Low-Income Housing Tax Credits:
A Powerful Resource for Developing Seniors Housing

by
Cynthia L. Bast
'The low-income housing tax credit has become one of the most powerful and successful
tools for the development of affordable housing for our communities. Each year the tax credit
program induces approximately $6 billion in private investment for the construction or

rehabilitation of approximately 125,000 units of housing nation-wide.'

t

Background. The tax credit was first implemented as part of the federal Tax Reform

Act of 1986 in Section 42 of the Internal Revenue Code. It provides a reduction in direct federal
tax liability (not gross income) for a period of ten years to the owners of rental housing preserved
for low-income tenants. This reduction is an incentive for private industry to work with state and
local governments to fulfill community needs for affordable housing for low-income citizens. It
encourages private industry to put much needed equity into affordable housing projects under
rules that require the projects to remain in service to the low-income population for an extended
period of time.

Section 42 of the Code delegates most of the authority for administering the tax credit
program to each state’s housing agency. Each state receives a tax credit allocation based on its
population to be disbursed by its agency. This limitation on the amount of tax credit available in
any given year makes the application process for obtaining tax credits extremely competitive.
Each agency is required to have a qualified allocation plan (a "QAP") by which it distributes the

tax credits. This plan must include the delegation of at least 10% of the tax credits each year to
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non-profit organizations developing low-income housing projects. Other than the non-profit set-
aside, each plan can be structured to fit the unique housing needs of the state.

In addition to allocating the tax credits, the housing agency has the ultimate authority for
the day-to-day administration of the tax credit program. The agency monitors the compliance of
tax credit projects by requiring reporting or staging site visits and spot-checking the records of
the project for compliance with the low-income requirements for tax credit projects.

What Kinds of Projects Are Eligible for Tax Credits? Both newly constructed
developments and existing projects that are acquired and rehabilitated can be eligible for the tax
credit. Projects may be designed as multifamily apartments, duplexes or fourplexes, single
family developments, or townhomes, subject to any design restrictions that may be imposed by
the state housing agency. Some tax credit projects are "mixed use," including areas that are
reserved for retail or non-residential use. Some tax credit projects are "mixed income," with
some units reserved for low-income tenants and some units reserved for tenants that do not meet
the low-income requirements and can pay market rate rents.

What Operating Restrictions are Imposed by the Tax Credit Program? The project
owner must set aside a minimum number of residential units for low-income use, with
restrictions on rents and tenant incomes for the designated units. The project owner must
irrevocably choose one of the following standards: (1) at least 20% of the residential rental units
must be rent-restricted and occupied by individuals whose income is 50% or less of the area
median gross income, adjusted for family size or (2) at least 40% of the residential rental units
must be rent-restricted and occupied by individuals whose income is 60% or less of the area

median gross income, adjusted for family size. The area median gross income figures are
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prepared by HUD each year and may be obtained through the state housing agency. The owner
of a tax credit project must independently verify each tenant’s income at the time of initial
occupancy and may be required to re-certify the tenants’ income annually. If a tenant’s income
increases beyond the set-aside requirement, the tenant is not required to move out of the unit, and
the project will not lose its qualification for tax credits, so long as the tenant’s income does not
increase beyond 140% of the area gross median income and the property owner reserves the next
available unit for a low-income tenant.

The tenant rent and income restrictions must last for a 15-year initial compliance period
and an additional 15-year extended compliance period and are reflected in a regulatory
agreement that is filed in the real estate records. The penalty for non-compliance is severe -- if
the Internal Revenue Service discovers that a property has not been in compliance and the non-
compliance is not corrected within a reasonable period of time, it may recapture from the project
owner all or a portion of the tax credits awarded, plus interest and penalties.

Who Owns Tax Credit Projects? The project owner is typically structured as a limited
partnership or limited liability company in order to obtain flow-through taxation and maximize
the benefit of the tax credits. The project developer is the general partner or managing member
of the project owner, with a minimal ownership percentage (often 0.01%). The remaining
ownership percentage is reserved for an investor that can utilize tax credits and will make capital
contributiqns to the project owner, based upon the amount of tax credits to be generated by the

project.
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