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Leveraging the Low-Income
Housing Tax Credits Program
Affordable housing
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ply with these requirements during this period, a portion of the
credits may be recaptured.
LIHTCs come in two forms: 9
percent and 4 percent credits.4
The 9 percent5 credit is calculated so that the present value of
the annual credits over the 10year period equals 70 percent of
the building costs.6 The 4 percent credit equals 30 percent of
the present value of the costs
incurred.7 The 9 percent credit
is available for new construction
and substantial rehabilitation projects, while the 4 percent credit
applies to the acquisition cost of
buildings that will be substantially rehabilitated.8
A developer who buys an
existing building and substantially rehabilitates it can apply the
4 percent credit toward acquisition costs (excluding land) and
the 9 percent credit to rehabilitation expenses.9 In contrast, if
the developer buys vacant land
and constructs a new building,
all construction costs are eligible for the 9 percent credit. 10
However, if rehabilitation or new
construction costs are federally
subsidized (e.g., through taxexempt financing or below market interest rate loans), then only
the 4 percent credit may be used
unless the owner elects to reduce
the basis for calculating the credit
by the subsidy amount.11
The LIHTCs that may be
claimed are calculated by multiplying the applicable credit percentage by the building’s “qualified basis.” The first step in
making this calculation is determining a building’s “eligible
basis.” Eligible basis is the cost
for the entire building, including
non-low-income units if the qual-

ity of those units is comparable to
that of the low-income units.12
The eligible basis is determined
at the end of the first year of the
credit period (subject to reduction for federal subsidies).13 Only
building costs are included, not
land costs. 14 Building costs
include related structures, such
as recreational and parking facilities, if provided to all tenants at
no cost.15 Eligible costs also generally include those incurred to
design and constr uct the
improvements—including construction loan interest and local
government fees16—while costs
for permanent financing and
reserve funds are ineligible.17 In
addition, the basis can include
developer’s fee for the for-profit
or nonprofit entity creating the
housing.18
For acquisitions, only depreciable property is included in the
basis. Projects involving substantial rehabilitation may include
only expenditures within a 24month period that can be capitalized. “Substantial rehabilitation” means that rehabilitation
expenses must either equal at
least 10 percent of the building’s
adjusted basis at the beginning of
the 24-month period or cost at
least $3,000 per low-income unit,
whichever is greater.19 For new
construction, only costs that can
be capitalized are included.20 Also,
the eligible basis may be increased to 130 percent for new
construction in areas of difficult
development or high-cost adjustment.21
The building’s qualified basis
is then calculated as the portion
of the eligible basis that is used
for low-income tenants, based on
the percentage of total units or
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floor space, whichever is less.22 The initial
qualified basis is determined on the last day
of the first year the building is placed in service or, at the owner’s election, on the last day
of the following year.23 The owner must maintain the initial qualified basis throughout the
15-year compliance period.
In exchange for receiving LIHTCs, a project must truly be affordable to its tenants.
Gross rents are limited to 30 percent of the
qualifying-income standard applicable to the
unit, adjusted for family size.24 Gross rents
include a utility allowance and the cost of any
services that tenants are required to pay. The
building must also be used on a nontransient
basis; that is, initial leases must usually have
a six-month term.25
A property must be restricted for rental to
households that satisfy one of two set-aside
tests—either 20 percent of the units must
qualify at or below 50 percent of the Area
Median Income (AMI) established by HUD,
or 40 percent must qualify at or below 60 percent of AMI.26 AMI is determined annually
according to small geographic regions, such
as a county or Metropolitan Statistical Area.
The AMI for a family of four in Los Angeles
is $56,400. Once a project is placed in service,
the project owner must make an irrevocable
election as to which set-aside test will be
applied to the project.27

Allocating Tax Credits
After the LIHTCs have been calculated
and a pro forma financial statement has been
prepared that shows that, based on applicable
rent restrictions, the project is financially
feasible, the project must actually qualify for
an allocation of 9 percent credits. This is far
from automatic. First, Congress imposes a
limit on the number of 9 percent credits that
are available nationwide, and they are allocated on a per capita basis among the states.

In fiscal year 2000, Congress increased the
per capita amount from $1.25 to $1.50 for
2001, to $1.75 for 2002, and indexed the rate
for inflation beginning in 2003.28 Applying
this formula, California was allocated approximately $61 million in LIHTCs in 2003.
Each state is delegated the responsibility
for allocating its share of LIHTCs. In 1987, the
California Tax Credit Allocation Committee
(TCAC) was established in the state treasurer’s office.29 The TCAC comprises three voting members (the state treasurer, the state
controller, and the governor or his or her
finance department director) and four advisory members (the California Housing Finance Agency executive director, the Housing
and Community Development Department
director, and two local government representatives).
Each state is required to adopt a Qualified
Allocation Plan (QAP) to administer the allocation process.30 A QAP must give preference to projects serving the lowest income
tenants and those whose af fordability is
restricted for the longest period, as well as
those located in qualified census tracts.31
Project selection criteria require that consideration be given to project location, housing needs, the characteristics of the project
and its developer, the requirements of persons
with special housing needs and individuals
with children, and public housing waiting
lists.32
The TCAC has adopted a QAP that goes
beyond the federal requirement that 10 percent of the LIHTCs be set aside for projects
developed by qualified nonprofit organizations. The California QAP also mandates that
a percentage of the state’s allocation be made
available for certain types of housing projects, such as those in rural areas and ones
serving persons with special needs, such as
the homeless.33

Calculating the Value of Tax Credits
The following scenario describes the value of 9 percent tax credits in the
development of an affordable housing project. The scenario assumes that all
units are used for qualified low-income tenants.—T.M.H. & D.C.N.
Total development costs

$10,000,000

Less ineligible costs

$ 2,000,000

Eligible basis

$ 8,000,000

Percentage of low-income tenants

100

Qualified basis

$ 8,000,000

Assumed current 9% credit

Factor 7.75%

Annual credit available

$

Total value of 10-year credit

$ 6,200,000

Typical value ratio to an investor

$ 0.80/$1.00

Potential equity to developer

$ 4,960,000

Required loans or subsidies

$ 5,040,000
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620,000

The TCAC estimates that the demand for
LIHTCs exceeds the credits available for allocation by a factor of 4 to 1 and therefore uses
a competitive allocation process. The committee employs a point scoring system,34 and
experienced developers file applications that
are assured of qualifying for the maximum
number of points. The TCAC then uses a
series of tiebreakers that change periodically
in response to state housing policy, to make
the final allocations. Recent tiebreakers have
emphasized large family developments with
3 or 4 bedrooms over senior and special needs
projects with 1 and 2 bedrooms.35
Once a project receives an allocation, the
developer raises project equity by marketing
the LIHTCs to prospective investors. While
the developer may use the credits itself, this
is uncommon because nonprofit developers
generally do not pay federal income taxes, and
for-profit developers usually do not have
income tax liabilities equal to the credits they
receive.
Instead, developers typically form a limited
partnership or limited liability company to
own the project and allow the LIHTCs to flow
through to investors. Developers usually
retain a .01 percent interest in the project
during the compliance period and the investor
receives a 99.99 percent limited partnership
interest in exchange for making its capital
contributions.
In the program’s early years, LIHTCs were
not in wide demand as investments because
of sunset provisions contained in the original
statute and the perceived risk of developing
and managing an affordable housing project.
Because corporations showed little interest in
the tax credits, syndication funds were created
and used public offerings to attract individual
investors. When the LIHTC program was
made permanent in 1993, corporations began
acquiring the credits directly and through
syndication funds. Corporations now constitute virtually the entire market of LIHTC
investors and include banks and insurance
companies as well as Fannie Mae and Freddie
Mac. Banks not only receive the credits and
other tax benefits but use these investments
to meet federal Community Reinvestment
Act obligations.
Over time, the LIHTC market stabilized in
California and elsewhere. Initially, developers
received as little as 40 or 50 cents for each dollar of LIHTCs, and investors were rewarded
with significantly high retur ns. Today,
LIHTCs are generally priced in California at
80 to 84 cents on the dollar, and developers
continue to seek higher prices. While investors’ returns have declined correspondingly, this has been offset by the acknowledgment that low-income housing is not
generally a risky venture. If anything, the

opposite is true: A 2002 study found that the
foreclosure rate for low-income housing was
0.14 percent, or 100 times less than the rate
for commercial properties.36

Managing a LIHTC Project
When a tax credit investor enters into a
partnership with a developer, a comprehensive partnership agreement is negotiated.
Under the agreement, the developer/general partner must achieve certain benchmarks before the investor will make capital
contributions. These benchmarks often
involve achieving, by a mutually agreed-upon
deadline, certain levels of construction completion and occupancy. Investors usually
require developers to cover project cost overruns and to guarantee that the investor will
actually receive the LIHTCs applied for or
else face a reduced capital contribution.
Agreements also regulate distribution of project cash flow, allocate profits and losses and
tax benefits, and provide for project disposition at the end of the 15-year compliance
period.
Developers put projects out for bid and
receive offers from prospective investors.
The successful investor is not necessarily the
one who offers the highest price but often the
one whose guarantee and tax credit adjusters
are the least onerous from the developer’s perspective. Developers also consider the
investors’ asset management requirements,
including the deadlines for submitting financial and asset management reports and the
penalties for noncompliance.
A developer must satisfy cer tain tax
requirements after receiving an allocation.
The first is the carryover allocation—that is,
10 percent of the anticipated project costs
must be spent by the later of six months from
when the allocation was made or the end of
the calendar year in which the allocation was
received.37 This 10 percent test is critical and
often involves technical issues over whether
an expense has been incurred. Owners retain
accountants to prepare 10 percent test letters to provide to allocation agencies. The
project owner must also generally place buildings in service by the end of the second year
after the year in which the allocation was
made.38
A cost certification must be submitted to
the state allocating agency confirming the
actual project costs.39 The agency then uses
this certification to determine the actual
LIHTCs for the project and issues an IRS
Form 8609 which the developer attaches to its
annual partnership tax return. In addition,
project owners must enter into a long-term
regulatory agreement,40 annually certify tenant incomes to ensure compliance with rental
restrictions, and keep appropriate financial

records.41
LIHTCs are subject to recapture in whole
or in part under certain circumstances. Full
recapture can occur if the owner fails to meet
the applicable set-aside test that it has
elected.42 Partial recapture can happen if the
qualified basis amount decreases from the
prior year or the percentage of units occupied
by low-income tenants falls below the designated percentage.43
Tax-exempt bonds provide an alternative
means of financing a housing project. In California, a developer must receive approval
from the California Debt Limit Allocation
Committee (CDLAC) in the state treasurer’s
office. Like the process followed by TCAC for
LIHTC allocations, CDLAC employs a competitive bond allocation process for housing.
This is because of congressional limitations
on the amount of private activity bonds that
each state may issue annually.
Projects financed by qualified private-activity, tax-exempt bonds can receive 4 percent
tax credits for new construction or rehabilitation costs. These credits are not awarded
competitively and are available to any project
that receives approval for the bond issuance.44
However, at least 50 percent of the project’s
development costs must be financed with taxexempt bonds to qualify the entire project
for these tax credits.
The tax-exempt bond process requires a
housing developer to agree to rental restrictions similar to those used for 9 percent credits. Further, the bonds must be issued by a
public agency authorized by state law to serve
as a housing bond issuer. Most cities, counties, housing authorities, and redevelopment
agencies can perform this role. The California
Housing Finance Authority (CalHFA) and
several joint-powers authorities serve as bond
issuers on a statewide or regional basis.
Developers obtain two benefits from taxexempt bond financing: access to long-term
financing at attractive tax-exempt interest
rates and avoidance of the often keen competition for 9 percent credits.

Leveraging Public Funding
While LIHTCs and/or tax-exempt bonds
may cover a significant portion of the cost of
constructing or rehabilitating an affordable
housing project, they almost never provide
sufficient funds to finance an entire project.
Developers must qualify for and obtain a permanent first mortgage. However, lenders will
limit the loan to the amount they determine
the project can reasonably support based on
applicable rent restrictions. This requires
finding other public sources to subsidize a
project and make it economically feasible.
Several federal programs provide direct
financial assistance for housing development.

Generally, this consists of either rental assistance for owners and tenants or subsidized
loans and grants for property development.
Most programs originate within HUD but
are often administered at the state or local
level.
Section 8 of the United States Housing
Act of 193745 is the most well-known rental
assistance program. Historically, Section 8
provided owners with project-based rental
assistance if they agreed to enter into longterm contracts (often 10 to 20 years) with
HUD or a local housing authority. Under
these agreements, tenants paid monthly rent
equal to 30 percent of their household income,
and HUD paid a monthly subsidy directly to
the landlord. The subsidy amount is the difference between the tenant’s rent payment
and a HUD-determined fair market rent that
reflects market conditions and any unique
project operating costs.
HUD is now increasingly shifting its focus
from project-based to tenant-based rental
assistance. Accordingly, under the current
Section 8 program, HUD issues rental vouchers directly to income-qualified tenants rather
than enter into long-term rental assistance
contracts. Tenants then use these vouchers at
any property of their choice, and landlords
must compete to attract and retain qualified
tenants.
Many properties with Section 8 projectbased subsidies were financed through HUDinsured loan programs that imposed a rent
regulatory agreement. As project-based subsidy contracts expire and loans become eligible for prepayment, current owners can
terminate the rent restrictions and subsidies
and convert properties to market rate projects. The affordable housing community
refers to these projects as “at risk” and is
making an intense effort to preserve their
affordability. At-risk properties are attractive
to affordable housing developers because
they often meet the 10-year hold requirement
for acquisition LIHTCs and transactions can
be readily completed without the delays associated with new construction.
Annual appropriations under the Community Development Block Grant (CDBG)
and HOME Investment Partnerships Act programs are another funding source. These
programs provide direct financing subsidies
to cities, counties, and states based on a per
capita allocation formula. Public agencies can
use CDBG and HOME funds for community
development, infrastructure, and housing.46
Developers often receive loans funded by
HOME or CDBG proceeds to fill in their financing gaps. These subordinate loans are
long term, typically bear a low interest rate,
and are repaid only from residual receipts
(i.e., project cash flow remaining after payLOS ANGELES LAWYER / JANUARY 2004 25
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ment of the first mortgage and operating
expenses).
The state of California has long been
another public source of housing development funds. The Housing and Community
Development Department (HCD) administers most state funding programs; however,
CalHFA also offers loan programs to developers and local public agencies. Certain HCD
programs involve distribution of Federal
HOME and other specialized program funds.
Others are funded by voter approved bond
measures like the Multifamily Housing
Program (MHP) created by Proposition 46 in
November 2002. MHP funds are available for
new construction or acquisition and rehabilitation of projects not using 9 percent credits.
The program helps fill the gap that occurs
because equity from 4 percent credits is
approximately half the amount available from
9 percent credits.
HCD uses a competitive application
process to qualify projects for MHP loans.
To ensure that projects remain affordable,
developers must comply with long-term rental
restrictions. Loans are made for 55 years at 3
percent interest and repaid primarily from
residual receipts.47 Project owners must provide a high percentage of units of three or
more bedrooms to serve large families or
provide specialized social service programs
to ser ve residents with special disability
needs.
Los Angeles has also been a leader in the
effort to fund affordable housing. The city
recently established an Affordable Housing
Trust Fund to accrue funds from a broad
range of sources (HOME, CDBG, local general fund appropriations, and specialized
energy conservation funds) and distribute
them to developers through a single application process.
Inclusionary zoning and “in-lieu” fees are
an additional source for creating housing or
raising funds. Inclusionary zoning ordinances
require developers of new market rate projects (i.e., apartments or single-family home
subdivisions) to construct a certain percentage of rent-restricted units based on the overall size of the market rate project. Some programs allow developers to pay a fee in-lieu of
building the affordable units, and these fees
are then made available to develop affordable housing throughout a community.
City redevelopment agencies may be a
subsidy source. California law allows redevelopment agencies to be formed to improve
blighted communities.48 These agencies designate redevelopment plan areas, which are
neighborhoods meeting certain blight criteria. Once established, a plan area normally
exists for 20 to 30 years. At the outset of a
redevelopment plan, property tax assess-

ments are fixed at a presumed low level due
to the area’s depressed economic state. As
improvements take place over time and
assessed values and property tax revenues
rise, the agency retains the tax revenue above
the initial base rate (known as the “tax increment”) to fund redevelopment efforts.
California law requires that 20 percent of
the tax increment be used strictly for affordable housing—an apportionment referred to
as “housing set-aside” funds.49 Remaining
funds are used for agency operating costs
and redevelopment of commercial properties. In this way, redevelopment agencies are
usually financially self-sufficient and do not
rely on funding from general tax revenues.
A successful housing project involves
more than making the units affordable. It
also means providing tenants with access to
essential services. The competitive application
processes used by TCAC, CDLAC, HCD, and
Los Angeles each take this into consideration. When developers apply for LIHTCs, a
bond allocation, or a loan, a detailed description of on- and off-site amenities must be provided. TCAC, for example, awards points for
projects located within certain distances of
schools, public transportation, parks, and
shops.50 Developers also often set aside project space for child care facilities and community rooms to gain additional points.

DAVID OSTROVE
•
•
•
•
•
•
•
•

■

AT TO R N EY – C PA

Expert Witness — 43 years
Lawyer/Accountant Malpractice
Forensic Accounting
Tax Matters
Business Valuation
Value of Services
Computation of Damages
Mediator, Arbitrator

323/939-3400

dostrove@comcast.net

REAL ESTATE ARBITRATOR
• Over 30 years experience as a real estate lawyer dealing with industrial, commercial,
office and shopping centers including purchases, sales, leasing, ground leasing, financing, development, joint ventures, construction, brokerage, title insurance, easements
and protective covenants.
• 18 years as counsel to the forms committee of the American Industrial Real Estate
Association, publishers of the AIR ease and purchase forms.
• Real estate law and ADR lecturer on CA State Bar sponsored programs, the extension
Arthur Mazirow
divisions of UCLA, UCI, UCSB and various educational and realty organizations.
• AAA Commercial Panel Member.

Tel 310-255-6114 Fax 310-391-4042 Email am@ffslaw.com
3415 S. Sepulveda Blvd, Los Angeles CA 90034

Putting the Programs into Action
Affordable housing developers may be
motivated by one or more goals, including
serving an important social need, earning
reasonable development fees and future cash
flow, and participating in complex development projects with a more modest equity
investment than market rate developments
require.
Developers, however, face several challenges in today’s strong real estate market.
Vacant land with appropriate entitlements is
scarce, competition has driven land costs
upward to record highs, and neighborhood
opposition to increased growth continues to
mount. Most developments also involve a
variety of complex financing programs whose
application processes, restrictions, and availability are not well coordinated nor provide
quick approvals.
On the other side are property owners
who hold difficult-to-develop vacant parcels
or older multifamily properties needing financial restructuring or rehabilitation. When
properties are located in modest rental markets where the spread between market and
restricted “affordable” rents is small, transitioning to affordable housing may present a
good opportunity for both parties.
Property sellers frequently face significant tax implications associated with sales of
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assets. While no magic solution exists for
each tax problem, several beneficial techniques are available in the affordable housing
arena beyond the traditional Section 1031
tax-deferred exchange.51 The Internal Revenue Code provides an extended exchange
period of up to 24 months for properties sold
under threat of condemnation.52 Many public
agencies can accommodate a seller by making the required condemnation findings in
the context of a proposed affordable housing
transaction. If so, a seller who meets this criteria can obtain additional time to find an
appropriate replacement property, something
particularly useful in markets where quality
properties are scarce and asking prices are at
a premium.
Sellers can also convert equity to a taxexempt investment by providing seller financing for a portion of the property sale price. If
permitted by the issuer in a tax-exempt-bond
financed transaction, the seller may receive
carryback financing in the form of a subordinate tax-exempt bond that bears interest
at an above-market rate. Such loans may also
be eligible for installment sale tax treatment
or structured with interest-only payments to
maximize tax deferral.
If a property can be appraised at a value
exceeding the agreed purchase price and the
buyer is a nonprofit entity, the seller may
receive a charitable-donation tax deduction for
the difference in value. When historic properties are involved, a charitable donation
deduction may also be claimed for the value
of granting a “façade easement.” These easements preclude future changes in the façade
of a historic structure and are based on the
diminution in value resulting from foregoing
alternative development.
Mutually beneficial negotiations between
buyer and seller can achieve the simplest
benefits. Cooperative sellers can receive an
above market price for a property in exchange
for allowing the buyer an extended escrow
closing period in which to obtain necessary
zoning and financing approvals.
Structuring an affordable housing deal
today is a sophisticated undertaking, especially in California. In-depth familiarity with
federal and state LIHTC requirements, the
ability to leverage public and private financing sources, and persistence are each essential to this task. However, as the 17-year history of the LIHTC program demonstrates,
when this is achieved, developers and
investors gain financially, and the community benefits through the availability of more
affordable housing.
■
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Affordable housing is defined by the U.S. Housing and
Urban Development Department as any dwelling where
tenants pay 30% or less of their income in rent.
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