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I. Introduction

This article addresses the impact of the Housing and Economic Recovery
Act of 2008 (HERA) (H.R. 3221) on current and future Low-Income Hous-
ing Tax Credit (LIHTC) properties. HERA was passed by the U.S. House of
Representatives on July 23, 2008, and by the U.S. Senate on July 26, 2008.
President Bush signed the bill into law July 30, 2008. With a number of
important exceptions discussed below, HERA is generally effective after its
date of enactment, i.e., starting on July 31, 2008.

This article summarizes and provides commentary on the major por-
tions of HERA that expand and modernize the LIHTC under § 42 of the
Internal Revenue Code of 1986. This article segregates the changes into four
major areas: those changes that will enhance investor incentives, those that
may make existing and future LIHTC developments more financially fea-
sible, those that lessen the administrative burden of complying with the
LIHTC program, and, lastly, miscellaneous other changes.

HERA reflects more than a year and a half of effort by members of Con-
gress and numerous industry participants. From the moment that the Dem-
ocrats took control of Congress in November 2006, efforts to modernize the
LIHTC began. This effort culminated in the inclusion of LIHTC moderniza-
tion provisions in HERA.

Two West Coast senators, Gordon Smith (R-OR) and Maria Cantwell
(D-WA), led the way in the Senate. In the House of Representatives, Con-
gressman Charlie Rangel, chair of the Ways and Means Committee, took
a very personal and active interest in developing the legislation. Among
industry participants, the National Council of State Housing Agencies, the
Affordable Housing Tax Credit Coalition, the Housing Advisory Group,
and the National Association of Home Builders Housing Tax Credit Advi-
sory Group were critical supporters.

II. Investor Incentives

The two major areas of improvement for investors relate to changes in
the application of the alternative minimum tax (AMT) and the elimination
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of the requirement to post recapture bonds in order to avoid recapture tax
on the disposition of an interest in a tax credit property during the fifteen-
year compliance period.

A. AMT Changes

Prior to HERA, limitations were in place for most general business cred-
its, including the LIHTC and the Historic Tax Credit (HTC). These credits
were limited to use against income tax amounts in excess of the greater of
(i) a taxpayer’s “tentative minimum tax” for the year or (ii) 25 percent of
the taxpayer’s regular tax liability above $25,000.! Tentative minimum tax
is an AMT concept, and the presence of the limitation effectively prevented
the LIHTC and the HTC from being used against the AMT. HERA removed
the reference to tentative minimum tax, thus eliminating the AMT limita-
tion.? However, the 25 percent limitation continues with the effect that the
LIHTC and the HTC can only be used against the sum of $25,000 plus 75
percent of a taxpayer’s regular tax liability above $25,000.

Prior to HERA, interest income earned on tax-exempt bonds used to fi-
nance affordable housing was generally subject to the AMT.> HERA created
an exception for tax-exempt housing bonds.*

The following discusses the differing effective dates of the AMT changes
to the LIHTC, the HTC, and housing tax-exempt bonds. The following also
provides a general discussion of the expected impact of the changes and
reviews some of the areas in which additional guidance is needed.

1. LIHTC

The LIHTC can now offset the AMT. This provision is effective for build-
ings placed in service after December 31, 2007.3

Reportedly, some large LIHTC investors were subject to the AMT and, as
a result, dropped out of the LIHTC investment market. It is hoped that the
allowance of the LIHTC against the AMT will allow such investors to re-
enter the market and stop the current drop in LIHTC pricing. In addition, it
is hoped that new investors may come into the market because they know
that if in the future they become subject to the AMT, they will still be able to
use the LIHTC. Most commentators do not expect a rush of new or returning
investors in the short run. However, over the next six to eighteen months, it
is hoped that a meaningful number of new investors will enter the LIHTC
market and serve to increase the demand for LIHTC investments.

Due to the fact that the provision is only effective for buildings placed
in service starting in 2008,° this provision will create two different kinds of
LIHTCs. Credits from buildings placed in service before 2008 will not offset
the AMT. However, buildings placed in service in 2008 or later will offset
the AMT. Adding another layer of complexity, projects that have buildings
placed in service both before and after the effective date will have both
kinds of credits.

As aresult of the effective date limitation,” the price paid for new credits
may be higher than that paid for older projects with the AMT restriction.
The Internal Revenue Service (IRS) will need to revise instructions for
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various tax filing forms to account for the two different kinds of credits.
For example, partnership Schedule K-1s will need to be adjusted to report
LIHTCs from pre-2008 and post-2007 placed-in-service buildings.

2. HTC

HTCs under § 47 now offset the AMT.® This provision is effective for
credits attributable to qualified rehabilitation expenditures “properly taken
into account” for periods after December 31, 2007.

A critical question for investors will be the meaning of the words prop-
erly taken into account.® It is not clear what was intended by such language,
so the IRS will probably need to offer guidance.

As with the LIHTC, this rule will create different kinds of HTCs. For
expenditures properly taken into account before January 1, 2008, HTCs will
not offset the AMT. However, credits from newer projects will offset the
AMT. As a result, the price paid for new credits may be higher than that
paid for older projects with the AMT restriction.

3. Tax-Exempt Housing Bonds

Interest on tax-exempt bonds used for qualified residential rental proj-
ects (including LIHTC projects) is now also exempt from the AMT.*® This
provision is effective for bonds issued after July 30, 2008.1

As with the LIHTC and the HTC, this rule will create two different
categories of tax-exempt housing bonds. For bonds issued on or before
July 30, 2008, bond interest will not be exempt from the AMT. However,
bonds issued after July 30, 2008, will generate income that is not subject to
the AMT. As a result, the price paid for more recently issued tax-exempt
bonds will generally be higher than that paid for older bonds subject to the
AMT. For seven-day reset variable rate bonds issued since HERA passed,
this difference has been fifteen to sixteen basis points. On a $10 million
tax-exempt bond, this translates into an annual savings of approximately
$15,000 to $16,000. For fixed-rate bonds, the difference has been seventy to
eighty basis points. On a $10 million tax-exempt bond, this translates into
an annual savings of approximately $70,000 to $80,000."

B. Repeal of Recapture Bond Requirement

Under the prior law, investors could not avoid recapture upon the dis-
position of more than one-third of their interest in an LIHTC project prior
to the end of the fifteen-year compliance period without posting a recap-
ture bond.” Therefore, some investors chose not to invest in LIHTC proj-
ects because fifteen years was too long of an investment horizon, and the
cost of a recapture bond increased the costs of disposing of an interest in
an LIHTC project.

Under the new law, there will be no recapture of credits if a building (or
an interest therein) is disposed of within the fifteen-year LIHTC compliance
period if it is reasonably expected that such building will continue to be
operated in compliance with the LIHTC requirements for the remainder of
the compliance period." Congress replaced the recapture bond requirement
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with an extension of the statute of limitations for the LIHTC to three years
after the IRS is notified of the recapture event.

The repeal of the recapture bond requirement is effective for transfers
after July 30, 2008."* However, a taxpayer can elect to have the provision
apply to prior transfers of interests in buildings if it is reasonably expected
that the building will continue to be operated in accordance with Code § 42
for the remainder of the compliance period.”

It is hoped that the repeal of the bonding requirement will make the
LIHTC attractive for more investors. The removal of the recapture bond
requirement will allow an investor to dispose of its interest at any time
as long as it is expected that the project will continue to comply with the
LIHTC requirements. Therefore, investors with shorter time horizons may
be willing to invest in LIHTC projects. However, it should be noted that
the provision does not eliminate recapture liability for projects that do not
comply with the LIHTC requirements for the remainder of the fifteen-year
compliance period.’®

Some fear that the elimination of the bond posting requirement will
greatly increase the number of secondary market transactions. A large
increase in the supply of secondary market transactions might drive tax
credit prices even lower than they are today. The authors do not expect a
great increase because the ability to post a bond and its related cost, in our
experience, have not been a tremendous impediment to disposing of an
interest in an LIHTC property. Thus, it is hoped that the net effect of this
provision, along with the AMT changes discussed above, will be to make
the LIHTC appealing to more investors, resulting in a larger pool of inves-
tors for LIHTC projects. A larger pool of investors would stabilize LIHTC
equity pricing as well as make the LIHTC industry less dependent on a few
large investors.

Another benefit of the provision is that owners who have previously trans-
ferred an interest in a building and have purchased and posted a recapture
bond can now elect to no longer post a recapture bond."” This could provide
significant savings by avoiding annual payments for the cost of the bonds.?

As noted above, under the new rule, the statute of limitations on recap-
ture does not start to run until the IRS is notified of a recapture event.” As
such, an investor has an unlimited statute of limitations.

For prior projects where a bond was posted and the taxpayer seeks to
make an election to not post a bond, Revenue Procedure 2008-60 provides
a simple procedure for making the election. Under this procedure, a tax-
payer merely sends a letter to the IRS providing (i) the taxpayer’s name,
address, and taxpayer identification number; (ii) “a statement that tax-
payer reasonably expects that the building will continue to be operated
as a qualified low-income building (within the meaning of § 42) for the
remainder of the building’s compliance period”; (iii) a statement under
penalties of perjury that the representations are true, correct, and com-
plete; and (iv) a copy of the signature page only of the Form 8693 that was
approved by the IRS for the building.?
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ITI. Enhancement of Financial Feasibility

Numerous changes were included in HERA to make existing and future
LIHTC developments more financially feasible. Although not applicable
to all projects, the changes discussed below will allow many projects to
qualify for more credits, charge higher rents, and reduce debt.

A. 10 Percent Increase in State LIHTC Amounts

For 2008 and 2009 only, each state and possession® will receive an ad-
ditional 10 percent allocation of LIHTCs.** Smaller states that currently
qualify for the small state minimum, currently at $2,325,000, will be eligible
for an additional $230,000.” For calendar year 2010, annual LIHTC credit-
issuing authorities return to levels that would have been in place if HERA
was not enacted.

State allocating agencies are in the process of putting procedures in place
to use the additional credits. If the additional 2008 credits are not allocated
before December 31, 2008, the credits will be lost and the state allocating
agencies will not be able to participate in the national pool.

States will be able to choose whether to use the additional credits to
(i) allocate more credits to projects that already have an LIHTC alloca-
tion but may have a financing gap due to the current reduction in equity
pricing, (ii) allocate credits to new projects, or (iii) use a combination of
(i) and (ii).

Some states, such as California and North Carolina, have indicated an
intent to make their credits available for new LIHTC applications. Other
states, such as Illinois, have indicated an intent to use the additional credits
to fill financing gaps in existing projects or to replace other scarce types of
government financings with credits.

B. $11 Billion Increase in Housing Bond Volume Cap

The tax-exempt bond volume cap for 2008 is increased by $11 billion.?
This increase can be carried forward through 2010.”” The additional volume
cap, as well as any volume cap carried forward, can be used for qualified
residential rental projects® (including LIHTC projects) as well as a quali-
fied mortgage issue (including the refinance of a subprime loan).”” This
provision is effective for bonds issued after July 30, 2008.%°

The increase in the tax-exempt bond volume cap is very substantial. As
a result, it should be easier for an LIHTC project to obtain the volume cap
necessary to finance 50 percent or more of the project’s land and building
costs and thus be automatically eligible to obtain an allocation of LIHTCs,
subject to additional state requirements.

Table 1 lists the effect of this increase in tax-exempt bond financing
for some larger states. The exact allocation is specified by IRS Notice
2008-79.

State bond allocating agencies will need to develop a procedure for
allocating this additional tax-exempt bond authority. The IRS has provided
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Table 1
State Existing Volume Cap* Additional Volume Cap**
California $3,107,023,275 $1,144,564,324
Florida $1,551,355,655 $571,487,942
Nevada $262,095,000 $96,550,479
New York $1,640,306,965 $604,255,799
Ohio $974,687,945 $359,055,260
Texas $2,031,872,300 $748,500,523

* LR.C. § 146(d) (2008); Rev. Proc. 2007-66, 2007-45 LR.B.
* | R.S. Notice 2008-79, Sept. 17, 2008.

guidance giving some flexibility to issuers in coordinating the additional
volume cap with the existing volume cap. The additional volume cap
should be tracked separately from the existing volume cap. An issuer may
use its discretion in using the additional volume cap or carryforwards be-
fore or after the existing volume cap or carryforwards.**

C. 9 Percent Credit Rate Floor

For new construction and substantially rehabilitated buildings that are
placed in service before December 31, 2013, and are not subsidized with
tax-exempt bonds,* the applicable percentage (i.e., tax credit rate) has a
floor of 9 percent.® Prior to enactment of this provision, the so-called 9 per-
cent rate would have been 7.94 percent for August 2008.3* This provision
is effective for buildings placed in service after July 30, 2008, and before
December 31, 2013.%

Where applicable, this change alone results in an almost 14 percent in-
crease in the amount of LIHTCs that a building’s eligible basis can support.
This increase can significantly help projects overcome a funding gap if they
are allocated sufficient credits to use the higher amount. Projects that have
a funding gap and already have received a carryover allocation of credits
that is fully utilized under the prior law would now be able to support
more credits and could request an additional allocation of credits from the
state credit agency.

The example in Table 2 illustrates how the new 9 percent minimum
credit percentage, when combined with a higher tax credit allocation, can
help close a funding gap generated from a decline in tax credit pricing.*

As the example illustrates, HERA’s new 9 percent floor increases equity
from $6,352,000 to $7,200,000. This almost completely offsets the traumatic
decrease in equity pricing that has occurred over 2007 and 2008.

It is noteworthy that the 9 percent floor provision is a new subsection
(2) of Code §42(b), and it does not replace the credit rate lock language
in Code §42(b)(1). As a result of the language stating that the applicable
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Table 2

Prior to Both
(i) the Sharp
Decrease in

Equity Pricing
over 2007-2008
and (ii) the Immediately Prior
HERA to the HERA After the HERA

Eligible Basis $10,000,000 $10,000,000 $10,000,000
x Applicable Percentage 7.94% 7.94% 9.00%
= Total Annual Credits $794,000 $794,000 $900,000
x 10 Years (Total Credits) $7,940,000 $7,940,000 $9,000,000
x Syndication Factor 92% 80% 80%
= Total Equity $7,304,800 $6,352,000 $7,200,000

percentage for a non-federally subsidized building will be no less than
9 percent if the building is placed in service after the date of enactment and
before December 31, 2013, the 9 percent floor applies even if a building has
previously locked the applicable percentage under Code § 42(b).”

The provision also does not fix the applicable percentage for acquisition
costs or for buildings that obtain their LIHTCs through the issuance of tax-
exempt bonds. Therefore, evaluating the benefits of a credit rate lock will
continue to be important for such projects, and project owners need to eval-
uate the current applicable percentage and the expectation for the future
applicable percentage in deciding whether or not to lock the credit rate.

It is recommended that new construction or rehabilitation projects with-
out tax-exempt bond financing choose not to lock their credit rate while the
monthly applicable percentage is below 9 percent. Although unlikely, it is
possible for an unexpected but very large increase in interest rates to result
in the applicable percentage exceeding 9 percent by the time a building
is placed in service. Therefore, although the monthly credit rate is below
9 percent, the only impact of a rate lock election for a new construction
or rehabilitation project would be to prevent the project from taking ad-
vantage of a rise in the credit rate above 9 percent. As time passes and the
expiration of the 9 percent floor on December 31, 2013, comes closer, it will
again become important to decide whether or not to lock the credit percent-
age. Also noteworthy is the fact that the effective date provision applies to
buildings placed in service before December 31, 2013, i.e., no later than De-
cember 30, 2013. Being even one day late could result in a project not being
eligible for the 9 percent floor and being eligible for far fewer credits and
thus far less equity.®® Industry advocates are expected to request that the 9
percent floor be extended or made permanent; however, the success of this
request is uncertain at this time.
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D. 30 Percent Basis Bonus for Financial Feasibility

Under HERA, state housing credit agencies now have the ability to des-
ignate that any building, regardless of location, is eligible to receive the 130
percent basis boost and that such buildings will be treated as if they are in a
difficult to develop area (DDA).** HERA requires that the agency find that
the basis boost is necessary for the project’s financial feasibility. This limit is
not much of an imposition as states already must assess financial feasibility
and not allocate more credits than are necessary for financial feasibility.*
Unfortunately, the basis boost is only available for credits allocated by the
state credit agencies, i.e., the basis boost is not available for projects receiv-
ing their credits through the use of tax-exempt bonds. This provision is
effective for buildings placed in service after July 30, 2008.*

The example in Table 3 demonstrates how the additional 30 percent
basis boost, when combined with the new 9 percent credit percentage floor,
and the recent declines in tax credit pricing affect the amount of tax credit
equity that $10 million in eligible basis can generate. Given the assump-
tions, the additional tax credit equity is about 28 percent.

Table 3
Prior to Both (i)
the Sharp After the
Decrease in HERA with After the HERA
Equity Pricing 130% Basis ~ with Both the

over 2007-2008 Immediately Boostbut 9% Floor and
and (ii) the  Prior to the Withoutthe  130% Basis

HERA HERA 9% Floor Boost

Eligible Basis $10,000,000 $10,000,000  $10,000,000 $10,000,000
x 130% Basis Boost N/A N/A 130% 130%
Eligible Basis $10,000,000  $10,000,000  $13,000,000 $13,000,000
x Applicable Percentage 7.94% 7.94% 7.94% 9.00%
= Total Annual Credits $794,000 $794,000 $1,032,200 $1,170,000
x 10 Years (Total Credits) $7,940,000  $7,940,000  $10,322,000 $11,700,000
x Syndication Factor 92% 80% 80% 80%
= Total Equity $7,304,800  $6,352,000 $8,257,600 $9,360,000
% Change from Prior 13% 28%
Law with 2007 Equity

Pricing

% Change from 30% 47%

Immediately Prior to the
HERA (i.e., Comparison
to Prior Law with 2008
Equity Pricing)
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As would be expected, the addition of the basis boost increases the
amount of credit and equity by 30 percent. For eligible projects, this change
alone more than offsets the recent declines in equity pricing. Furthermore,
when the impact of the 130 percent basis boost is combined with the new
9 percent floor for the applicable percentage, the significance of the cumu-
lative impact of both changes can be seen, i.e., equity has increased from
$6,352,000 to $9,360,000, a 47 percent increase in equity. Of course, the above
amounts are the maximum amount of LIHTCs and equity for which a proj-
ect would be eligible. However, state credit agencies may decide not to give
the additional basis boost to a project or may give the boost but not give the
project the full amount of credits for which the project may be eligible.

How this provision will be implemented by state credit agencies is un-
clear. The report on HERA by the Joint Committee on Taxation* (JCT report)
states that it is expected that the state allocating agencies shall set standards
for determining which areas shall be designated DDAs.* However, HERA
indicates that it is buildings that will be subject to the DDA designation. The
JCT report also notes the expectation that the agency shall publicly express
its reasons for such area designations and the basis for allocating additional
credits to a project.

Because such designated buildings are deemed to be in a DDA, as op-
posed to a qualified census tract (QCT), such projects will not qualify for
the additional basis due to the inclusion of a community service facility
that is allowable if a project is located in a QCT.*

E. Federal Subsidy Taint Limited to Tax-Exempt Bonds

Prior to HERA, if a building had a federally funded loan with an interest
rate below the applicable federal rate (AFR), then the building was consid-
ered to be “federally subsidized” and was ineligible for 9 percent credits.*
HERA has now removed the concept of below-market federal loans with
the result that tax-exempt bonds are the only financing that will now cause
a project to be considered federally subsidized.* This provision is effective
for buildings placed in service after July 30, 2008.

The JCT report also clarifies that federal grants can be loaned to a project
at any interest rate and that no basis reduction will be required.”® Thus,
loans derived from federal funds no longer need to be loaned at the AFR*
in order to avoid being considered federally subsidized.® This should be of
substantial help to projects that have a significant amount of federal loans
but had difficulty demonstrating an ability to repay the principal amount
of such debt plus interest at the AFR. Now such projects can carry the loans
at a lower interest rate or with no interest at all. This provision will signifi-
cantly reduce the complexity of LIHTC projects because they will no longer
need to struggle to carry federal loans at the AFR.

This rule eliminates tax issues associated with large government loans
that needed to accrue interest at the AFR in order to avoid losing the abil-
ity to use the 9 percent credit.” The reduction in accrued interest will also
reduce book income and tax losses from accrued interest. Credit investors
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will generally be pleased to see book losses decreased but disappointed
that tax losses will also be less.

E. Clarification of Treatment of Federal Grants

HERA provides that eligible basis cannot include any costs financed
with the proceeds of a federal grant.”> HERA also eliminates the prior re-
quirement that eligible basis be reduced for grants used for operations.*
This rule is effective for buildings placed in service after July 30, 2008.*

The JCT report clarifies that operating assistance, rental assistance, and
interest reduction payments are not considered federal grants that must
reduce eligible basis.”® The JCT report also clarifies that grants that are used
to finance eligible basis must be subtracted from basis even if the grant is
received prior to the start of the compliance period.>

Because the effective date is for buildings placed in service after July 30,
2008, the new statutory language alone does not explicitly provide relief to
existing buildings. As a result, in order to avoid the risk of a reduction in
basis, existing buildings need to continue to avoid receiving federal grants.
However, the JCT report contains language indicating that the Treasury
Department should amend its regulations to clarify that a number of types
of government financing will not be considered to be federal subsidies that
require a reduction in eligible basis.”” Unfortunately, the language in the
JCT report is somewhat confusing as to the applicability of preexisting proj-
ects. However, it appears that the intent was for updated regulations to be
issued to clarify that the indicated government subsidies did not require a
reduction in eligible basis for preexisting projects.

G. Rural Projects and the National Nonmetropolitan Income Level

Prior to HERA, tenant income limits were based on the area median
income (AMI) of such area.”®® Under new provisions, rural projects (as de-
fined in § 520 of the Housing Act of 1949), which are not tax-exempt bond-
financed, will now have tenant income measured by the greater of the area
median gross income (AMGI) of such area or the national nonmetropolitan
median income.” For example, the Alabama state nonmetropolitan AMGI
is $45,400, and the national nonmetropolitan AMGI is $49,300. However,
the new rule will have no effect in California because the state nonmetro-
politan AMGI of $53,800 is more than the national AMGL® This provision
allows projects in rural areas to use a higher nonmetropolitan median in-
come. This could make rural projects more viable from a financial perspec-
tive by allowing higher tenant income and rent.

Taxpayers cannot independently determine if they are in a rural area
as defined by the 1949 Housing Act because there are many subjective
standards in the definition, such as rural in character and lack of mortgage
credit.®* The IRS has not issued guidance on the definition of rural. How-
ever, § 520 of the 1949 Housing Act is generally under the jurisdiction of
the U.S. Department of Agriculture (USDA), and tax professionals expect
that USDA’s current definition of rural under the 1949 Housing Act will be
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used. Nonetheless, additional clarity is needed from USDA on its definition
of rural within the context of § 520 of the 1949 Housing Act as referenced in
the 2008 Housing Act.® This provision is effective for determinations made
after July 30, 2008.

In determining AMGI for an area, the Department of Housing and
Urban Development (HUD) uses statewide AMGI as a floor. As such, only
states that have statewide AMGI below the national nonmetropolitan in-
come level will benefit from this rule. The example in Table 4 illustrates
how California will not see benefits from this rule, but Alabama will.**

Table 4
State State Nonmetropolitan National Nonmetropolitan
California $53,800 $49,300
Alabama $45,400 $49,300

As explained above, LIHTC projects that are eligible for tax credits by
virtue of their tax-exempt bond financing are not eligible for this rule.®

H. Community Service Facility Increase in Allowable Basis

Projects in a QCT are allowed to include in eligible basis the costs of
a community service facility.®® The amount of community service facility
basis allowed under this rule was previously limited to 10 percent of the
project’s eligible basis.”” HERA increases the limitation to 25 percent of
the first $15 million of eligible basis of the project plus 10 percent of ad-
ditional amounts.®® Unlike many other provisions of HERA, the increase in
includable community service space costs applies to buildings regardless
of whether such buildings are federally subsidized due to the use of tax-
exempt bond proceeds. This provision is effective for buildings placed in
service after July 30, 2008.%

The provision only applies to projects in a QCT. Thus, projects either in
a DDA or designated by a state as being in a DDA as described in Part IIL.D
above are not permitted to include the cost of a community service facility
in eligible basis.”

I. Exception to Ten-Year Rule for Acquisition Credits

Prior to HERA, in order for the acquisition costs of a building to be eli-
gible for the LIHTC, the building must not have been placed in service dur-
ing the ten years prior to the relevant acquisition.”” HERA has substantially
modified this requirement by waiving the ten-year nonacquisition require-
ment for any “federally- or state-assisted building.””> A federally assisted
building is defined as a building
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substantially assisted, financed, or operated under section 8 of the United
States Housing Act of 1937, section 221(d)(3), 221(d)(4), or 236 of the National
Housing Act, section 515 of the Housing Act of 1949, or any other housing
program administered by the Department of Housing and Urban Develop-
ment or by the Rural Housing Service of the Department of Agriculture.”

A “state-assisted building” is defined as “any building which is sub-
stantially assisted, financed, or operated under any State law similar in
purposes to any of the laws referred to in [the definition of federally-assisted
building].”” A waiver may also be requested for buildings that are being ac-
quired from an FDIC-insured depository institution that is in default.” This
provision is in effect for buildings placed in service after July 30, 2008.7°

The impact of this change is that a new tax credit partnership could get
LIHTCs on the cost of acquiring federally assisted or state-assisted build-
ings even though the building to be acquired may have been constructed
or acquired by another party within the last ten years. This will allow a
substantial number of buildings to now qualify for the LIHTC on their ac-
quisition costs. As a result, the amount of LIHTCs generated by the acquisi-
tion and rehabilitation of the building would increase and could make the
rehabilitation viable where it would not have been previously.

For example, a project receiving project-based HUD Section 8 assis-
tance could be purchased and obtain acquisition credits even though it was
placed in service in the last ten years.”

One point that remains unclear under the statute is what substantially
means in the requirement that the building be “substantially assisted, fi-
nanced, or operated under [the identified federal or state programs].” Many
practitioners believe that if the federal or state program represents 20 per-
cent of the existing project’s financings or subsidizes 20 percent of the build-
ing’s units, then that would be sufficient to be considered substantial.

J. Moderate Rehabilitation

The prohibition against using the LIHTC with buildings that receive
moderate rehabilitation assistance under the McKinney Act is repealed.”
This rule is effective for buildings placed in service after July 30, 2008.”

This change will assist projects that continue to receive Section 8 pay-
ments related to a prior McKinney Act moderate rehabilitation. Under prior
law, the continuation of the Section 8 payments disqualified the project for
LIHTCs.® The repeal of this provision allows LIHTCs to be generated on
projects that continue to receive the Section 8 payments related to the prior
moderate rehabilitation.

K. Waiver of GO Zone Depreciation Deadline

Prior law required that in order to obtain the 50 percent bonus depreciation
for residential rental property buildings located in the GO Zone, construction
of such buildings had to begin by December 31, 2007, and be completed by
December 31, 2010.8* HERA removes the commencement date deadline.®? This
provision is effective for property placed in service after December 31, 2007 .5
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Congress previously extended the placement in service deadline from
December 31, 2008, to December 31, 2010, for buildings in the specified
portions of the GO Zone.? However, at that time, Congress did not ex-
tend the December 31, 2007, deadline by which construction needed to
commence. Due to the many difficulties in the GO Zone as well as prob-
lems in the equity and credit markets, many projects unexpectedly did
not commence construction by December 31, 2007, although they still
expected to be completed by December 31, 2009 (or December 31, 2010,
if located in the specified GO Zone). Such projects were relying on the
additional investor equity generated by the GO Zone depreciation to
make them financially feasible, and the failure to meet the commence-
ment deadline resulted in the likely failure of such projects. By eliminat-
ing the commencement deadline, the provision allows such projects to
obtain the GO Zone depreciation if completed within the required time
frame.

L. Additional Counties in GO Zone

HERA added Colbert County, Alabama, and Dallas County, Alabama, to
the GO Zone for purposes of GO Zone bonds only.* This provision is effec-
tive for bonds issued after December 21, 2005, and before January 1, 2011,
for tax years ending after August 27, 2005.% This allows a qualified bond
that would otherwise be taxable to be treated as an exempt facility bond or
a qualified mortgage bond.*

M. Military Basic Allowance for Housing Not Income

HERA added a provision providing that the Military Basic Allowance
for Housing (BAH) is not counted as income for tenant qualification pur-
poses for tenants of “qualified buildings.”®

A qualified building is a building located in a county with a military instal-
lation (1) that had at least 1,000 members of the armed forces as of June 1,
2008, and (2) at which the number of members of the armed forces as of
June 1, 2008, had increased at least 20 percent as compared to such number
on December 31, 2005.%

This provision has a bifurcated effective date. For buildings with cred-
its allocated on or before July 30, 2008, or for tax-exempt bond-financed
buildings placed in service before the date of enactment, this provision is
effective for income determinations after July 30, 2008, and before Janu-
ary 1, 2012 For buildings with credits allocated after July 30, 2008, and
before January 1, 2012, or for tax-exempt bond-financed buildings placed
in service after July 30, 2008, and before January 1, 2012, this provision is
effective for income determinations after July 30, 2008.”* There is no sunset
date for this second category of buildings.

The IRS has identified the following military installations that qualify:
U.S. Air Force Academy, Colorado; Fort Shafter, Hawaii; Fort Riley, Kan-
sas; Annapolis Naval Station (including U.S. Naval Academy), Maryland;
Fort Jackson, South Carolina; Fort Bliss, Texas; Fort Hood, Texas; Dam
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Neck Training Center Atlantic, Virginia, and Naval Station Bremerton,
Washington.”

N. Students Previously Under Foster Care

HERA adds an exception to the general rule disallowing student hous-
ing. The exception permits units to be occupied by students who previ-
ously received foster care.”® This rule is effective for determinations after
July 30, 2008.%*

HERA language does not contain an age requirement. As a result, it ap-
pears that once a person is under foster care, he can be a student and still
be eligible for LIHTC housing regardless of his age.

O. Hold Harmless for Reductions in AMGI

HERA added two provisions addressing areas where decreases have oc-
curred in AMGI. Both of these provisions are effective for determinations
of AMGI for calendar years after 2008.%

The first provision applies to projects financed with tax-exempt bonds
and/or LIHTCs and provides that the AMGI determination for a project
after 2008 shall not be less than the income determination for the preceding
year.”® HERA puts in the tax code a rule that HUD had historically been
adopting as part of its annual calculation of AMGI. This rule prevents proj-
ects from having a decrease in tenant income and rents if there happens
to be a decrease in AMGI in a future year. This will eliminate the risk that
project gross rents could decrease, thereby jeopardizing a project’s financial
viability.

The second provision provides that for HUD Hold Harmless Impacted
Projects, AMGI will be no less than the prior HUD hold harmless amount
for 2008 plus any increase in AMGI after 2008.” The term HUD Hold Harm-
less Impacted Project is any project with respect to which AMGI was deter-
mined for calendar year 2007 or 2008 and such determination would have
been less but for the HUD hold harmless policy.”®

This provision was adopted in response to a change in HUD methodol-
ogy that resulted in AMGI decreasing in a number of areas of the country
in 2007. HUD issued a hold harmless policy providing that projects in such
areas could continue to use the prior AMGI. The new AMGI increase rule
provides that AMGI for such projects will be no less than the 2008 HUD
hold harmless AMGI amount plus any change to AMGI in the area. For ex-
ample, if AMGI had decreased from $60,000 to $55,000 due to HUD meth-
odology changes, projects could continue to use the $60,000 AMGI amount
under the hold harmless rule. If AMGI in the next year went up to $57,000,
then a hold harmless project’s AMGI would be $62,000 (the $60,000 hold
harmless amount plus the $2,000 increase in AMGI).

However, a new project in the same area that was not subject to the
HUD hold harmless policy would have to use the $57,000 AMGI. As a
result, the new project would have a lower income and rent than the old
project.
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Additional guidance is needed from the IRS to determine which projects
will qualify as HUD Hold Harmless Impacted Projects. For instance, if a
project receives a tax credit allocation in 2008 and makes a gross rent floor
election such that the project’s qualifying income levels cannot be less than
the AMGI in 2008 and the 2008 AMGI was higher as the result of the HUD
hold harmless rule, then will the project qualify as a HUD Hold Harmless
Impacted Project?

IV. Reduced Administrative Burdens and Restrictions

HERA created several provisions that will reduce the administrative
burdens and restrictions of complying with LIHTC program requirements.
Some of these provisions eliminate rules that created administrative bur-
dens without sufficient benefit, e.g., annual recertification of 100 percent
LIHTC projects.”” Other provisions will permit projects that would not
have previously qualified, e.g., relaxation of related-party acquisition credit
rules.!®

A. Coordination of Tax-Exempt Bond Rules for Credit Projects

For projects with both tax-exempt bonds and LIHTCs, a number of
tax-exempt bond rules are modified to mirror the LIHTC rules. These co-
ordinating rules are effective for determinations of the status for periods
beginning after July 30, 2008, with respect to bonds issued before, on, or
after such date.’”!

1. Next Available Unit Rule

The Next Available Unit Rule (NAUR) change resolves a conflict be-
tween the tax-exempt bond rules and the LIHTC rules. The NAUR pro-
vided that if a tenant’s income exceeded 140 percent of AMGI, the unit
would continue to be considered a low-income unit if the next available
unit in the building (of a comparable size or smaller) was rented to a low-
income tenant. The bond rules applied the NAUR on a project basis rather
than on a building basis. The result of the conflicting rules was that in
certain circumstances, the number of units required to be rented to low-
income persons could “creep up” over time. Under HERA, the NAUR
under the tax-exempt bond rules is modified for LIHTC projects to apply
on a building basis rather than a project basis.'”

2. Student Rule

Under HERA, the bond rules are modified for LIHTC projects to allow
student tenants to the same extent as allowed under the LIHTC rules.'®

3. Single-Room Occupancy Units
Previously, single-room occupancy (SRO) projects were not allowed in
tax-exempt bond transactions.'™ Under HERA, the bond rules are modi-
fied for LIHTC projects to allow SRO units to the same extent as allowed
under the LIHTC rules.'® This change will allow SRO projects where both
LIHTCs and tax-exempt financing are present.
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B. Simplification of Related-Party Acquisition Credit Rules

Prior to HERA, the costs of acquiring a building were not eligible for
LIHTCs if the buyer and seller of a building had more than a 10 percent over-
lap of related ownership.'®® HERA changes that threshold to 50 percent.”
This rule is effective for buildings placed in service after July 30, 2008.'%

This provision should significantly help preserve buildings that had
previously received tax credits. Because of the limited number of tax credit
investors and the consolidation that has occurred in the banking industry,
it was becoming difficult for some LIHTC projects that had completed their
fifteen-year compliance period to find an unrelated investor for the acquisi-
tion and rehabilitation of the building using a new allocation of LIHTCs.
By raising the relatedness standard to 50 percent, investors with a previous
minority interest in a project are now able to invest in the acquisition and
rehabilitation of the project.

An important point to keep in mind is that the 50 percent threshold ap-
plies to all partners in common between the selling entity and the buying
entity.!”” Thus, if there were two partners with a combined interest greater
than 50 percent in the selling entity, then those partners would need to have
a combined interest of no more than 50 percent in the buying entity.

C. Extension of Timing for Meeting 10 Percent Carryover Requirement

For projects receiving a carryover allocation, the timing requirement for
incurring 10 percent of project costs has been extended from six months
after the date of the carryover allocation to one year from the date of the
carryover allocation.!® This provision is effective for buildings placed in
service after July 30, 2008."

This provision should help many projects that have received a carry-
over allocation of LIHTCs but that have been delayed in starting con-
struction due to delays in obtaining financing or necessary government
approvals. Hopefully, the results will be that most projects will no longer
be forced to begin work or acquire project assets at a time earlier than oth-
erwise makes sense given the project’s progress in achieving the necessary
financing and approvals.

Although the relaxation of the 10 percent requirement is effective for
buildings placed in service after July 30, 2008, 2008 carryover allocations
that already have been received likely have an explicit requirement that
the carryover allocation be met within six months or, in some states, even
earlier. In such a case, the building owner should contact the state credit
agency and request that the 10 percent deadline be extended to be consis-
tent with the new HERA.

D. No Annual Recertification for 100 Percent Low-Income Projects
The annual tenant income recertification requirement for tax-exempt
bond and LIHTC projects is waived as long as all new project tenants

are income-qualified."? This provision is effective for years ending after
July 30, 2008."*
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The new provision does not modify other HUD rules that may apply to
a particular project. Therefore, some projects may need to continue annual
recertification to comply with HUD rules that apply to a project apart from
LIHTC concerns.!*

Many states may still require recertifications. California, for instance, is
proposing to require recertification in the first year.'

V. Other Changes
HERA also makes five other changes to the LIHTC or HTC rules.

A. Increase in Minimum Rehabilitation Requirement

In order for the rehabilitation of an existing building to be eligible for the
LIHTC, the minimum rehabilitation requirement has been increased to the
greater of (i) 20 percent of the adjusted basis of the building or (ii) $6,000
per unit."® For buildings placed in service after 2009, the $6,000 require-
ment will be indexed for inflation."” This change doubled the pre-HERA
requirement that the rehabilitation cost be the greater of $3,000 per unit or
10 percent of the adjusted basis of the building.'®

For projects receiving LIHTCs allocated from the state credit agency,
this provision is effective for buildings receiving allocations after July 30,
2008."* For buildings receiving LIHTCs through the issuance of tax-exempt
bonds, the provision applies to buildings financed with bonds issued pur-
suant to allocations made after the date of enactment.'®

Most projects have rehabilitation expenditures that exceed even the
revised requirements, and therefore the impact of this provision will be
limited. However, because the minimum rehabilitation requirement is
inflation-indexed and is linked to the date of placement in service, a delay
in placement in service could result in an unexpected increase in the mini-
mum rehabilitation requirement and could impact a project that involved
a light rehabilitation.

In applying the effective date rule to tax-exempt bond projects, it is not
clear when a bond is considered to have a tax-exempt bond allocation.'*
The term allocation could mean the date that a project receives an induce-
ment from the entity issuing the tax-exempt bonds. Alternatively, allocation
could refer to the date of the actual allocation of the volume cap under
Code §146. In such a case, the allocation date could vary depending on
the practice of a state or locality, with some of the possible allocation dates
being the date an ordinance is issued regarding the volume cap up through
the date that the bonds are actually issued.

B. Consideration of Energy Efficiency and Historic Nature of Buildings
State qualified allocation plans are now required to consider both the
energy efficiency and historic nature of a project.’?? This provision of HERA
is effective for allocations made after December 31, 2008.'%
The JCT report lists “encouraging rehabilitation of certified historic
structures under [Code] Section 47(c)(3)” as an example of the historic
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criteria. This refers to projects that are on the National Register of Historic
Places or that are in a registered historic district and are determined to be
significant to such district by the Secretary of the Interior. However, the
statute appears to be broad enough to allow state credit agencies to con-
sider the historic nature of buildings that may have historic qualities (e.g.,
on a state list of historic places) but do not meet the federal definition of a
certified historic structure.

C. Clarification of General Public Use Requirement

Treasury Regulation § 1.42-9 provides that a unit is not eligible for the
LIHTC if the unit is not available for use by the general public."* HERA
clarifies this general public use (GPU) requirement to confirm that other-
wise qualifying buildings will not be considered to fail GPU solely because
of occupancy restrictions or preferences that favor the following classes of
tenants: (1) tenants with special needs, (2) tenants who are members of a
specified group under a federal or state program or a policy that supports
housing for such a specified group, or (3) tenants who are involved in artis-
tic or literary activities.'”

This provision applies to buildings placed in service before, on, or after
July 30, 2008.2¢

The GPU provision of HERA is a significant victory for the housing in-
dustry as this provision reverses guidance provided in the recent IRS 8823
audit guide'” and a recent IRS audit position that projects involving tenant
targeting or preferences violate the requirement that projects be available
for GPU and thus do not qualify for any LIHTCs. These positions were
in conflict with both IRS regulations and the treatment of such housing
for over twenty years.'® The congressional confirmation of prior industry
practice removes a significant impediment for a number of types of hous-
ing, such as housing for veterans, farm workers, first responders, teachers,
artists, low-income parents attending college, pregnant or parenting teens,
and domestic abuse victims.

The reference to state policy appears to allow states to include prefer-
ences in their qualified allocation plans for certain types of projects without
raising a GPU issue.

D. Historic Rehabilitation Tax-Exempt Use Safe Harbor

Projects receiving credits for the rehabilitation of historic buildings
under Code § 47 are now allowed to lease up to 50 percent of the property
to tax-exempt entities in disqualified leases rather than the prior 35 percent
maximum.'® This provision of HERA is effective for expenditures properly
taken into account for periods after December 31, 2007.1%

The Code identifies four types of tax-exempt leases that are disqualified
leases and result in tax-exempt use property.” One type of disqualified
lease involves a situation where a tax-exempt entity previously owned and
used a building, then sold the building, but then leases back a portion of
the building.'* Under the new provision, such tax-exempt entities can sell a
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building to a taxpayer that will perform the historic rehabilitation, and then
the seller can lease back up to 50 percent of the building space.’* Similarly,
tax-exempt entities will now be able to lease up to 50 percent of project
space in leases that have terms longer than twenty years or have a fixed or
determinable purchase option.'**

E. Data Collection and GAO Study

HERA requires state agencies to collect certain data on tax credit proj-
ects. It also mandates a Government Accounting Office (GAO) study of the
LIHTC, to be submitted to Congress by December 31, 2012.1%

VI. Conclusion

The changes contained in HERA are a tremendous enhancement to the
LIHTC program and should improve the viability and availability of LIHTC
housing. From an industry perspective, the current appeal of LIHTC proj-
ects to investors hopefully will broaden the number of investors interested
in investing in such projects and thus stabilize the prices such investors are
willing to pay. From an individual project perspective, the financial feasi-
bility enhancements will allow many projects with financing gaps to qual-
ify for more LIHTCs and therefore more investor equity. Other provisions
have significantly clarified or simplified areas of the LIHTC, HTC, and GO
Zone programs. Overall, HERA should provide a significant stimulus for
the LIHTC program and allow it to continue to offer vital housing to low-
income people even in the current turbulent times.
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79. HERA § 3004(i)(1).
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82. HERA § 3082(b)(1); I.R.C. § 1400N(d)(3)(B), amended by HERA.

83. HERA § 3082(b)(2).

84. LR.C. § 1400N(d)(6)(C) (2008).

85. HERA §3082(c)(1), 122 Stat. 2653, 2907; L.R.C. § 1400N(a)(8), amended
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after the date of the enactment of this Act.

122. HERA §3004(d), 122 Stat. 2653, 2883; LR.C. §42(m)(1)(C)(ix), (x),
amended by HERA.

123. HERA § 3004(i)(3).

124. Treas. Reg. § 1.42-9 (2007) defines use by the general public as rental
policies consistent with HUD fair housing requirements. In addition, it ex-
cludes from the definition of use by the general public “any residential rental
unit (i) provided only for a social organization, (ii) by an employer for its em-
ployees, or (iii) that is part of a hospital, nursing home sanitarium, lifecare fa-
cility, trailer park or intermediate care facility for the mentally and physically
handicapped.”

125. HERA § 3004(g); I.R.C. § 42(c)(iii), amended by HERA.

126. HERA § 3004(i)(6).

127. NovoGrapAcC & Co., LLP, AFForDABLE Hous. REsoUuRcE CTR., Low IN-
coME HousiNG Tax CrepIT: 8823, available at www.novoco.com/low_income_
housing/lihtc/8823_guide.php.

128. The language in Treasury Regulation § 1.42-9 is very specific. Under
the regulation, if a unit complies with the HUD fair housing rules as required
by § 1.42-9(a), then it is available for GPU unless the unit violates one of the
requirements of § 1.42-9(b) (social group or employer-employee housing), or
the unit is part of one of the identified health-related types of projects. Thus,
unit targeting or unit preferences (for example, a preference for teachers) that
comply with fair housing rules should have satisfied the GPU requirements.

129. HERA § 3025(a), 122 Stat. 2653, 2883; LR.C. § 42(c)(2)(B)(v)(I), amended
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