First Nation
Security, Inc., p. G.

24, KUD, op. cit., p. 26.

There is alsc a considerable profit to be made in
acting as breker for limited partnership arrangements.
For example, a oullder-developer or a 236 project may be
approached by a syndicator znd offered 12 points of the
mortgage &s & limited partnership arrangement. The syn-
dicator may then sell these interests to high income
investors for as much as 18 points, keeping the difference.
There is even one instance on record where 95% of the
equity in a 236 rehabilitation project with 2 $2,4%40,000
mortgage was purchased by zn investment banker for $280,000
and then sold for $560,000. The investment banker there—
fore made a gross profit of $280,000 on the transacticn.25

While accelerated depreciation 1s the major tax sub-
sldy for limited partnerships, it is by no means the only
one. Scme special, one-time starting costs can be deducted,
as can operating expenses.

Anotner major tax subsidy 1s provided by deduction of
interest on the mortgage to finance the property. This is
true even though in fact, the HUD subsidy may comprize the
bulk of the interest pay’ment.zE At current interest rates,
deductions during the early years of a mortgage may be
ever more important than depreciation as a tax subsidy.
The minimum $100,000 cash investment required for the
hypethetical $10 million project with a %9 million mort—
gage which we have Deen using as an example would, in the
first 10 years at an interest rate of 8%, generate $7
million in interest deductions as well zs $4.2 million in
depreciation, for total reportable tax losses from these
2 sources alone of $11.2 million.?2

Although most of the tax advantages of Section 236
developments have apparently gone to individuals, they
re also available to ccrporaticns. Thus, corporations

25. 1Ibid. The gross profit does not allow for legal,
accounting or other expenses,

26. "Under an IRS rullng, the owner of a 23@ project can
deduct the tull market rate interest experise on the mort-
gage irrespective or the fact that HUD is actually paying
the dirference between the market rate and 1% %o the mort-

gagee."

27. The monthly payment for a $9 million 40 year mort-
gage at 8% would be $62,640. At 1% interest, the payment
would be $22,770 or a reduction of $39,870 -~ the maximum
possiblie HUD subsidy.
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Investing in limited partnerships may take the tax losses
to offset against other income.

& caleculzted effort to stimulate corporate investment
in low and moderate income housing was embedied in the 1968
Housing and Urban Development Act, which authorized the es—
tablishment of what i1s now the National Corporation for
Housing Partnerships, in which many of the largest corpora-
tions and banks in ths country are committed to invest a
total of $42,000,000.28

By March 1372, the Partnership had approved 78 projects,
comprising roughly 14,500 housing units in about 30 states.
Almost half of these were under construction.29 £10.5
million of the $42 millien subscribed by investors in the
Partnership had been paid in. The partnership reported a
tax loss for income tax purposes of $447,567 fer 1570 plus
a carry-over of $800,000 available to reduce future taxable
income, for 1971. Tax losses amounted to 7.6% of cash
actually invested in 1970 and 24.9% in 1971.

Fortunately for these whose major concern with housing
is shelter, not tax advantages, investment in limited divi-
dend housing is not without 1ts hazards. The foreclosure
rate on Section 236 housing is conslderably higher than that
for other rental housing, and early foreclosure, as already
noted, can wipe out tax advantages. Amcng the other plt-

28. The 270 Investors in NHP include 23 of the largest
insurance companies, 73 leading banks, and dozens of cor-—
porations on the list of the Fortune 500. The roster
includes the Metropelitan, Equitatle, Aetnz, John Haneoek,
New York Life, and Travelers Insurance Companies; Bank of
America and Bowery, Banker's Trust, Chase Manhattan, Chemi-
cal, First Hational City, First Pepnsylvania, Morgan Guar-
anty, Mellon, and Wells Fargo Banks; the AFL-CIC, Internat-
ienal Brotherhocd of Electrieal Werkers, and Alliance fon
Labor Action; and ALCOA, Allied Chemical, American Express,
Boise-Cascade, Dupont, Ford, General Electric, General
Hetors, U.S. Steel, IBM, ITT, Kaiser, Minnesota Mining and
Manufacturing, Polarcid, and Xerox. "The NHP-An Invitation
to Housing Partnership" by Sidney Freidberz, Executive Viece
President and General Counsel, National Corporaticn for
Housing Partnerships, in New York Law Journal, Nevember 11
1971.

29. National Corporation for Housing Partnerships and
National Housing Partnership, Annual Report, 1971, pp. 16-17.
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i tors are the dis-

J wait unwary or unwise inves :
f?ii:a;?tcgyalﬁs of dedictions claimed. It is wide%y gltiged
:hat regional and local IRS officials do ng? ?ggiiinagn I

ivate particil
i olicy of encouraging priva

gzﬁ;gzzligvestient, and therefore have bggn aggresiivziio
challenging some claimed tax deductions. tiThegi is 200
the possibility of challenge to the alloca onF ; SRS o
iéns among the general and limited partners. .i e tgrs R
the project may not turn ocut te be viable, and gves or

are ﬁarned against accepting FHA's analysis as aiquﬁ tﬁe
The loeation of the project -- especially if*iﬁ 8 o
inner ¢ity or in & rural ares G;sm3§1§:°§§mi£ea”éapéners,

construction cost overr 1 t a
:i%hg:gh legally not liable6 maykE:;eeigeggzir agizzoggve

f their investment. perat s
éggi 3g.sing rapidly, may prove greater tha? oriségglﬁi -
budge%eé and the FHA may notxipp:ﬁreszzgiesncfbus redu;ing

tenante may engage rent r 5 Ll ;
igedzzi’flow and conceivably throwing the project into

default.dt

H tions mitigate

T t results of these consideratiol mi .
again;2e122ating 2;6 projects eithertin co:g i;zztgri:u;zia_
3 ney provide, instead, incentlves b
33§3§% hggegeﬁeous sﬁburban communities §eedin§lhausigﬁa£g£
teach%rs, public officials, and other g?;tgugoungglgcto_

£ employed in the commun B
QEEerO:eEeggigle ?amily housing at today's eonstruction
c;;ts 2s aggravated by suburban zoning.

Despite the element of risk, the ful%owig% q?Z;inifim
a recent prospectus Sums up the situation: d{e der‘
ship will compete with other imvestors, 1nc%2 szg 3gjects
other iimited partnerships, foer projects. bﬂgugrp oface
are offered to high Tax Brackel {o e rokers, investment

i vate offerings by rea t ers, ves

giztgzitions and developers. BSome pnojeetsviizaigéaigid by
their develcpers and are consequently nc? ?2 i ;e;r
investment bty the Partnership. For the 13

.
20 Discussion at New York Law Journal's Seminar on Sub-
Zidized Housing, May 18-19, 1972-

31, Ibid.
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nding June 30, the FHA has autherity to enter into new con=-
g:actg to prgvide annual Interest subsidies of $200,000,000
in connection with prejects generally of the type in which
the Partnership will invest. The President's budget request
for the 1873 fiseal year seeks Congressional zppréval for

an additional $150,000,00C or contract autherity. If such
reguest is not granted or is severely curtailed, competition
for available projects will intensify,"32

32. Prospectus dated June 289, 1972, American Housing
Partners-II, p. 5.
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CHAPTER FQUR
CONSEQUENCES CF THE Tax SHELTER ON PROJECT
QUALITY AND MANAGEMENT

Traditienally, federal housing policy has been orient-
ed toward preduction. Little attention has been paid to
the mailntenance of our existing stock of housing, although
this has been identified as the largest single component
of our national wealth. Indeed, it was 20 years after the
passage of the first major federal housing legislation --
the National Housing Act, enactad in 1334 -~ berore federal
heusing laws recognized the possibllity of rehabilitation
or renewal,

Net only has housing maintenance been the stepchild
of housing poliey, but housing producticn Programs have
typleally skimped on quality. This may be due, as it
seems to be in publie housing, to the social philosophy of
legislators and administrators who, wary of Providing any-
thing too goecd for the poor, require public bousing with-
out such elsmentary anemities as doors ot the closets.

Cr, it may be the result of the operation of the tax poli-
c¢ies with which this paper is concerned,

The interest and depreciaticn deductions are congen-
trated in the early years of a mortgage. With a Lo year,
8% mortgage, 1/3 or the interest payments are in the first
10 years. 8¢ is more than 40% of the possible depreciation,
Therefore, the heavy tax advantages of the early years
disappear. While in the early years of a mortgage there is
usually cash income generated by the preperty which never-
theless shows a tax loss, later on the sltuation may reverse
itself so that there is 2 cash ioss while the accounting
rules show & tax prefit. Clearly, this is the worat of
21l possible worlds for an investor since in theory he or
she is making money ang therefore paying taxes, while in
prastice expenses ave greater than income.

The profit-motivated investor therefore has a strong
incertive to sell as soon as possible without incurring
éxcessive recapture. This means that the initial investor
in a limited dlvidend partnersnip often plans to be cut of
the project within 10 years. MNore likely than not, the
amount of the tax shelter is more important thap the ulti-
mate sales price. Thus, while it may be in the intersss
of the mortgage and even of the federal Bovernment to

17



provide reasonably adequate quality, it is not to the
advantage of the ianvestor.

Complicating this picture even further is the fact

that the arithmetic of the 236 program tends to be fairly
tight. There is a tendency to overestimate construction
budgets to get larger mortgages and then to underestimate
operating expenses sc as toc prove to FHA that the project
is financially feasibie. Otherwise, it cannot be under-
taken. A recent HUD study found that cperating expenses
for 236 projects were being consistently underestimated
by anywhere from 30-40%.33

In addition to the tax shelter problem, the mechanism
of the subsidy system also operated to make adequate manage-
ment difficult. In a time when management costs are rising

at an average of 6% per year, the subsidy is limited to
interest payments. Clearly, either projects will not be
able to break even, or rents will have to rise. These
Tactors are already responsible for the fact that a great
many residents of 236 housing are paying more than 35%
of their income for rent.3% inCGeed, HUD has recently
prcmulgated a series of regulations raising the minimum
Income required for occupancy, except for the elderly,

of all 236 projects tc people with encugh money to keep the
rent—-income ratio below 35%. This step was motivated, quite

clearly, not by concern for tenants so much as by the
mounting rate of foreclosures and the even more rapidly
mounting rate of criticism of HUD programs.

The obvicus step of deepening housing subsidies has
been proposed both by HUD and by members of the Congress.

However, these deeper subsidies propeosed are to be avail-
able for onrnly a small fraction of the total number of sub-

sidized unlts. There appears to be no prospect, even irf
housing legislaticn is substantially revised, that 236

and comparable BMIR programs will.in any sense be housing

for the poor, .

33. "HUD view of housing management," remarks by G. Richard

Dunnells, Deputy Asst. Secretary for Housing,Management
before New York Law Jeurnal's Subslidized Housing Seminar,
May 18, 1872.

34. Although the law sets a standard rent-income ratio
at 25%, the subsidy does not in fact allow rents to be
reduced to this level for many %fenants.
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Defenders of the present system of financing nonprofit
housing can point out that the whole 236 program is so
new —- epacted in 1968, with the first rezl flow of units
coming on to the market in 1970 -- that we cannot yet judge
the long term viability of the projects. This is true
enough. But the fact that there 1is no Tinancial incentive
to the iimited pertner to take an interest in longterm
project management or ownership is incentreovertible. And
in the substantial segment of 236 which is operated largely
28 a profit mechanism, to expect results for which there
is no financial fneentive is, %o say the least, unreallistic.
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CHAPTER FIVE

CONCLUSION

This country's housing policles have been bullt on
a series of myths.

The first myth was that an urgent national problem
could be solved at 1little or no cost to the federal treas—
ury. This led to two decades of housing programs, from
1949-1969, when the federal government more often than noct
made a net profit on 1ts housing operations.

It led also to the cutting back of such basic sub-
sidized programs as public housing in favor of encourage-
ment of demonstration efforts. The demonstrations had the
common theme of seeking to provide costless or very inex-
pensive solutlons to our housing needs and the common fate
that all of them failed to do so.

The second great myth of housing policy has been that
it should be the responsitility of private enterprise.
Thus, decades after it has become clear to even the most
casual observer that operation of decent slum housing is
unprofitable for the private operator and construction of
low cost new housing impossible for the private builder,
we have sought to channel our housing programs through
the private market.

This approach has been true from the inception of our
housing programs. Even public housing, ultimately owned
and maraged by public agencies, has been financed by bonds
scld to private investors and bullt by private builders.
Alternatives, which may or mey not be better, have never
been seriously considered.

The link between private enterprise and meeting housing
needs is evident in statements of housing policy contained
in national legislation from the Housing Act of 1937, which
established public housing, through ther Housing Act of
1949, which set the naticnal goal of "a decent home and
a suitable living environment for every American family",
to the Housing and Urban Development Act of 1968, which
first set a numerical goal for housing production of 26
miliion new or rehabilitated units in a ten year period,
six million of which would be subsidized. One section of
the new act states: "The Congress finds that the volume
of housing being produced for famllies and individuals of

20

low or moderate income must be lncreased to meet the na-
tional goal of a decent home and a sultable llving environ-
ment for every American family, and declares that it is the
policy of the United States to encourage the wldest possi-
ble participation by prilvate enterprise in the provislon of
housing for low or moderate income families."35

The I1nfluence of these make-believe assumptlons account-
ed for two decades of continulng fallure in housing. While
this fallure generated greater demand for solutlons to the
housing problem, the continuing existence of the mythology
meant that programs, instead of beilng revised, were expand-
ed and the bcnanza of the tax shelfer was unwittingly har-
nessed, by public offlcials and reformers alike, to advo-
cacy of increased spending for housing.

The expansion in the scale of our housing programs
initiated in 1968, wilth continued reliance on private invest-
ment, has generated the tax shelters discussed in this
report. It seems clear that the Tax Reform Act of 1969

ould not have ccntinued the shelters if alternative means
f financing subsidized housing had been contained in housing
.egislation.

We could hardly find a more expensive way of producing
an inferior product. One estimate of the tctal cost of a
236 apartment put the subsidy at $116,104 per unit.36 while

35. Housing and Urban Development Act of 1968, Section 901.

36. "Housing subsidies are a grand delusion" by Gurney
Breckenfeld, Fortune, February 1972. Breckenfeld states
"One developer who recently put together a Section 236
project in Connecticut figures that the final cost of each
modest apartment (average rent: $151 a month) may run to
$116,104 per unit. The land, almost entirely subsidized

by urban renewal, costs $23,196 per unit, and construction
$29,219. Interest subsidy and FHA mortgage insurance over
the forty-year life of the loan will add $25,162. The govern-
ment will throw in another $2,086 per unit by buying the
mortgage for more than 1ts market value through the Govern-—
ment National Mortgage Assoclation, and the Treasury will
contribute a subsidy of $8,441 per unit through tax deduct-
ions granted to the nominal private owners of the project.
By making the project exempt from local property taxes,

the state and locality will provide a subsidy of at least
$28,000." This example has been challenged as extreme by
the National Associatlon of Home Builders, whilch estimates
average direct subsidy cost per unit at $37,645 under 236.
Journal of Home Building, June 1872 p. 29.
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in his own homs escapes the income tax system aud, together with the

deductibility from Federal taxes of mortgage interest and property

taxes. provide Taxpayers with an ineentive to neanire A home rather

than rent. In addition, rental housing deprecintion provisions aré sup-

gcm_d on the grounds that they encourage the production snd use of
ousing.

..Llu'ogo{ t importance are the credit subsidies that are used to
enconrage homeownership, ropair, or rental for a specifically tarpeted

up. A relatively smn},l number of thes are loans made dirvectly
E’;t 12 Government, sueh ns Lousing for the alderly and for the re-
habilitation of homes i orban renewal aveas. More important. ave the
loan pusrantess cither granted slone, in which case they confer sub-
stantial benefits on recipients but usuaily smell or no budgstary costs
to Government, or granted in combination with long-term partinl debt
servics payments, In which case their benefits also bring about large
Government budgetary costa. As was the case with rent supplements,
such parcial debt service payments are long-term contrnets and their
budgetary costs are most sppropria eljy measured as those costs that
Government. pays over the lifetime of the commitment. azain, on a
capitalized basis, The Intervst Snheidy for Rental Assisiance (248).
and Inferest Subsidy for Homeownership Assistance (233), are the
two nest important axnmri@;. . =y -

A darge prit of the new low priced hensing is supplicd by movern-
ment itself and mny therefore be appropriately thought of es a benefit-
in-iind sabsidly. to the extent. that b is affered below market poiee or
cost. It may also be considered n credit subsidy because. while loenl
housing nuthorities netually own and operate the public honsing faeili-
ties, tha Federal Government funds the subsidv through annual con.
tributions to the honsing authorities to meet a Iavge part of their debt
survics requitements. Again, the long-term contracts ssdvciated with
these subsidies make it approprinte to measure their costs on n
eapitalized hasie

Table 5-7 contains a list of housing subsidies in the forms discussed
above. The estimated bud;m_m of these programs in fiscal
Fear 1970 was $3.4 billion, That includes $2.6 billion as the valoe
of annunl mortgage interest deductions, $2.8 billion as the value of
property tax deducti of owner. d_housing, and
S&’Ige ion s the annual value of depreciation deﬁunm on rental
homsing. Thes, $5.870 million is acconnted for by tax subsidies which
£0 to the owaers of hovsing pwi& :

Mozt of the other tpproximataly S3 billion represent eredit or cash
subsidies explicitly designed to assist specially ta grmgs in the
purchase or renta] of Morsover, the cost Sguves of 83 billion
are the budgetary cost of it: of the Had Gavern-
ment in fisce] 1970 to muke future year annual subsidy payments
over the lifetima of the contract commitment, that stream of costs
measired in terms of its worth in fiscal 1970 that is, on a capitalized
basis, The budgetary cost of the commitment is thus capitalized into
a present, velug for the year of commitment, no part of the commit-
ment's cost being recorded in any futuve yesr. This puts the full cost
of the Government’s commitment into the year in which the decision
and the commitment wbout the subsidy 18 made. As we have
viously arsued, this is superior to representing the cost of such long-
term subsidies n terms of their ﬁrat-{m paymants,

As one cun see, both the objestives, Torms, and costs of hausing sub-
sidies muke this s very complex subsi y aren. Clg'r hri?f introduction to

18 o b

the arca should be followed by ¢ o the spprop
prpers in the fortheoming study geries.®

TABLE 5-7.—CROSS BUDGETARY COST OF FEDEAAL ROUSING SUSSIDIES, FISCAL YEAR 1379
[Xn mitions of dellars}

Progrom

Direst cash piyments: 1970 actuel
He ETants, 22
n!‘:n Libos bousing grants. 2

4 x 163
ada; bousi: for 4

Tlxls’ﬁ.n’m: e - - :

Deduetability of interest on awm led homes_ 2, 600
flity of property taxes on bomes. C

Teprectation on r-nx':l housing o 2'3(715'

Eehabilitation of low-income bausing. 5
of net rent”.

Credit subuiios: .
Interest snhsidy for ho p 1235} 420
Interest subsidy for rental e (£38) 750
;e! iy allowance

0w mar] interest rate lcans on multifamtl
(2214d) (8 7 dwellings .
Rural housing | 118
Honilng for eliderly and b i s 53
itation joun fond 19
Rural hoosing direct loans B e 18
Tarw-renl publlc housing, 1, 064
Order of total B, 425

’E:“I\NIPIM"MI- 1% extlioated oo & ckpl d Sanle
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Source: 1971 Catalog of Feders) Domestic Ardutance™; “The
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HOUSING REEABILITATION GRANTS

Adwmini g agency. Co De . D of Hous-
ingund Urban Development.

Ydentification : 42 TLE 1406, nmmi' Art
1848, eec. 115 ar added by the nmu.cv:
and Urban Development Act of 1985, pec.
To6{a) ; Public Law 58-117; 42 U.SC 14506
Houslng Act of 1664, an smended, sec. 312 ;
‘Pnbl.l.c Law Ei&‘“g Builzet account : 25-06-

) - Az 14R05,

Objectives .. ___________ To provide fonds to Individuals and families
who own residences and (o owners and ten-
Enl: og soanreuldentinl properties o meigh.
_ 3, urban ce-

mewal, code enforcenient or Lo ewner-ocen-
pants of residential property In rertified areas.

Direct cash parments,

- Individuais and familfes who own residences

and o-rnnr and tesants of nonresidentinl
n selchbovhioed s

grams. When grantet’s inctme axcends l‘g-
000 per Fear, :bp'n:ﬂ; may be reduced if

expanse is lees than 235 percent
of his Ineoee. To be elizible the borrower must
bove gn income within the lHmitatiors e
scrited by the HUD Seeretary for projects

Finarncial form___
Direct recipient_ .

fnsnced with BMTR morig,
Subsidy ¢ostS_ oo Fiseal year 1970, $22.500,000 ; :;:u Foar 197L
estimate S3T.000.,000.



FARM LABOR HOUSING GRANTS

Administering agency ——————- Farwers Home Administration, Department of
Agriculture.
Identifcation . _____ - Authorization: Housing Aet of 1949, =as

amended, secs. 514 and 516: Public Lew 85—
117 and 83-7531: 42 U.SC. 1484 and 1486.
Budget account : §5-80-2004-0-1-362. CFDA:

10.405.
i Y S To provide decent, safe, and sanitary low-rent

Objectives hl;';slng and related facilities for domestic
farm laborers.

Direct. cush payments.

States, politicol subdivisions of States, and cer-
tain oonprefit organizations and uther public
orgaunizitions may qualify for grants. Grants
are avallable when there ls a pressing need
and when there is a reasonable doult that
guch facilitles comld be provided without
gront assistance, Facilitles are thea provided
to those who are classified a8 farm laborers.

Fiscal year 1970, $2,134,000; fiscal year 1971,

Financial form_.
Direct recipient.

RENT SUPPLEMENT PAYMENTS

Housing P and Mortgage Oredit/FHA,
Pepartmeni: of Housing snd Urban Develop-
"

Administering agency

ment,

Authorization : Housing and Urbar Development
Act of 1865; Public Law B9-117; 12 U.S.C.
1701(s). Budget account: 25-02-0138-0-1-555,
CFDA : 14149,

Objectives_ oo To make good quality renta! bousing avaiieble
to Jow-income fazmilies at a cost they cen af-
ford. HUD/FEA makes payments to owners
of approved multifamlly housing rental proj-
ects to supplement the partial rental papments
of eligible tenanta Assistance covers the dif-
ference between the tenani's payment and the
market rental. Reat supplemeats may be pro-
vided In conjonetion with interest reduction
programs such as see. 221(d) (87, see. 236, and
sec. 202,

Finencial form_____ __.____.. Direct cash payments.

Direct Eligible include cooperative,
build ler, apd limited-
distribation mortgagors. Famiiles must be
within tbe income limits prescribed for admis-
sion to public housing in order to qualify for
benefits under thls program.

Subsidy cost oo oo—uo_.-. Fiscai year 1970, §163.000,000. 31UD data con-
tainpd in Senale Appropriation Committee
hesrings for fiscal year 1970 (p. 7B4) esti-
mated thet the total nqmber of units to be
supported, in 1970 would be 84,606, the total
estimated parments to be made would be
$2.517,000,000, and the averzge number of
years the payments would be wade to be 39.
Using the actual number of units supported
as listed in “The Budget of the IL.S. Govern-
ment, Fiscel Year 1972" (p. 130), 17,000, a
proportional estlmate was made of the total
pavicenta This nggregate figure wos then ex-
pressed in terms ¢f annual peyments and the
cost of this streem of payments was capltal-
1zed at T3 percent over 89 Fears.

Fdentification. ..

DEDUCTIBILITY OF INTEREST ON OWNER-OCCUPIED HOMES

Authorization_
Financial form
Des

Sec, 163 of Interna! Revenue Cude,
Tax wobsicdies.

Subsldy conty..... S

Owner of homes moy deduct marte
puge interest s temized nonbusiness deduce
tione. This provision dates back to the Revenus
Act of 1915, when the dedoctibility of (ntorest

for 1 bississess

was expanded
It in mow alia widely held that shis tax provislon

i o hip,
which it 12 argued fn beneflolad to both ihe
community and the fudividual.

The present law allows the deduction of Intarest
puld. exeept on Indebtedners {nrurred for the
purchase of tax-free abligntions or securition
Thix ts diffcult of administration, for in mAny
casis it [s impossible o tell for what, DT

“narban‘:o;'ln ”amm‘rnr e,
mar g on L house and hinve
$1,000 in he bank. He borrows $1000 and buys
a Liberty bond and makes a payment on his
motlgage, For what pumpose was the $1,000
borrowed T Tie propased il allows the dedie.
too of nil futerest pald in excess of the smount
af Iaterest Tecalved free from fceome tux,
Thig i« prsy of administration and rrries out
the general purpose of the existing law, (Quote
m’nom TepoTt on the Revenue Art of

Flieca) year 1000, 2,600,000,000; Gucal yeas 1071,
§2,600,000,

DEDUCTIBILITY OF PROPERTY TAXES OX OWNER OCCUPILED HOMES

Authgrizatlon . ________
Financial form -

Section 163 of Internal Revente Code.
Tax idi

Jescription.

Subsidy costa________________

P of the tax oodi was o pars of the
original 1833 Hevenue Act, The zet sfoted
that: “Third, wll Netienal, State, county,
school, ned municipal taxes pald within the
Fear, not inelodiog those nasessed npuings le-
cal beoefits.” [t sppears that tazew wWere ex-
cloded ax the result of iegiviators attempling
o find an appropriate definition of net incoce,

It Is ow alno widely beld that this tax provistion
provides escouragement to homeowsership,
which it is argued is benefieinl to both the
<community and the individual

Fiss;uologéear 1970, §2,500,000,000 ; fiscal year 1971,

2, 0.

DEPRECIATION ON RENTAL HOUSING

Authorizaton
form.

Sec. 107 (£}—Depreciation,
Taz 4

Deseription.

Bubaldy costs_. — .

29

The gwaers of rental housing may clalm fn early
yenrs deprecistion in excess of straight-line

deprecintion,

The 156 Tax Reform Act Hmited the doprecia-
Hon allowance 1o 125 perornt declining bal.
ance depréciation for umd recidestinl prop.
erly. Five-year amortizstion for the rehabili-
tation of Jow-locome rectal housizg was sleo

Sl ear 3970, $275,000,080; fisca
year I T : 1] I
F255,000,000, ToRE 2UL,
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INTEREST SUBSIDY—FOR HAOMEOWNERSHIP ASSISTANCE (235)

A agency.

Identifieation .

F Credit/FHA,
Department of Housing and Urban Derelop-

ment.

Anthorization: National Eousing Act ax amend-
wil. sec. 235 Budget account: 205-24-0139-1-
1-55% CFDA : 14.105,

To make bin more readily available

Objectives

Fipancipl form.
Direct reciplent

Interest rate and maturity -
Subsidy cORS e -

1o lower hmma flles by providing monthly
payments to lenders of FEA inyured mortgage
loans on behalf of the lower Income families
or by makicg it possible for a zeoprofit or-
pulnum or ¢ body to finacce the ae-
quimtion and the rnhlbilimlhm of Bousing
thitt will be sold to lower lncnme familiea,
Credit aids (iomured Joans and direct cash
era

paym .

The subsidy ia paid to the lender. Eligille spon-
sors are private nonprofit organizations and
publle bodles that have been approved by
HUD. Families eligible to apply for mortgage
insurance and receive the benefits of the sub-
sidles must fell within certain income lmits
and other criteria as determined by locality
on a case-by-case basis.

6 percent. 30-year maturity,

Fiscal year 1970, $426,000,000. HUD data con-
teined in Senate Appropriation Committee
hearings for fiscal year 1970, (p. 734) esti-
mated that the total number of ualts to be
supported in 1870 would he 128,000, the total
estimated payments to e made would be
$676,000,000, and the average number of years
the payments would be made to lie 17. Tsing
the actnal namber of ubits supported as listed
in “The Budget of the U.S. Government, Fiscal
Year 1972" (p. 130}, 143,000, n proportional
estimate was made of the total paryments.
This aggregute figure way then expressed in
terms of anvual payments ond the cost of this
stream of payments was capitalized at 71
percent over 17 yeara

31

INTEREST SUBSIDY FOR RENTAL ASSISTANCE (236)

Administering agency

Ident

Hoasing Production nnd Mortzage Credit/FHA
Department of Houslng and Urban Develop-

ment.
fom: Ny Housing Act, as amend-

Obfectives .

Direct reciplent. _____ . .. _

Interest rate and matority.
Bubaldy Copthm o T

ed. rec. 230 Budget mocount: 25-02-0139-0-
0 provide good quati coopers
quallty rental and tive
housing for persocs of low and modemts In.
come by providing (nterest Mueﬁou mmu
In order to lower their
Credit aids (fusured loans apd dlm:t cash pay-

ments),
Bubsidy 15 pald to the lender. -
‘I‘hﬂeln:lm non.

wmuurc.

United-distribution q'mm

l’l!hllemiudonot  qualify s sortgagors on-
haclualugm elderly and b
2 huuiica

ive the mé nped. ligible

!:Ii 'It.hin oerhln Lnuume ll.miu nE deter-
mined locally, The sasistavce payments are
mmdonnomtenhntln t.bnmmormd-md

Tental,
2 peronnt. B5-year maturt
Fizeal

the cost of this stream of puyments was
capitalized At 734 percent over 21 years.
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HOUSING OPPORTUNITY ALLOWANCE PROGRAM

Administering agency..
Identification ...

Objectives ... ___

Financial form...
Direct recipient._.

Subsidy costa. .. ...

Federal Howe Loan Bank Board.

Authorization : Emergency Home Finance Act of
1970, title X; Public Law 91-351; 12 U.S.C.
1137. Budget zceount : Nose. CEDA : 71.001.

To assist upwardls rwobile, moderpteincome
families, where annual incomes are too great
to allow them te participate in HUD's snbsi-
dized housing programs, but whose annual in-
comes are also insefiicient to ullow them to ob-
tain convenlional mortgage loans, to obtnin
sach 1nane. The assistance, which is in the
form of a $20 alowance for a period of not
more than 60 months, can be applied only to
the contractually required monthly payment
on a 25- to 30-year first mortgmge for the
purchuse of a siogle family home or condo-
minium unit.

Direct cash payments.

Any family consisting efther of two married per-
sons living together oc a heed of household
with at least one dependent person may apply
for a HOAP allowance. Eligible families may
not have incownes in excess of the HOAP reg-
whar fwnily income limits. Borrowers may not
use HOAY to refinance their present homes.
Rental properties are not eligible.

Not available & this time.

BELOW MARKET INTEREST RATE LOANS ON MULTIFAMILY
DWELLINGS 221¢d)(3)

Administering agency ...

Tdeutification - ________
Objectives . _______._._____
Finaneial forme. . ____. —_

Direct recipient

Housing Production and Mortgage Credit/FHA,
Department of Housing and Urban Develop-
ment.

Anthnrization : Natlona! Houxing Act, &5 amend-

i 1904, soc. 21 ; Poblle Law 56012 U.S.0.

1T1511). Budgel account ; 25-02-4070-0-3-864

GCFDA: Not listed. Thin is not the progeam
deseriliod bn 14,137,

To provide good quality rental or cooperative
bousing within the price range of low- and
mederate-income families.

Crediz afds (guorantécd nod insured loans).
Private bankers would make loans 1o quslf-
fed bullders at 3 parcent because the
ment National Mortgage Association (GNMA)
woulil purehase the mortgage at par,

Credit woeld go to monprofit, ecop-

Tnterest rate and maturity.
Subsidy costs.

oratives, builder/sellers who lo torn would
provide dwellings at rents below market
value.

2-3 percent. 55 40.rear matority,

Fiseal year 1970, $69,000,000. HUD data con-
imloed Ie Senate Appropriatiop Committee
Thearings for fscal year 1970 (p. 784) esti-
mated thiat the totsl number of naits to be
supported in 1570 would be 18,300, the total
satimated parmedts would be $155.000000,
and the average nomber of rears the pay.
mrents wauld be made to be 200 This aggregate
figure was then expresssd in terms of aanoal
baruwents and the cost of this stream of pay-
ments was capitalized at 734 percent over 20
Fears. +
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HOUSING FOR ELDERLY AND HANDICAPPED

Administering agency.

Housing P and Mortgage Credit/FEA,

Department of Housing and Urbar Develop-
olent.
Aut : Hoosing Act of 1069, sec, 202,

Objectives -

Pinanciel form.._
Direct recipient .

Interest rate and maturity___

Subsidy eosts.__________

Public Law 88572 ; 71 Stat. 654; sec. 24 CFR,
sec. 230.40(b) for conversion to » 238 profect.
Budget acconnt: 25-24-4115-0.3-555, OFDA:
14,102 (1970 CFDA).

To assist the development of, houging for the
elderly or the handicapped. Loans cover the
development costs of mew or rehsbilitated
renta! housing and related faeilities for the
elder)s or handicapped.

Credit aids {direct1oans),

Private nonprofit corporations, Ilmited profit

Ives, certaln public
Lodies or agencies that ate not receiving B
caniiel pesistapes from the U8 Governmont
exciugively under the 1937 Hoosing At

& pereent. Interest shall bo the lesser of 3 per.
cent per annem or the averuge annoal {ntereat
tate on all ictemat-boaring oblipntioss of
United States plus onefourth of 1 pereent,
H:yenr muturity.

Gross outlays, 1670: B109,000,000, Capltalized
valug at T35 peccent : $53,000,000.

LOW-RENT PUBLIC HOUSING

Housil and Martgage Credit/FHA,

ntp:m;uut-or Housing ead Urdan Develop.
men'
H et of 1837, as

Obfectives oo

Finencial £0rm. e

Direct reciplent.__.

Interest rate and matarity___.

Subsidy costs_— o _____._.

: T8, A

amended ; Public Law 75412 ; 42 17,5.C, 1401~
1435, Budgetr account: 25-(1-0135-01-555.
CFDA: 14148

To provile decent, safe. and sanitary jowe-rent
housing snd related focilities for families of
Jow b aut publlc a

ownerabip. To nsaiet lotal bousiag anthoritles

iy providiag low-rent honslog by (1) acquir

l(ng rr.jo_li:l housiog from the private rgurket

competitive bidding where the bousing au-
thority acta an the doveloper {eonventional) ;
ar (1) lettlng contracts to private developers

(turakey).

Credit nlde (debt services paymests). Anoual
contributions are made o honsing avthorities
o meet dabt serviee requirement=. Additional
eontributions are avallable for certain operat-
ing and maintensnoe expens in erder 20 main-
tin lscome &2 ot below 25 percent of tepant

ingome,

Local housing authorities acting in behalf of
individeals and familles who reside e, work

or othérwise nse the affected areas

The interest vote ls variable with the market
based on a formuls Tate determiced by the
Secretarr of the Treasury, teking inta eon-
sideratlon the currest average rato on out-
standing marketable ohligations of the United
States. Average maturities: § pionlhe for tem-
porary loans, 40 years for permanent finape-

ing ’
Fiscel year 1970, $1,064,000,000.
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RURAL HOUSING INSURANCE

Ad i agency. Fatmers Home Administration, Department of
Agriculture,
Identifieation_______________ Authorizazion: Honsing Aect of 1048, =z

amended, section H02; Public Law 85-117 and

42 IL5.C. 1454 and 1486 7 CRF 1522 1-1852 17,

mlgl Account: 05-60-4141-0-3-302 CEDA:
31

Objectiven— . _______.__ Ta aselst rural familles to ablain decont, safe,

for spplicunt and his family ; purchase or
ipatall essential t upon lnstale

dwelling for applicant's own
RURAL HOUSING INSURANCE—Continued
Fionncial form Credit alds and Insured loans)
Direct reclpient ... Owners of & farm or nonfarm tract or a roral
ddent or o i of low or mod-

erate incoms who works (n the rura] area and
will, when the lotn 15 closed, become the
nwner of £ nonfarm tract of winimum ade-
quate size Must also be a citizen of the United
States or reside In the United States after
lelng legally admitted for pesmanent redi-
dence and have sdequate and dependably
::;jnl;b}? gnmmn to mest hl:':mnllu and
ving expenses, Includ tizes, [hsur.
ance, and maintenance, and
debta Locluding the proposed loan, The recip-
fent must be withent soficient resousces to
provide d: his own mecount the necessary

ather ®ources upon terms agd condl
which be resscpably could be experted to
fulflL

Interest rate and matority 63 perceat—interest credits may be graoted to
lower ipeome familles which will redoee the
effective interest rale pald to a low of 1 pere
cent, depending on the size and ineome of the
applicant fumily. 33-year matority,

SBubsidy conti....._._.___. Gross outlays, fecel year 1070 075,000,000, Cap-
italized value at 734 percent: £11£000,000,
‘The subaidy is brought aboat by the eale of
goarantesd loaoa to private lenders. Since
these loans have or will earn less (han the
mariet mte of interest, they must be sold ata
discount, or the sale most be sccompanied by
an interest subsldy sufSelent to isduce por.
chasers to pay the face value, Se¢ Henry
Aarcn, “Federal Housing Subsidies” in the
{orthooming JEC study pavers for u more de
teiled explanation of this program.

35
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APPENDIX B
TAX STATEMENT FROM A TYPICAL PROSPECTUS

TAX ASPECTS

The Internal Revenue Service issued a tax ruling on June 21, 1372 to the effect that for Federal
Income Tax purposes, the Partnership will be classified as a partnership rather than as an association
taxable as a corporation

The following is a discussion of tax factors that ;may affect investment in the Interests. The state-
ments hereunder have been reviewed by and General Counsel
and Tax Counsel, respectively, for the Partnership and have been included herein in reliance upon
their autherity as experts thereon.

Porinership Taxzation, The Intemal Revenue Code provides that no federal income tax is paid by
a parmership. Each Partner reports on his federal income tax retum his distributive share of the in-
come, gaius, losses, deductions, and credits of the Partnership, whether or not any actua! distribution
is made to such partner during his taxable year. It is therefore possible for a Partner to have a loss
reported on his Federal income tax return although cash is distributed to him, which will be treated
as a reduction of his tax basis; similarly, it is possible for a Partner to have income reported on his
Federal income tax return although cash in ap amount less than his reported income is distributed to
kim. A Partner may offset his distributive share of Partnership losses in any taxable year against his
income from other sources to the extent of his tax basis for his interest in the Partnership.

Tox Basis. A Partner’s tax basis for his interest includes not only the amount of money he contrib-
utes to the Partnership, but also his pro rata share of Parmership lHabilities (including, in the case
f Limited Partners, liabilities as to which no Partner is personally liable). Consequently, it is antici-
ated that each Partner’s fax basis for his interest in the Partmership will include his pro rata share
f the mortgages on the Partnership’s property described under Descrirmion oF PRoPERTY (as to which
no Partnier is personally liable} and will, therefore, be sufficient to permit deduction of his share of
the anticipated tax losses of the Partnership. Correspondingly, any decrease in his share of Partner-
ship labilities (including the reduction in his share of Liabilities resuiting from any repayments of
mortgage or other indebtedness) is considered as a distribution of money to him anrd accordingly
decreases his tex basis {or is taxable as capital gain once his basis is reduced to zero), (See THE
ParTveErsure AcReEMENT—Transferability of Interest for & summary of the allocation of profits and
losses when Interests are transferred.) Any adjustment of revenues, deductions, or credits by Internal
Revenue Service audit, or treatment of the Partnership as a corporation, would result in adjustments
on the tax returns of the Parters, as well as on the return of the Partnership.

The Partnership’s basis for each of the properties will be approximately as follows:

Froperty Basiy
K $5,000,000
B f 3,520,000
P : 1,860,000
i ' 3,250,000

These amounts do nat reflect certain adjustments which are not determinable at this time such as
prorations at closing and formula reductions based on Operating DeBcits as defined (see Descare-
TION OF PropeRTY—Terms of Purchase for each of the properties).

Depreciation. Current federal income tax law will permit the Partnership, as an owner of im-
proved real property, to take depreciation deductions based on the entire cost of the depreciable im-
provements, even though such improvements are Bnanced largely with borrowed money.

Accel i depreciati hods will pmbnhl)r he used by the Paﬂmrshp Sum-of the years
digits ‘and dosble-dealining bal | are permissibl hods of puting d iation
for new rental :endsnt:a.l real property “wherein dm:llmg umits sccount for B0% of the gmss annual
rental i Dy intion is limited to 150% of straight-line for other new build-

ings. Used residential rental pxoperty with a useful life of twenty years or more at acquisition is allowed

oy

125% of straight-line declining balance depreciation while other used buildings are limited to straight-
line depreciation.

Personal Preperty Bonus Depreciation is perwitted by the Internal Revenue Code on depreciable
tangible personal property under certain circumstanees. A taxpayer filing a joint return can deduct up
to $4,000 of Bonus Depreciation in any one year (single taxpayer §2,000) from all of his investments.
The Partmership intends to elect to take Personal Propeity Bonus Depreciation for each property.
{See DESCRIPTION OF PROPERTY.)

The Partnership intends to depreciate the improvements on each of the properties as follows:

{u) K —200% declining balance on a first user basis, with certain personal property
on a straight-line basis, depreciating the shell over 40 years aud the other components from 3 to

20 years.

(b) B .—125% declining balance on a second user basis, with certain personal
property on a straight-line basis, depreciating the shell over 40 years and the other components
from 5 to 20 years.

{¢) P —2009% declining balance on a first user basis, with certain personal property
on a straight-iine basis, depreciating the shell over 40 years and the other components from 8 to
20 years.

(O T —200% declining balance o a first user basis, with certaic personal property

on 4 straight-line basis, depreciating the shell over 40 years and the other compopents from 6 to
20 years,

Although the Partnership intends to depreciate T on a fizst user basis, it is possible that
the Internal Revenue Service may take the position that the Partnership is a second user and, there-
fore, not entitied to the more favorable depreciation basis. Since under the temms of the T
Purclhase Agreement the Parinership was in possession of T 2s of March 15, 1972 and an
exgeuted memorandmn of lease was recorded on March 30, 1972, prior to the time that any tenants
moved in, the General Partoers believe that the Partnership will be deemed the 8rst user of T

However, since the installment purchase agreement was not executed unti} after the Brst tenant
moved ib, the Intemnal Revenue Service may assert that the Partnership is not a first user. If the In-
ternal Revenue Service is successful in that assertion, the depreciation of T , subject to Inter-
nal Revenue Service approval, wiil be on the basis of 195% instead of 200% declining balance
methaod.

Component Depreciation. The Partnership intends to use component depreciation separating
from the land and building shell certain parts of the building to be depreciated separately. The value
to be attributed to cach component will be obtained from the builder of the property if the informa-
tion is available and if not available, then an appraisal will be made. The useful life of cach com-
ponent will be determined by the General Partners who will rely on their employees, one of whom is
a certificd public accountant, and outside advisers; if necessary, who are familiar with the deprecia-
tion guidelines established by the Internel Revenue Service as interpreted by the courts.

Persenal properly ws to which component depreciation applies is subject to recapture {ordinary in-
come when sold} for ell the depreciation claimed, and not merely the excess over straight-line as ic
the case with the buiiding shell. At the time of sale or other disposition, the property being degre-
ciated as & component may have a value not greatly in excess of it depreciated tax basis. Deprecia-
tion recapture on componenis or on the building shell is limited to the amount of the gain realized
upon the dispasiticn or saje. It is profected that this gain on sale of components, ¥ any, will be nomi-
nal

It is clear under case Jaw that components of an entire new building may be segregated for pur-
poses of computing separate deduction lives. However, the Internal Revenue Service, in a 1968 ruling,
has taken the position that separate component accounts may not be used to determine useful lives

[O%)
-2



o=

P T R T

Poas =

TR SR

s

for used buildings. Many tax lawyers have questioucd this position jo lega! periodicals and, recently,
a Federal Judge in the case of Harsh Investment Corp. v. United States, 71-1 USTC 85798 (D.
Ore, 1970), allowed component depreciation for purchased rental investment property. This case may
be roversed on appeal, or other cases may hold to the contrary. The Partnership may use component
depreciation for used, as well as new, properties, and if the Internal Revenue Service successfully chal-
lenges this position, then the deduction for depreciation will be more spread out and the deprecia-
tion deduction in the earlier years of the Partnership will be adjusted.

Investment Interest Expense. The deduction for investment interest paid or accrued on indebted-
ness incurred or continued to purchase or carry property held for investment is limited for taxable
years beginning in 1972 and thereafter. The limitation is used in the following order: (1) $25,000
($12,500 for a married persop filing a separate return) (not applicable to a trust); (2) net invest-
ment income; (3) excess ol net long-term capital gain over net short-tenn capital loss; (4) 50% of
the excess of investment interest over the total of the three preceding items, Disallowed investment
interest may be carried over to subsequent years within certain Jimitations, Interest incurred in real
cstate ventures, if the property involved is rented under a net lease, is regarded as “investment inter-
est” subject to possible disallowance, rather than business interest which remains fully deductible. Tn-
vestment interest expense from all subject transactions will be accumulated for purposes of the de-
duction limitations in each Partner’s individual income tax return. It is not currently the intention of
the General Partners to enter into net leases.

Prepaid Interest Expense, The Partnership plans to prepay interest during 1972 on certain promis-
so1y notes for the balance of the purchase price of particular properties and intends to prepay interest
for part of future interest on first mortgage financing. The amount of interest to be prepaid with re-
spect to Kempwood, if any, has not been determined as of the date of this Prospectus. The amount of

terest to be prepaid for 1973 in 1972 on the Mortgage with respect to E is
125,700. The aggregate amount of interest for 1973 expected to be prepaid in 1972 on the P
construction loan and permanent financing is $132,300. The amount of interest to be prepaid
in 1972 on the T Purchase Agreement is $200,000. Althaugh it is contemplated that prepay-
ments of interest will be made in future years, the exact amount of such prepayments, if any, cannot be
determined at this time, except for the mandatory annual prepayment of $200,000 made pursuant to the
T Purchase Agreement. Whether prepaid interest is fully deductible in the year made, or
whether the deductions must be allocated over the taxable years involved is determined by the appli-
cation of Revenue Ruling 68-643, which provides in part as follows:

*“A deduction for interest paid in advance on each indebtedness for a period nat in excess of 12
months of the taxable year immediately following the taxable yesr in which the prepayment is
made will be considered oni a case by case basis to determine whether a material distortion of in-
come has resulted. Some of the factors to be considered in determining whether the deduction of
prepaid interest gives rise to a material distortion of income include but are not limited to the
amount of income in the taxable year of payment, the income of previous taxable years, the amount
of prepaid interest, the time of payment, the reasor for prepayment, and the existence of a vary-
ing rate of interest over the term of the loan. If interest is prepaid for a period extending more
than 12 months beyond the end of the current taxable year, the deduction of such prepaid interest
in the taxable year of payment will be considered as matexially distorting income. Where a material
distortion of income hus been found to result from the deduction of prepaid interest, the Service
will require the taxpayer to change his method of accounting with respect to such prepaid interest
in order to allocate it over the taxable years involved.”

The Partnership does not intend to prepay interest in any year irrexcess of the Federal tax deduc-
tions allowable in such year with respect to such payments. However, there can be no assurance that
any amounts of prepaid interest deducted by the Partnership will be fully ailowed by the Internal
Revenue Service, or that they will be allowed for the year that the Partnership claims them, since the
facts of each case are amalyzed individually in relation to the laws, regulations and rulings against
which they are applied. It is not known whether the Internal Revenue Service ruling interprets the
term “material distortion of income” to mean the income and expenses of the Partnership or the indi-
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vidual partners, Although & Partership is not a taxpayer, it fles an information return which is sub-
ject to audit. A determination of “materia] distortion of income” on the Partnership retum is more signi-
ficant at this level, since any deficiency adjustments would subject each of the Limited Partners’ income
tax returns to assessments of additional tax, and possible audit.

Fees and Other Expenses. The Partnership will pay management and supervisory fees to the
General Partners and legal and accounting fees, including fees for tax advice and services, some of
which will be deductible and the balance of which will be capitalized. To the extent that the Internal
Revemue Service requires any of the fees deducted by the Partnership to be capitalized the income tax
loss of the Partnership may be decreased or income tax gain may be increased.

Tar Loss or Profit From Property. It is anticipated that the Partnership’s tax losses from the own-
ership and operation of properties will decline over time and cventually result in taxable income in ex-
cess of cash flow from pormal operations. This will eccur as the annual depreciation deductions under

1 i depreciati hods decline from year to year. In addition, under a level payment mort-
gage, the partion of each pay which rep ts nondeduetible amortization of principal increases
from year to year and the portion rep ing deductible intesest d Thus, it may be econom-
ically desirable to sell 2 property, or for a Partner to scll his Partnership interest, prior to the end
of respective useful lives of each of the properties. In the eveat of » sale of any of the propertics of the
Fartnership, the gain recognized for fedoral tax purposces by each Partner is, in efect, measured by
the difference between the original cost basis of the proparty to the Partnership as adjusted by addi-
tions for impr and capitalized items and as reduced by depreciation deductions, and selling
price less expenses of sale. The entire gain will be taxed as s capital gain (1) to the extest the Limited
Partner is not a “dealer” in securities and (2) the Partnership is not a “dealer” in real extate for Fed-
eral income tex purposes and (3) the depreciation recapture rules do not apply. The General Partners
do not intend to operate the Partnership’s business in such a manner as to make it a “dealer” for tax
purposes. The excess of acoelerated depreci over straight-line depreciation on depreciable reai
property, other than residential rental property, ls subject to being fully recapturcd ns ords in-
come when the propesty is sold regardless of bow long it is held before such sale, Excess depreciation
on residantial rental property is subject to being fully recaptured only if it is held for less than 100
months. The recapture of excess depreciation on residential rental property is d d by 1% for
each month such propesty is held beyond 100 menths so that there will be no recapture if the property
is held more than 16 years and 8 months. Gain will be realized in excess of the net proceeds after pay-
ing the mortgage halance, mainly due to the fact that the depreciation deductions will have reduced
the tax basis of the property to less than the of the ! gage bal Similarly,

in the event of a forfelture of the Partnership's interest in 2 pmpm:_\:: recapture of depreciation as
dinary i is possible to the extent of gain resulting from the forfeiture,

Gain on Sules of Limited Partnarship Intorest. Long-term capital gains will be realized an the sale
of a Limited Partnership Interest by s holder who (1) is not n “dealer” in securities, (2) has held the
Limited Partnesship Interest for longer than six months, and (3} is not an investor in o Partnership
which is deemed to be a “dealer” in real estate for Federal income tax purposes. The Gencral Partners
do not intend to of the Partnership’s businesd in such o manner as to make it a “dealer” for tax
purposes, To the extent that a portion of the gain realized attributable to the sale proceeds includes
the holder’s share of Partnership * lized jvables™ and i ¥ items which have substan-
tially appreciated in value” a5 defined in Section 75! of the Internal Revenue Code and regulations
pertaining thereto, which provision includes the excess of i d depreciation over straight-line
depreciation on depreciable real property, other than residential rental property, such exvess deprecia-
tion is subject to being fully recaptured as ordinary income regardless of the length of time the Interest
is held. On residential rental property held longer than 100 menths, the recag of excrss depreci:
ton on residential rental property is decreased by 1% for each month such property is held beyond
100 moaths so that there will be no recapture if the property is held mare than 200 months (16 years
and 8 months).

Income Tax Rates. The Tax Reform Act of 1969 made certain changes in the Internal Revenue
Code that may affect returns from investments similar to that of the Limited Partners in the Partner-
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ship, The Act increascd the inaximum rates at which capital gains are taxed to both individuals and
corporations, The 1869 Act imposed on both corporations and individuals an annual 10 tax, in addi-
tion to present corporute and individual incomne taxes, on curtain "tax preferonces” in exeess of 836,000,
plus the regulur tax Nability for that vear {adjusted for certain credits) plus carry ovex of unused tax
Liability (adjusted for certain credits) not offset against tax preference items of the previous seven
vears subsequent to 1989 less $30,000. Depreciation taken on resl estate in excess of amounts allow-
2ble under the straight-lin hod is a tax prefer item, One-half of the amount by which the
net long term capital gain exceeds the net short term capital Joss in the case of individuals and ap-
proximately three-eighths of such amount in the case of corporations are also tux preference itoms.
The 1969 Act reduces the maximum income tax rate on eamtd income in the case of individusls to
50% for taxable years beginning after December 31, 1971, However, the t of camed income
qualifying for such reduetion in rate will be reduced by tux preferences i excess of 530,000 subject to
certain tax preference adjustments, There are other tax preference items, such as percentuge deple-
tion, which should be checked by an investor with his tax advisors, since his overzll tax situation will
determine the extent to which minimum tax, maximum tax and capital gain mates will apply.

The 25% alternative tax rate applicable to the vacess of long term capital gains over short term
capital losses is generally limited to the first $50,000 of gain in any one year (except cupital gains
received before January 1, 1975 from sales or othey dispositions under binding contracts entered into
on or before October 9, 1968) and for gains that excead $50,000 the mate increazes, in offect, to 35%
in 1972 and thereafter. (For corporations the alternative tax rate js 30% on net long term capital gain
over short tesm capital loss with no special tux on the frst $50,000 of gain.) Only one-balf of long
term capitsl losses incurred in 1970 and thereafter way be used for the $1,000 snyual deduction from
ordinary income available to individuals.

Spction 754 Eiection. Optionz! adjustments to the basis of Pertoership property for determining
depreciation, profits and losses upon certain distributions of Partnership property (Section T34) or

£

of Partnership i ts (Scction T43) are provided for in the 1854 Internal Revenue Code
if » Parmership slection has been made in accordance with Section T84, By making this election,
£ of B hip i are wreated for purposes of depreciation, profits and losses as

though they had scquired a direct interest in the Partnership assets and the Partneship is treated
for such purposes, upon certain distributions to Partners, as though it had newly acquired an interest
i the Partnership assets and thercfore acquized a new cost basis for sueh assets. Once the election
is made, it is irrevocable with respect to all current and future transfers and distributicns, unless the
of the Internal R Service is of i, The tax ing required to impl such
an election is quite complex, and adjustments must be made each time there is a transfer of a Partaer-
ship interest or a distribution of property. The General Partners do not presently intend to meke such
an election; however, Section 10.10 of the Amended Certificate and Agresment of Limited Parmership
gives the General Partners discretion to elect these provisions of the Internal Revenue Code. If the
election is not made, one effect would be that upon a szle of Partnership property subsequent to a
transfer of o Limited Partnership 1 bie profits or losses to the transferee of the Limited
P hip I t will be d by the difference between his share of the amount realized
and his share of the Partnership’s tax bagis in the property (which, in the absence of a Section 754
election, will be unchanged by the tansfer of the Interest to him), rather than by the difference be-
tween his share of the amount realized and the portion of his purchase price that was allocable to
the property.
The Limited Partners or the Partnership or both may be subject to siate and local taxes in juris-
dictions in which the Partnership may be deemed to be doing busine$s ar in which it owns property
or other interests.

1T IS NOT POSSIBLE TO PREDICT THE EFFECT OF THE TAX LAWS ON INDIVIDUAL
INVESTORS IN THE PARTNERSHIP. EACH LIMITED PARTNER SHOULD SEEK, AND
SHOULD DEPEND UPON, THE ADVICE OF HIS TAX ADVISOR WITH RESPECT TO HIS
INVESTMENT IN THE PARTNERSHIP. THE COST OF SUCH ADVICE WILL AFFECT THE
YIELD OF THE INVESTMENT.




