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Overview of Low Income Rental Housing Tax Credit Program

The Low Income Renta Housing Tax Credit program (LIHTC) is a federd (United States)
income tax program designed to give incentive to developers/investors to provide affordable housing in
certain geographic or economic areas. These incentives are in the form of tax creditswhich are adirect
income tax reduction on- the investor's tax return.

The tax credit program was origindly implemented in 1986 on a short-term basis and later was
made a permanent program by the Congressional Revenue Reconciliation Act of 1993. Currently, the
LIHTC has been responsible for producing between 70,000 and 100,000 rental gpartment units a year
nationaly. Approximately 50% of the total apartment units produced in 1992, 1993 and approximaey
1/3 in 1994 were financed by federal low-income housing tax credits*

The vaue of the tax credits which a potentid investor/developer of a project can recaive is
determined by ether the congtruction cost or the rehabilitation cost of the project and may best be
caculated by an accountant or financid advisor familiar with the tax credit program and the tax basis of
the investor. The tax credits are distributed evenly over a tenyear period, but the project must be held
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in the low income housing program for 15 years or a severe recapture penalty will beimposed on the
credits dready received by the investors.

In return for the tax credits, the owners must keep the housing project in the low income
program which, in essence, places caps on the amount of rent management may charge for an agpartment
unit. The amount of rent which a project may charge per apartment rental unit varies from areato area
and is set by the state agency responsible for overseeing the tax credit program. In most instances, the
capped rent is lower than “market” rent attained in non-tax credit projects in the area.

The potentid tenant must qudify to occupy the renta gpartment unit by mesting certain
economic parameters determined on the bass of the median income for the project's particular
geographic areaand by the number of people in the tenant's household.?

The LIHTC is arapidly growing federdly sponsored program which is a win-win stuation for
both investors and the community in which they are located. This program is open to new housing
development as well as renovation/rehabilitation projects. In addition to bettering the community
aesheticaly, the avallability of the tax credit program encourages new or renovated housing for lower
income families in areas where market rents do not provide the financid incentive for developers to
invest in providing housing. In return for offering below market rents, the investor/deve oper/landlord
getstax creditsto apply againg hisfederd (U.S.) income tax liability.

Subsidized housing is ultimately red edtate, subject to the market forces of supply and demand,
location characteristics, market acceptance, etc. While many of the motivating forces driving the
development process have higoricaly been driven by intangible value, gppraisers must consider the
underlying red estate qudities and values®

Uniform Standar ds of Professional Appraisal Practice

Advisory Opinion AO-14 of the Uniform Standards of Professond Appraisd Practice
(USPAP) recognizes that n vauing low-income housing, there are likey to be multiple vauation
scenarios which should be considered.” Market val ue typically includes both tangible (i.e., redl estate -
- land and buildings) and intangible vaue (i.e, contributory vaue of tax credits and/or low interest
financing). To meet the requirement of valuation for assessment purposes, gppraisers and assessors
must carefully define the portion of the bundle of rights they are appraising.®

AO-14 begins with the andard definition of market vaue, which is “the most probable price
in terms of cash; or in terms of financia arrangements equivaent to cash; or in such other terms as may
be precisdly defined; if an estimate of value is based on submarket financing with unusua conditions or

2 The specific rental requirements are available from the state agencies overseeing the local programs

% Affordable Housing Valuation, “ Student Handbook”, Appraisal Institute, 1997

* Appraisals for Subsidized Housing, Uniform Standards of Professional Appraisal Practice (USPAP), Appraisal
Standards Board, 1997
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incentives, the terms of such financing must be clearly st forth, their contributions to or negdive
influence on vaue must be described and estimated, and the market data supporting the vauation
estimate must be described and explained.”®

In the case d low-income housing, a complete market vaue gppraisd is the vdue of the totd
property, which is red property and intangible assets. This usudly requires an andysis of the red edtae
vaue, aswdl asthe intangible benefits of ownership of alow-income development.

However, USPAP does NOT mandate full market value gppraisds in adl circumstances. For
certain types of gopraisd assgnments in which a lega definition of market vaue has been established
and takes precedence, the Jurisdictional Exception may apply.” For example, in the area of ad
vaorem taxation, in those jurisdictions which do not assess intangible assets, their definition is applicable
and permits the appraiser and assessor to consider the value of the tangible assets only.®

Subsidies and incentives that encourage housing for low- and moderate income households may
cregte intangible property rights in addition to red property rights. Low Income Housing Tax Credits
ae an example of an incentive that results in intangible property rights that are not red property but
might be incdluded in the appraisdl.’

Market Value Definition for Financing Pur poses

There are different techniques of valuing a red estate project which has Low-Income Housing
Tax Credits (LIHTC) associated with it, depending on the purpose of the appraisd, i.e., mortgage
financing, insurance, or ad vaorem taxation. The question with which the appraisd community must
wrestle is whether or not the contributory value of the federd tax credits should be included in the
market value appraisal of the red edtate.

Guiddines from the Office of the Comptroller of the Currency (OCC), the Federal Deposit
Insurance Corporation (FDIC), Federad Reserve Board (FRB), and the Office of the Thrift Supervison
(OTS) date that gppraisds of projects which are congtructed or rehabilitated with tax credits can
consder the market vaue impact of these credits or low interest rate loans, assuming that these non-
redty items are transferable and/or survive a sale of the property.

® Uniform Standards of Professional Appraisal Practice, Appraisal Standards Board, 1997. (ltalics added)

" "If any part of these standards (USPAP) is contrary to the law or public policy of any jurisdiction, only that part
shall be void and of no force or effect in that jurisdiction.”, USPAP, Jurisdictional Exception, Appraisal Standards
Board, 1997
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A summary of the OCC releaseis.
“When a regulated financid inditution obtains an gppraisa for an affordable housing
project, the appraisal should contain a market vaue estimate that reflects the red ettate
collatera and typical interests in the real estate on a cash or cash equivdent basis. The
agencies gppraisa regulations permit the gppraiser to include in the market vaue
edimate any sgnificant financid assstance that would survive sde or foreclosure, such
asthevaue of LIHTC, subsdies, and grants. "*°

The impact of these regulations is that the vaue associated with the tax credits can be added to
the vaue of the project's red edtate (i.e., capitdized net operating income). In many cases, it is this
recognition of the additiona vaue of the non-redty items which makes the project feasble. That is if
the value of the tax credits plus the vaue of the underlying red estate (land, buildings) is gregter than
congtruction-rehabilitation costs, the lender can then provide mortgage financing for afinancidly feesble
project (see example to follow).

It should be noted that, the valuation of the tax credits, i.e., the mathematica impact of the tax
credits on income tax liability, istypicadly outsde the expertise of the red estate apprai ser and should be
left to the developer's accountant or financia advisor. However, this information should be shared with
the gppraiser to ensure proper gpplication by the appraiser of the contributory value of the tax credits
and/or low interest rate financing.

Assessor’s Definition of Market Value

The applicable techniques of appraising red property with federa low income housing tax
credits associated with it (LIHTC) varies depending on the underlying jurisdictiona definition of market
vaue. When gppraising a LIHTC project for financing purposes, as discussed above, it has been
determined by the Office of the Comptroller of the Currency, et d, that the vaue of the credits may be
conddered in esimating market vaue under certain drcumstances. A lender may be able to provide
financing which includes the red estate and the tax credits, which are a nontredlty item. However, for
real estate tax assessment purposes, the vaue attributable to tax credits may or may not be subject to
ad vaorem taxaion. The assessor and gppraiser must understand the local assessment Satute to
ascertain what isto be included in ad vaorem taxation.

For example, investment tax credits are defined as “direct credits againgt federd income tax,
equa to a percentage or portion of the investment in a qudified property, that can be taken when certain
depreciable property with a useful life of at least four years is placed in service during the taxable
year."™ These tax credits should be considered as afinancing tool, and not tangible red estate.

1 OCC 12 CF.R. Pat 34, FRB 12 C.F.R. Part 225; FDIC 12 C.F.R. Part 323; and OTS C.F.R. Part 564
' The Dictionary of Real Estate Appraisal, Third Edition, The Appraisal Institute, 1993



Intangible vadue is defined as “a vaue that cannot be imputed to any part of the physicd
property, e.g., the excess vaue attributable to a favorable lease or mortgage, the vaue attributable to
goodwill”.** The tota vaue of an affordable housing development is derived from the red estate and
the nonredty items -- indirect or direct government subsdies, tax benefits or other
concession/restriction exchanges™  The most current example of an intangible vaue is the vaue
atributable to the tax credit benefits of alow-income housing tax credit project.™

Following are two examples of assessment Statute redtrictions on the vauation of these types of
projects.

According to Pennsylvania Generd County Assessment Law, 72 P.S. 5020-201, only red
property may be valued for tax assessment purposes. This section of the law is fairly detailed as to
what is considered real property.™ The contributing value of the income tax credits, if any, should not
be subject to ad valorem taxation by the Commonwesdlth, county, or loca municipdity.

Maryland law is somewhat smilar. Section 8-101 of the Annotated Code of Maryland,
"Classfication of Property", Section 8-104, "Vauation of Red Property” and Section 8-107, "Vduation
of Persona Property"”, enumerates the classes and subclasses of property subject to assessment. These
include red property (land and buildings, marshland, agriculturd land, woodland, country clubs, planned
developments, railroads, public utility rea property), and persond property (stock in business i.e,
inventory, didtilled spirits, and railroad and public utility persond property). Again, intangibles and non
reglty or non-persona property items are not subject to ad valorem taxation.

Confusion arises because the tax credits have some vaue in the secondary market. They can
be sold, traded, etc. However, the tax credits are not real estate. This is Smilar to a resdential
mortgage in that mortgages are bought and sold in the secondary market. Their vaue to investors is
based on the underlying interest rates of the loans. If mortgage rates drop, the packaged loans with
higher rates become more vauable. The vaue of these loan packages is not, and should not be
included in the vaue of the red property. Similarly, why include income tax credits?

Tax credits are an example of intangible benefits found in low-income housing.*® The existence
of the LIHTC is directly related to Federd Income Tax Code. The desire of the loca jurisdictions to
subject income tax credits to property tax assessment would be andogous to them placing additiona
vaue on aresidence because it contains an in-home office which receives favorable treetment in the IRS
tax code, or additiondly taxing a property receiving historical tax credits. Tax credits are not red estate
and should not be taxed by the loca jurisdiction as such.

2 |bid.

3 Affordable Housing Valuation, “ Student Handbook”, Appraisal Institute, 1997

" 1bid.

> For example, "All real estate, to wit: Houses, house trailers, buildings, lands, lots of ground and ground rents,
trailer parks and parking lots, mills and manufactories of all kinds, furnaces, forges, bloomeries, distilleries, sugar
houses, malt houses, breweries, tan yards, fisheries, wharves, all office type construction of any kind,..." The
definition continues this enumeration of real estate for two pagesin the statute.

16 Affordable Housing Valuation, “ Student Handbook”, Appraisal Institute, 1997



Another aspect to this discussion is that developers of low income tax credit projects aso tend
to qudify for low interest loans, sometimes as low as 1%. While the impact of the loan may make the
property more vauable to the owner, it should not have an impact on market vaue of the real estate
component for property tax assessment purposes. Commonly used definitions of market vaue use the
phrase "the price represents the normal consderation for the property sold unaffected by specia or
credtive financing or sales concessions granted by anyone associated with the sale’ That definition
excludes congderation of the low interest |oan.

Many low-income housing tax credit projects have some sort of renta assistance or limitations.
These should be consdered in vauing the property for tax assessment purposes. If there is a cgp on
rents received, or a cap on the amount of net income the owner can retain, these impediments to
achieving market terms and market incomes must be redized in the valuation of the red estate. 1t should
be improper to impute market-level rents when, in fact, the subject property does not legdly have the
ability to achieve those rents.  All redtrictions should be considered, as long as they are rdated to the
operation of the subject'sreal estate™®

It is imperative that the appraiser and assessor fully understand the underlying state or locd
vauation statute(s) and any applicable case law which would hep define what exactly is to be included
in the vauation of property for ad vaorem purposes. Some jurisdictions would include tax credits for
ad vaorem taxation, while others may excludeit.

Valuation Techniques

Due to the severe recapture pendties and requirements imposed by the federd government, as
well as the development incentives for owning these properties, it is rare that the rea estate underlying
these types of multi-family housing is ever trandferred. If a low-income housing tax credit project
trandfers, it is typicaly due to management issues or monetary default. Either condition might result in a
transaction that would not necessarily be arm'’'s length transaction. Should a LIHTC project transfer as
a “market” transaction, it is important to note that the seller (previous owner) is required to post a
security bond to insure that, should the new owner (buyer) take the project out of the low-income
housing program, monies ae available for payment of IRS recgpture amounts and pendties. This
requirement is not typica to the definition of a"market” transaction.

Y USPAP, 1997

8 The question arises about selectivity of which attributes should be considered as part of the appraisal process for
ad valorem purposes. For example, rent restrictions, which tend to suppressthe real estate value, should be
considered for ad valorem valuation, but favorable financing and tax credits, which may enhance overall market value,
should be eliminated from ad val orem taxation, depending on the jurisdictional requirements. The answer to this
dichotomy isfound in the jurisdiction’ s statutory definition of market value and property rights subject to ad valorem
taxation. Clearly, many jurisdictions have differentiated the “ sticks” of the bundle of rights to include discrete items
for ad valorem property taxation.



Low income housing tax credit projects are generdly initidly set up under a partnership format;
generd partner and limited partners. The generd partner serves as the operator of the project and the
limited partners supply the equity financing. These limited partnerships (LPs) can be sold on the
secondary market; there are syndication companies which facilitate the orderly trandfer of limited
partnerships. Generdly, the LPs are sold at the inception of the project based on the lump sum present
vaue of tax credits available to the limited partners. Asthe project ages towards the end of the 10-year
tax credit life, the vaue of the LPs drops correspondingly, based on the remaining baance of the tax
credits available to the buyer. It is the interest of the generd partner which condtitutes the underlying
red edtae (i.e, land and buildings of the multi-family project) and it is this interest which is subject to
recagpture and pendlties.

In the LIHTC program, there is incentive to the developer/owner/genera partner to enter the
program in the form of fees and tax credits, and there is disincentiveto leave the program, in the form
of recapture of the tax credits and pendties. These projects are not typically sold or transferred. How
then, can a vauation which corresponds to the definition of market value be attained in the appraisal?

Rent Levels

Low-income housing tax credit properties are legaly bound to certain rent levels by agreement
between the deveoper/sponsor and the date governmental regulatory agency and the federd
government. In return for agreeing to rent restrictions, the developer is entitled to collect a fee for the
project congtruction (based on initid costs) and an annua management fee for operaion of the
property. In addition, once the initid financing and regulatory period expires, the owner may, if he
chooses, convert the property to a “market rent” based project. At that point, the owner can charge
whatever rents the market will alow.

If the property is sold during the 15-year period from project inception, the restricted rent
requirements are transferred to the new owner and must continue for the remainder of the period. |If
they are not, the tax credit amounts the origind owner (genera partner) received are subject to
recapture and pendty by the Internal Revenue Service s0 there is a strong incentive to keep the project
in the low-income housing program.

As such, the property in encumbered by these rent restrictions generdly for aperiod of 15 years
from inception into the program. In terms of assessment and gppraisd technique, thisis smilar to being
encumbered by a long-term lease or other type of long-term income redriction. Depending on the
taxing jurisdiction’s statue and case law, the underlying real estate valuation may be dependent
on applying the restricted rents, not market rents, into the valuation analyss.



Capitalization Rate Derivation

It is important to understand the purpose of the gppraisd when deriving capitdization rates. If
the project is new and the devel oper has received alow interest loan as a debt service subsidy (typically
a 1% assumable loan), and the purpose of the gppraisa is for financing, the appraiser may account for
the leverage advantage of the low interest loan in the caculation of a mortgage-equity andyss. Agan,
this is based on the underwriting stipulations of the Office of the Controller of the Currency (OCC) and
other federd agencies, as discussed previoudy.

For ad vaorem tax assessment purposes, however, it is again important to fully understand the
underlying assessment datute and case law when considering any specid financing or debt service.
Also as discussed above, such specid financing may or may not be subject to ad valorem taxation. If
not, then the gppraiser and assessor should only consder capitdization rate derivation from local sdes
transactions and from typical financing terms for market-based projects.

For those jurisdictions that can consder the gpplication of a low interest loan or specid
financing in the vauation for ad vaorem purposes, it isimportant to goply the terms of the loan correctly
and to andyze the results of the capitdization rate derivation with an eye towards the definition of
market value. The example beow illustrates an area of misconception in the vauation process which
must be consdered carefully by the gppraiser and assessor.  This example consders that the
developer/owner has recelved a 1% assumable loan as part of the benefits package (including low-
income housing tax credits) to offer below market rental ratesin the area.

For demongtration purposes, assume the following parameters:

Market value of the real estate $960,000

1% assumable loan balance $350,000
Indicated Mortgage Constant 5.52%
Equity Dividend Rate 10.0%

Market financing terms
L oan-to-Vaue Ratio 70%
Interest Rate 85%
Amortization period 20 years
Indicated Mortgage Constant 10.41%
Equity Dividend Rate 10.0%



From these terms, the following capitdization rates are derived using the Band Of Investment
(Mortgage- Equity) methodology:

1% Assumable Loan
Capitalization Rate Calculation

Loan $ 850,000 8% x 00552 = 00491
Equity $ 110,000 11% x 01000 = 00110
$ 960,000 100% 0.0601
Overall Capitalization Rate 6.0%
Market Terms
Capitalization Rate Calculation
Loan 7% x 01041 = 00729
Equity 3% x 01000 = 00300
100% 0.1029
Overall Capitalization Rate 10.3%

Assuming net operating income of $98,900, the two scenarios produce the following vauation
conclusons.

Scenario Net Operating Income Capitalization Rate Indicated Value
1% Assumable Loan $98,900 6.0% $1,650,000
Market Terms Loan $98,900 10.3% $960,000

So, which capitdization rate would the assessor and gppraiser apply in those jurisdictions which
permit the ad vaorem taxation of specid financing components? Clearly, in gpplying these two rates to
the same net operating income, the rate derived using the 1% assumable loan, (capitaization rate of
6.0%) will result in the higher indicated vaue; in this example, $1,650,000 versus $960,000.

However, the appraiser and assessor must consider the underlying definition of market vaue
very carefully a this point. Mogt jurisdictions have the phrase most probable price in their definition.
This is in contragt to the dternative of highest possible price. If the jurisdictiond definition is most
probable price, then market terms must be incorporated since a typicaly informed buyer would not
assume a low interest loan if it causes hinvher to pay a dgnificantly higher price; i.e, $960,000 vs.
$1,650,000.



Example of Valuation Conclusions

The following appraisa analys's has been developed to demondtrate the impact of the vauation
of income tax credits on market vaue® The subject of this andysis is a 46-unit rehabilitation-
renovation multi-family gpatment project subject to low income housng tax credits to the
devel oper/owner.

Upon c complete investigetion of the local market for comparable sales, rentas, expenses and
cost data, as well as market trends for multi-family housing, coupled with the developer’s congtruction
cost estimates, the gppraisal andysis concludes the following valuation parameters:

Income Approach $940,000 $20,400 per unit
Sales Comparison Approach $980,000 $21,300 per unit
Cost Approach $2,120,000 $46,100 per unit

The reconciled market vaue of the real estate portion of the subject property was estimated as
$960,000. Clearly, the project does not meet the requirements of Financid Feesbility in terms of
Highest and Best Use since the development costs, as estimated in the Cost Approach, far outweigh the
market- perceived vaue of the project.

At this point, the contributory vaue of the federd income tax credits should be consdered if the
gopraisa is being completed for financing to OCC, et d, requirements. In this example, the tax credits
are worth a total of $2,519,000 and can be taken as $251,900 per year on the investor’s income tax
return, according to the developer's financid consultant. As part of the gppraisa assgnment,
syndicators and government regulators and other market participants were interviewed to ascertain the
market’ s perception of the present value of these credits, should the right to receive them be transferred
in the secondary market. A 14% discount rate was deemed reasonable to account for the lump sum
present value of the tax credits a project inception. Applying the math, thisis equa to $1,310,000.

Now, when accounting for the contributory vaue of the federa tax credits, the project does
make financid sense, as shown below:

Reconciled Market Value of Real Estate $ 960,000

Contributory Value of Tax Credits $1.310,000
Total Market Vaue $2,270,000

9 Thisinformation has been taken from an actual appraisal, with references to the actual project deleted for
confidentiality. Thisinformation, although deemed accurate, is to be used solely as a demonstration example and not
to berelied on for any other use.
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The indicated market vadue of the red estate and the non-redty (federal income tax credits)
equals $2,270,000. As this is more than the indicated cost as estimated in the Cost Approach of
$2,120,000, the project is financidly feasible, once the federd income tax credits are given
condderation. However, in jurisdictions which do not permit the taxation of intangible assets, a vaue of
only $960,000 may be applicable for ad valorem purposes.®

Conclusions

When vauing a property, it isimportant to fully understand the purpose/function of the gppraisa
because that will determine for the gppraiser what components must be considered and how they are to
be andyzed. Loca assessment laws and/or the appropriate federal regulatory agencies requirements
may not necessarily permit or alow these components to be consdered in the find vauation
conclusons. Neither the highest possble value of the subject property, nor the market vaue for
financing the property are necessarily reflective of market value for ad vaorem purposes. Local
datute, case law and adminigrative regulations should be closdy examined to determine the proper
methodology for ad valorem taxation.

% Thiswould hold in jurisdictions which base ad val orem assessments on value-in-exchange. Inthose areasin
where value-in use is the underlying methodology, this may not be the case.
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