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Hedge Funds and Private Equity Funds 

Dear Ladies and Gentlemen: 

U.S. Bank (or the "Bank") appreciates the oPPOltunity to submit comments to the proposed rule 
implementing (the "proposed rules") Section 619 of the Dodd-Frank Wall Strcet Reform and 
Consumer Protection Act (the "Volcker Rule"). U.S. Bank is the fifth-largest conUllercial bank 
in the United States. The company operates 3,086 banking offices in 25 states and 5,086 ATMs. 
U.S. Bank offers regional consumer and business banking and wealth management services, 
national wholesale and trust services, and international payments services to more than 17 
million customers. Headquartered in MilUleapolis, U.S. Bank was fOlmded in 1863 and currently 
employs more than 61 ,000 people. 
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We have a number of concel'l1s with the scope of the proposed rules. While U_S . Bank bas not 
engaged in the type of proprietary trading or made substantial investments in hedge funds or 
-private equity funds that are prohibited under the Volcker Rule, we are nevertheless concel'l1ed 
that the rules will hrum our ability to provide liquidity to oW" customers, hinder our ability to 
engage in critical asset liability management activities and require an extensive compliancc and 
record-keeping/reporting system to prove that we are not engaged in tlle prohibited activities. 
Dne to the number and complexity of issucs involved with the proposed mles, U.S. Ballk is not 
submitting separate comment letters on most areas of concel1l. but has participated in and 
strongly supports the separate comment letters of The Clearing House, SIFMA, and a joint letter 
submitted by a number of regional banks, including U.S. Bank. 

Tllis letter will specifically address Olle area of concern for U.S. Bank and its conununity 
development subsidiary, U.S. Bancorp Conununity Development Corporation ("USB CD C"): 
thc impact oftbe proposed rules on bruiling entities' abi lity to participate inlow-income housing 
(LIHTC), new markets (NMTC) ruld historic tax credit (HTC) programs and answers the specific 
questions regarding the impact on these public welfru'e investments posed in the notice of 
proposed rulemaking (Questions 276 - 279 and 316). Our comments are intended to clarify how 
investments in these tax credit programs (collectively, "Tax Credit Investments") and the 
sponsoring of private equity funds comprised of such investments (collectively, "Tax Credit 
Funds") 

We commend the Office of the Comptroller of the Currency, Boru-d of Governors of the Federal 
Reserve System, Federal Deposit Insurance Corporation and Securities and Exchange 
COlllmission (the "Agencies") for clearly stating in the proposed rules that banking entities are 
pelmitted under the Volcker Rule to make Tax Credit Investments and sponsor Tax Credit 
Funds. Notwithstanding the impOltance of tlli s clru-ification, we believe that the structure of tIle 
proposed rules will unduly restrict the sponsorship of Tax Credit Funds in contravention of the 
clear intent of the Act. 

U.S. Bank and USBCDC and other creditworthy banks have played a key role in serving as 
investors in and sponsors of Tax Credit Funds and providing guaranties for the funds. In the past 
four years, U.S. Bank has guaranteed approximately $2 billion of Tax Credits that has resulted in 
$1.9 billion in investor equity. This was achieved via tbe sponsol'sllip of 29 funds with 18 
unique investors. The strong majority of these investors would not have invested in public 
welfare investments but for the guarantee. Without the guru'antees, a large pOltion of the $1.9 
billion of i.nvestor cquity would not have been injected into our nation's communitics. The 
investors range from Silicon Valley technology companies to Midwestern industrial comprulies 
to smaller insurance comprulies all of wbom do would be unable to make these investments 
without the guarantee. 

Following is a brief overview of the traditional roles played by banking entities in the Tax Credit 
ProgTams and our comments regarding the proposed rules. We have also included sample 
regu1atory language for your consideration. 
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1. Traditional Roles Played by Banking Entities 

Since each Tax Credit Program's inception, banking entities have played significant roles as 
investors, sponsors and guarantors. Transactions within the Tax Credit Programs are generally 
designed through a tiered structure. The typical structure l starts with an equity fund (the "Tax 
Credit Fund"), in the f0 l111 of a pmtnership or limited liabili ty company, which acquiJ'es an 
ownership interest in limited liability companies or partnerships that acquire, develop and 
manage tax credit producing assets (the "Operating Partnerships,,).2 Many banking entities have 
historically served and continue to serve as sponsors, managing members and general partners of 
Tax Credit Funds. Tax Credit Funds sell substantially all of their ownership interests to 
investors, many of which are banking entities. Through the various pmtnership or l imited 
liability agreements, transaction participants make celiain representations, wml'anties, and 
gum·antees. Developers, general paliners and managing members of the Operating Partnerships 
make the most significant guarantees in a typical structure and are typically in the first loss 
position. The guarmltees that developers, general palillers and managing members are 
traditionally required to provide include construction completion, permanent loan funding, 
operating deficit, tax credit and recapture guaraJ1tees 

Tax Credit Funds have experienced very high tax credit compliance rates3 and are co llectively 
associated with low risks. According to information published by the Internal Revenue Service, 
we estimated that corporations had recapture rates of less than 0.05% and 0.12% foJ' the LIHTC 
and HTC programs during 2008, respectively.4 This inforl1lation indicated that no NMTC 
recapture had ocurred.4 

In add ition to developer, general pminer and managing member guarantees, investors often 
require some add itional level of assurance t1u'ough a guarantee tbat at a mini.mum ensures the 
receipt of a minilllwn amount of tax credits. Other times, investors require what is, in essence, an 
enhancement or a wrap of the developer gum·antee. Specifically, many investors require tlmt the 

, See Attachment I for an example diagram. 
2 Operating Pannerships includes Li mited Liabi.lity Companies. 
J Fo,' the L1HTC program, sec Attachment 3 for Novogradac & Company LLP's Low-Income Housing Tax Credit: 
Assessment of Program PerfonTIance & Comparison to Other Federal Affordable Rental Housing Subsid ies. 
!ntemal Revenue Code ("mC") Sections 42, 450 and 47 govelll Ihe L1HTC, NMTC and I-ITC programs, 
respectively. Tax Credit Investments must comply with the provisions of tlle respective mc sections. Failure to 
comply wilb the applicable provis ions results in Ibe recapture of tax credits. Investors are required to pay tax in the 
amount of the tax credits recaptured plus interesl charges when a recapture event occurs. Tax credits are generally 
the investors' primaty retunfon theu' Tax Credit Investments. High compliance rates are considered one ind icator of 
tow risk. For a detailed discussion on the success of the LlHTC program, see Attachment 3, Novogradac & 
COlllpany LLP's Low-Income Housing Tax Cred it Assessment of Program Performance & Comparison to Other 
Federal Affordable Rent. l HousiJlg Subsidies. 
4 2008 Estimated Data Line Counts Comoration Tax Retul'lls, Department of the Treasury - Internal Revenue 
Service, Thomas E. Burger. 
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ilwestment be guaranteed by the sponsor of the Tax Credit Fund or other creditwOlthy entity. 
Th.is guarantee generally assures a minimum return, and, often more importantly, enables the 
investor to benefit from more favorable accounting presentation permitted by eUlTent accounting 
standards as proscribed by the FASB (Financial Accounting Standards Board). The more 
favorable accounting presentation, the "effective yield method" of accounting, is only available 
for Tax Credit Investments where the availability of the tax credits is guaranteed by a 
"creditworthy" entity.5 While no specific guidance is provided in the accounting literature 
regarding what types of entities would be considered creditworthy guarantors, the guidance 
makes reference to such guarantees being similar to a letter of crcdit or tax indernnity agreement, 
which suggests (and has been interpreted as) a high tlueshold of creditworthiness. 

2. Comments in response to notice orm·opased rule 

For your convenience, we have provided specific cOlrul1ents below to questions listed In the 
notice of proposed rulemaking. 

Questioll 278: Should the proposed rule p ermit a banking entity to sponsor an SBIC and other 
identified public welfare investments? Why or why not? Does the Agencies' determination under 
section J3(d)(J)(J) of the BHC Act regarding sponsoring of an SBIC, public welftll·e or qualified 
rehabilitation investment effectively promote and protect the safety and soundness of banking 
entities and thejinancial stability ofllle United States? ifnof, why not? . 

We strongly SUppOlt the proposed exemption allowing banking entities to sponsor SBIC, public 
welfare and qualified rehabilitation investment funds pursuant to the authority granted to the 
Agencies under section 13(d)(J)(J) of the BHC Act. Since banking entities are clearly PCllllitted 
to make tlus type of investment under the Volcker Rule6 and aSSU111e the enti re market risk, we 
agree they should also be permittcd to sell the investments and smlila.rly participate as a sponsor 
or syndicator of a fund that owns and operates such investments. The pernutted risk of investing 

j Emerging Issues Task Force 94·1 , Accounting for Tax Benelils Resulting from tnvestments in Affordable Housing 
projects, Financial ACCOUlltirlg Standards Board. 

6 Bank Holding Company Act, Section t3(d) - P ERMrrrED ACTN1TrES·(t) IN GENERAL.- Notwithstanding 
the restrict ions under subsection (a), to Ole extent perm ittcd by any other prOVision of Federal or State law, and 
subject to the limitat ions under paragraph (2) and any restrictions or limitations that the appropriate Federal banking 
agencies, the Securities and Exchange Commission, and the Commodity Futures Trading Commission, may 
determine, the fo llowing activities (in th is section referred to as 'permitted activities') are permitted: . .. (E) 
Investments in one or lUore small business investment companies, as defLOed in section 102 of tile Small Dusiness 
Investment Act of 1958 (IS U.S.C. 662), investments designed primarily to promote the public welfare, of the type 
permitted ullder paragraph ( II ) of section 5 136 of the Revised Statutes of the Uni ted Statcs (1 2 U.S.C. 24), or 
investmeuts that are qualified rehabi litation expenditures with respect to a qualified rehabilitated bu ilding or 
celt ified historic shllcture, as such terms are defuled in section 47 of the lntem al Revenue Code of 1986 or a similar 
State historic (ax credit pl'Ogl'am. 
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is greater tban the risk of sponsoring a SBIC or Tax Credit Fwld and in no way contradicts the 
objective to promote and protect the safety and soundness of banking entities. Furthermore, as 
discussed in detlti l below, Tax Credit Funds have collectively been associated with low risks. 
We note further that as a national bank, our public welfare investments are already subject to 
capital and surplus limits, OCC notice and prior approval requirements and OCC examination. 
Allowing banking entities to continue their vital role in underwriting and sponsoring SBIC and 
public welfare investments, subject to existing regulatory requirements, will promote the 
financial stability of onr nation's communities served by these importallt affordable housing, 
small business and other public welfare programs. 

Questioll 276: Is the proposed rule's approach to implementing the SBIC, public welfare and 
qualified rehabilitation investment exemption for acquiring or retaining an. ownership interest in. 
a coveredfimd effective? Ifnot, what alternative approach would be more effective? 

Questioll 277: Should the approach include other elements? If so, what elements and why? 
Should any of the proposed elements be revised or eliminated? 1/so, why and how? 
(Comments on these questions addressed together below) 

The Volcker Rule clearly allows banking entities to make SBIC, public welfare and qualified 
rehabilitation investments and we agree with your conclusion that tlIat it also allows banking 
entities to sponsor SBTCs and Tax Credit Funds. We believe that the proposed approach to 
implement this exemption, however, may restrict banking entities' ability to guarantee, or 
otllelwise engage in covered transactions with, tlle Tax Credit Funds that they sponsor. We 
respectfully request that the Agencies either narrow the defmitioll of "covered fund" to exclude 
permitted investments such as SBICs and Tax Credit Funds or, in the alternative, clarify the 
CWTent language in Section _ .1 6. 

Section _ .13(a)(I) of the proposed rule permits a banking entity to acquire or retai n an 
ownel'ship interest in, or act as sponsor to a covered fund "that is designed primarily to promote 
the public welfare, of the type permitted under paragraph (11) of section 5136 of the Revised 
Statutes of the United States (12 U.S.C. § 24), including the welfare of low- and moderate
income communities or fami lies ... " or "that is a qualified rehabilitation expenditure with respect 
to a qualified rehabilitation building or certified historic structure, as such terms are defined in 
section 47 of the Internal Revenue Code of 1986 or a similar State historic tax credit program.,,7 
The implication of the proposed nile clearly is that funds comprised of public welfare or other 
designated permitted investments remain "covered funds" even though investments in such funds 
are permitted. Section _ .13 of the proposed rule does not specifY whether or not this p.ermitted 
activity ovenides the prohibitions included in Section _ .16 of the proposed rulcs, the so-called 
"Super 23A provisions." As currently drafted, the Super 23A provisions may apply to public 

7 Proposed rule, Section _ .13(a)(1)(ii) & (iii). 
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welfare or SBrC investment funds sponsored by a banking entity and would prevent the 
sponsoring bank from guaranteeing obligations of the fund . 

The Volcker Rule generally prohibits a banking entity from engaging in any transaction with a 
hedge funci or private equity fund if the transaction "would be a covered transaction as defined in 
Section 23A of the Federal Reserve Act (12 U.S.C. 371c), ... as if such banking entity and the 
affi liate thereof were a member bank and the hedge fund or private equity fund were an affiliate 
thereof. "s This prohibition was not intended by Congress to apply to the permitted investments 
allowed by subsection CE) of Section J3(d) of the Volcker Rule. III the subsequent subsection 
(G), which is the exemption permitting banking entities to sponsor private equity and hedge 
funds under celiai n ciremnstances, the Vo1cker Rule specifically provides that the pennitted 
activity in subsection (G) is subject to the Super 23A provisions of Section l3(f). There is no 
such specific limitation set forth to the exemption in subsection (E). If the Agencies were to read 
Section l3(f) as applying to all investments permitted in Section 13 (d), it would render the 
specific language ill subsection (G) unnecessary and is not a proper reading of the statute. We 
believe Congress did not intend to sweep SBrC, public welfare investments and funds comprised 
of public welfare investments into the definjtions of "private equity flmd" or "hedge fund" and 
subject them to the Super 23A provisions. 

The Agencies recognized the need for banking entities as sponsors of SBrCs and Tax Credi t 
Funds by permitting banking entities to continue sponsoring funds comprised of these permjtted 
investments in Section 13(a)(I) of the proposed rule9 We believe that a banking entity should 
be permitted to engage in covered transactions lO with investments that are permitted under 
Section _ .13(a) of the proposed rule for many of the same reasons as those used to support why 
banking entities may sponsor Tax Credit Investments. Guaranteeing a portion of the obligations 
of a fund, as described in more detai l below, is an integral prut of sponsorship of the fund and 
inextricably linked with the sponsoring bank's managing member or general partner interest. 

Under Section 23A as implemented by Regu lation W, the LLCs or partnerships created by 
USBCDC for syndication of Tax Credi t Investments are not "affi li ates" of USBCDC or U.S. 
Bank, but rather they are subsidiaries of the bank. U.S. Bank's guaranty of these subsidjru·y Tax 
Credit Funds are therefore not covered transactions. Preserving the ability of national banks to 
provide guaranties to its sponsored Tax Credit Funds does not expose banks to the risks the 
Volcker Rule was intended to prevent. National banks' public welfare investments are already 
subject to strict capital limits under the acc's Part 24 rules and each investment is subject to 
notice or prior approval requirements and acc examination. Allowing national brul.ks to 

• BHeA, Scction 13(1). 
'Footnote 292 of U,e preamble to Ihe proposed rule. 
I. Accord ing to the Federal Reserve Act, Section 23A(b)(7), "covered Iransactions" include the following: extension 
of credit (loans); purchase or investment in securities; purchase of assets; acceptance of securities as collateral 
security; issuance of a guarantee, acceptance, 0 1' letter of credit. 

6 

usbank.com 



[!Dbank. 
OCC, Federal Reserve, FDIC, SEC and CFTC 
February 10, 20]2 

continue sponsoring and guaranteeing these types of highly regulated investments will in no way 
pose a tlU'eat to the financial stability of the United States. 

Section _ .16(a)(2) as currently drafted contains an exception that allows a bank ing entity to 
acquire or retain any interest in a covered fund in accordance with the proposed rule. The 
Agencies provided the exceptions in this section for activities which Congress concluded should 
not, as a matter of policy, be included with tl1e Volcker Rule's prohibitions assuming certain risk 
and safety and soundness requirements were met. In the discussion in the preamble to tbe 
proposed rule, the Agencies state that: "There is no evidence that Congress intended section 
13(£)(1) of tlle BHC Act to override the otl1er provisions of section 13 with regard to the 
acquisition or retention of ownership interests specifically permitted by the section." We 
propose that the language be clarified to pennit a banking entity to enter into transactions with 
covered funds permitted under Section _.13(a). Please see the sample regulatory .language 
included for your consideration on page 10 below. 

Question 279: What would the effect of the proposed rule be on a banking entity's ability to 
sponsor and syndicate fill7ds supported by public welfare investments or low income housing tax 
credits which are utilized to assist banks and other insured depository institutions with meeting 
their Community Reinvestment Act ("CRA ") obligations? 

The proposed rule currently permits banking entities to continue sponsoring and investing in 
public welfare investments. We commend tl1e Agencies for recogniz ing the benefits of bank
sponsored Tax Credit Funds and addressing tlus in the proposed rule. As the proposed rule 
stands, banking entities may continue to satisfy the investment test for the purpose of their 
community reinvestment goals tlu'ougb Tax Credit Funds sponsored by other banking entities. 
Permitting this activity enables smaller banks to take advantage of a larger bank's abi lity to 
efficiently underwrite, select and package the investments into a [undo Larger banks generall y 
have larger community reinvestment goals and have therefore become more efficient because of 
economies of scale. Over time, many of the larger banking entities have sold these investments 
to other banks that do not have the san1e resources available for the underwriting and selection 
process. Tlus has permitted a number of smaller banks to efficiently satisfy their community 
reinvestment goals and to provide meaningful benefits to the COml11uluties they serve. 

Question 316: What types of transactions or relationships that currently exist between banking 
entities and a coveredfill1d (or another coveredfill1d in which such coveredfllnd makes a 
controlling investment) would be prohibited under the proposed rule? What \IIould be the effect 
of Ihe proposed rule on banking enlities' ability 10 continue to meel the needs and demands of 
their clients? Are there other transactions between a banking entity and such coveredfill7ds that 
are not already covered but that should be prohibited or/il11ited under the proposed rille? 

Conunon transactions tbat occur between Tax Credit Funds and their sponsors include loans, 
letters of credit and guarantees which are "covered transactions." Under tbe proposed rule, 
arguably, banking entities will no longer be able to engage in these transactions with the Tax 
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Credit Funds tbey sponsor. We believe that it is important to preserve a banking entity's ability 
to enter into these types oftransactions with Tax Credit Funds. 

Banking entities have historically provided and continue to provide guarantees to Tax Credit 
Funds. Sponsors of Tax Credit Investments often provide secondary or wrap guarantees that 
minimize ri sk of Joss to investors in the event that developers, general partners and managing 
members of the Operating Partnerships fail to perform and then default on their guarantee 
obligations. Sponsor guarantees provide a level of additional aSSW'aJlce that guaranteed Tax 
Credit Funds will achieve a minil11tun yield over the scheduled investment horizon. These 
contractual obligations generally cover a period of five to fifteen years and are analogous to a 
letter of credit. A banking enti ty guarantor underwrites the activity and essentially issues a "letter 
of credit" that guarantees the Tax Credit Fund access to funds in the event that a developer fa ils 
to meet its underlying obligations. Some investors require a guarantee on the Tax Credit Fund in 
order to receive more favorable accounting treatment. Under generally accepted accounting 
principles, the guarantee must be provided by a creditworthy entity. 

Smaller banks often benefit as they seek guaJ'antees in conjunction with their Tax Credit 
Investments. These banks generally lack sufficient understanding of the Tax Credit Programs 
and rely on companies such as U.S. Bank to efficiently wlderwrite, select and package the 
investments into a fund. Tbey also may purchase a guarantee to reduce the likelihood that they 
would not receive all of the expected benefits. These commwuty banks often obtain the 
gll8rantees from banks that have a fam iliarity with CRA requirements. Recently, the Federal 
Home Loan Bank has promoted public welfare investnlents to smaJl- and mediUlll-sized banks as 
a means of satisfying CRA requirements. I I 

We believe it is equaJly important to permit banking entities to continue guaraJlteeing Tax Credit 
Investments as it is to pelmit them to sponsor Tax Credit Investments. GUaJ'sntees of Tax Credit 
Investnlents often times pose less risk to a banking entity, as a guarantor, than mald ng direct 
investments, as an investor, because guaranteed traJlsactions have a built-in protection between 
the aJlticipated and guaranteed performance of the assets. The anticipated performance or 
"expected yield" is equal to management's expectations when tbe investment is originaUy made. 
The guaranteed perfOl'lllaJlce is typica lly lower tll811 wbat management expects and represents a 
"minimum yield". As such, the guarantor only absorbs a loss when the asset performs under the 
minimum yield. If the asset perforills worse than expected but better than what is gUaJ'anteed, the 
guarantor incurs no loss. However, when directly investing, a banking entity absorbs a loss 
when the asset does not perform as anticipated. Given iliat investing in Tax Credit Investments 
was acceptable to Congress when they passed the Act, one can reasonably conclude that the 
associated guaraJltees of Tax Credit Investments are also acceptable. 

I I tn 2009, bolh Allanta and Boston Federal Home Loan Banks provided workshops in surrounding states that 
focu sed on bOliJ L1HTC and NMTC invesonents as a means of increasing CRA investments. 
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Tax Credit Fund guarantees are inextricably intertwined with the sponsors' general partner or 
managing member interest. This relationship fosters the safety and soundness that the Volcker 
Rule was designed to promote. Sponsors of Tax Credit Funds, as general pBltners or managing 
members, are able to control and manage the Tax Credit Fund which minimizes the risks 
associated with the guarantee. Guarantors have the ability to use risk minimizing measures when 
they are an affiliate of the sponsor, If the proposed rule stands, banking entities will sell their 
general partner or managing member interest and lose the ability to manage or control the fwlds 
which they have guaranteed. 

Guarantees also help banks raise capital by providing a more diverse product line that appeals to 
a wider pool of investors. It is impOltant to understand that the ability for banking entities to 
guarantee their tax credit funds provides more capital for the communities and families of low
to moderate-income that the Tax Credit Programs benefit. The guaranteed Tax Credit 
Investment market is significant. During the last foUl' years, U.S. Bank has sponsored $ 1.9 
billion of new guaranteed Tax Credit Invcstments. We believe that this additional infusion of 
private equity into communities of low- to moderate-income promotes the financial stabi lity of 
the United States and does not represent a risk to Ule safety and soundness of banking elltities. 

The Act was passed, in part, to enhance Ule safety and soundness of banking entities by limiting 
activities that could cause undue risks or losses. The need for a guarantee is often perceived by 
some as an indicator of higher risk. However, Ule Tax Credit ProgT8l11s have a tremendous track 
record of success. For instance, an Ernst & Young study estimated that morc tban $75 billion had 
been invested in LTHTC transactions between 1987 and 2008. Since the inception of Ule LlHTC 
program, more tban 99% of the investments have been successful in terms of compliBllce with 
Section 42 of the Internal Revenue Code and with debt service payment requirements. Both 
Novogradac & Company LLP and Reznick Group have recently completed studies which 
analyzed the performance of housing tax credit propelties. Both shldies indicate that thc rate of 
foreclosure in housing tax credit properties is much lower than the rate of foreclosure in other 
real estate investments. 12 The NMTC and HTC programs have performed similarly since the 
programs' inceptions. The Department of Trcasury's 2008 estimated data line COlmts for 
corporate tax returns reflected a HTC recapture rate of less thBl1 0.05%. According to the same 
data, no instance of recapture had occurred in the NMTC program. Based on historical 
information and analysis, banking entitie~ are not exposing themselves to high risk transactions 
when guaranteeing a Tax Credit Fund. A more thorough discllssion of Tax Credit Investments is 
included in Attachment 2. 

Tax Credit Investments do Ilot result in a material conflict of interest, expose banking entities to 
high-risk assets or pose a UU'eat to the safety and soundness of the banking entity or the [mancial 

12 Low-Income Housing Tax Credit: Assessment of Program Performance & Comparison to Other Federal 
Affordable Rental Housing Subsidies, Novogradac & Company LLP, May 20 II. 
The Low-Income HOllsing Tax Credit Program at Year 25; A Current Look at Its Performance, Reznick Group, 
August 20 II. 
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stabili ty of the United States. We believe that, given the stabili ty and success of the Tax Credit 
Programs, the agencies should consider providing an exemption for covered funds comprised of 
Tax Credit Investments such that banking entities can continue to guarantee the pelformance of 
Tax Credit Funds. The FSOC Study states that " ... it will be impOltant fo r Agencies to carefully 
weigh all characteristics of permitted and prohibited activities as they design the Volcker Rule 
implementation framework.''! ) Given the exceptions provided for Tax Credit Investments by 
Congress, it is logical that no other rest.rictions were intended for these inv.estmellts; therefore, 
we request that the Agencies consider an exception that permits banking entities to guarantee 
Tax Credit FtlOds. 

3. Sample Regu\atOly Language 

We urge the Agencies to fo llow the recommendations of SIFMA and other trade associations 
with whom we have joined on comment letters to exclude from tbe definition of "covered flmd" 
issuers that do not have characteristics of a hedge nmd or private equity fund and tbat were 
clearly not intended to be swept into the prohibitions of the Volcker Rule, including the Tax 
Credit Funds as discussed above. This would resolve the specific issue we have noted above 
regarding guaranteed Tax Credit Funds, bnt would also eliminate other potential conn lsion and 
burdens created by the overly broad definition. 14 

If the Agencies choose not to modify the definition of "covered fund," we propose adding the 
fo llowing clarifying language: 

Insert a new subparagraph (iii) wlder §_ .16(a)(2): 

"(iii) Enter into any transaction with or for the benefit of a covered fund permitted under 
§_.13(a), subject to the limitations set forth in sections 23 A and 23B of the Federal 
Reserve Act (12 U.S.C. 371c and c-I)." 

* • • * • * 

We believe that the suggested regulatory language included in tbis letter is consistent with the 
intent of the Volcker Rule based in part on the di scussion included jn thc FSOC Study. FSOC 
clearly identiiied the purpose of prohibiting ban.king entiti es from sponsoring private equity 
funds and realized that Congress may not have intended to capture certain private equity funds 
that are technically withi.n the scope of the Volcker Rule. FSOC states: 

" Study & Recommendalion on Prohibiting Proprietary Trading & Celt ain Relationshi ps wi lh Hedge Funds & 
Private Equity Funds, Financial Stability Oversight Council , pages 1-2. 
14 For example, U.S. Bank's investment in Tax Credit Funds exceeds $ 1 billion: if lhese investments remain within 
the definiti on of"covel'ed fund", the bank would be subject 10 the addit iona l compliance standards as required by 
§_ .20(c)(2)(ii). We respectfully requesl lhat the Agencies clarify Ihese requirements in the event it docs not modify 
the definition of "covered fund." 
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"the purpose of [tbe prohibition of sponsoring privatc equity funds] is to: 
(1) ensure that banking entities do not invest in or sponsor such funds as a way to 

circumvent tbe Volcker Rule's restrictions on proprietary trading; 
(2) confine the private fund activities of banking entities to customer-related 

services; and 
(3) eliminate incentives and opportunities for banking entities to "bail out" funds 

that they sponsor, advise, or where tbey have a significant investment.,,15 

First, the activity conducted by the Tax Credit Funds in no way represents proprietary trading. 
Proprietary trading is essentially tbc buying of certain investments with the intent to hold them 
for a short term and then sell them for a profit. Tax Credit Funds make investments with the 
intent to hold them for a period ranging fro m over five to over fifteen years. The investors 
typically purchasc the tax credits for their own use and hold the investments over the period that 
the tax credits are generated and received. As discussed in Attachment 2, investors havc 
historically suffered an extremely low loss rate on these investments. 

Next, banking entities sponsor Tax Credit Funds to serve the needs of their investing customers 
and devcloper clients. Tax Credit Funds are created and generally designed to sell substantially 
all of the ownership interest to investors. Many investors do not have the knowledge, expericnce 
or resources to underwrite investments in Tax Credit Funds. Similarly, the vast majority of 
developers do not have the knowledge, experience or resources to sell Tax Credit Investments 
directly to investors. Investors without tbese ski ll s invest in private equity funds and exercise 
their rights to delegate the underwriting responsibilitics to third parties, such as banking entities 
that are more proficient in such evaluations. Developers without these skills look to sponsors to 
access the Tax Credit Investment market on their behalf. 

Last, banking entities, as sponsors of the Tax Credit Funds, are not exposed to significant risks or 
obligations to "bailout" Tax Credit Funds that they have sponsored. The guarantees provided by 
sponsors of Tax Credit Funds should 110t be interpreted as opportunities for banking entities to 
"hail out" funds t11at they sponsor. Rather, the guarantees should be interpreted as a permitted 
activity because Congress has permitted investments designed to primarily promote the public 
welfare and the risks associated with these guarantees are less than the risks lllCUI1'cd when 
making the permitted direct investments. FlllthcnTIore, sponsor guarantees are back-stop 
guarantees, where developers, general pattners and managing members of Operating 
Partnerships are in the first loss position if the investments they develop and manage fa il to 
deliver the anticipated minimum level of investor benefits. 

" Study & Recommendation on Prohibiting Proprieta.y Trading & Certain Relationships with Hedge funds & 
Private Equity Funds, Financial Stab il ity Oversight Council, pages 3-4. 

II 
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OCC, Federal Reserve, FDIC, SEC and CFTC 
February 10,2012 

Thank yo'u for your time and consideration of these comments. If you have any questions or 
would like to discuss these comments further, please contact me or Karen Canon, Associate 
General Counsel (612-303-7808). 

U.S. BANCORP COMMUNITY 
DEVELOPMENT CORPORATION 

Attaclunents 

usbank.com 
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ATTAC.EIMENT 2 
Expanded Overview ofLIHTC, NMTC, and HTC Programs 

LIHTC Program 

The federal government initiated the LIHTC program in 1986 which subsidized equity investment in 
affordable housing tJU'ough federal tax credits. Investors invest equity in affordable residential rental 

projects in exchange for tax credits and other tax benefits. By pricing the tax credit and otJler tax 
benefits stream on a present value to CUl1'ent market yields, equity investors receive a market-rate 
return on their investment. The LIHTC program has a remarkable track record of success . The 

LIHTC program has been successful because investors have developed a high degree of confidence 
that tJley will receive the tax benefits promised. A recent Ernst & Young study estimated that more 
than $75 billion had been invested in LlHTC transactions between 1987 and 2008. Since the 
inception of tltis program, more than 99% of the investments have been successful in telms of 
compliauce with Section 42 of the Internal Revenue Code ("IRC") and with debt service payment 

requirements. 

Affordable housing developments lease rental units to low-income individuals at below-market rental 

rates. As a result, these propeliies would general fail to attract private investment without 

government intervention. However, the invested capital reduces the amount of debt reqnired to 
fmance the development and ultimately the needed cash flow to support operations and debt service. 
Thus, the projects are deemed feas ible and fUld stability even though they rent affordable units below 

the market rate. 

Administration of the LU-ITC program is delegated to the states and each state is allocated a certain 
amount of annual tax credit allocation autJlority, which is stipulated in IRC Section 42. The state 
agency, acting lmder federal gu.idelines, is responsible for creating a qualified aUocation plan 

("QAP") that prioritizes the allocation of these credits to serve the greatest honsing needs of the state. 
The QAP provides the basis for which tJle state will allocate the tax credits to qualifying low-income 
projects. A project owner, usually a developer, must apply for an allocation ofLJHTC by pl'Oposing a 

rental development that complies with tJJe gu idelines set out in the QAP. After reviewing all 
applications, the state agency will award the best applicants with an allocation of alUlllal tax credits. 

LIHTC projects are designed to operate neal' break-even. They produce benefits £i'om the awarded 
tax credits and taxable losses from depreciation and interest expense. A limited partnersllip or limited 
liability company is usually created as the owner of tbe project, with the developer acting as the 
general paliner or managing member. The developer will often sell at least a 99% ownership interest 

in the project. The developer is willing to do so in order to create the necessary equity to finance the 
construction of tho development. The developer may also earn various mauagement fees in their 
capacity as the general partner. 

Investors can invest directly in low-income projects, bnt will nonnally iudil'ectly invest in several 

Operating PlIltnerships tlU'ough a syndicator (or sponsor). A synd icator acqu ires and combines an 
interest in multiple low-income projects into a separate pass-through entity (tJle "Tax Credit Fund"). 

usbank.com 
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Expanded Overview ofLIHTC, NMTC, and HTC Programs 

Then, the syndicator will sell at le~st a 99% ownership interest in the Tax Cred it Fund to investors. 
Therefore, the investors receive tho majority of the tax benefits generated from the proj ects and the 
syndicator earns a management/syndication fee. 

NMTC Program 

During 2000, Congress, as part of an overall appropriations bill, passed legislation to create the 
NMTC program to encourage investment in low-income communities. Because the LIHTC program 
has such a remarkable track record of success, Congress built the NMTC program by combining the 
discipline and efficiency of the capital markets (found in the LllnC program) with the community 
development goals of the NMTC program. The NMTC program is a tool that the Clinton 
Admini stration foresaw would help lower-income communities overcome false perceptions of market 
risk and facilitate additional capital going to entities with good investment records. The NMTC 
program has generated roughly $32 billion in private equity investments in businesses of low-income 
communities. NMTC investments are deemed successful iftbere are no events of tax credit recapture 
during a seven year compliance period. As of the date of this letter, no NMTC investment has 
experienced a credit recapture event because of noncompliance. 

The administration of tllO NMTC program is performed by the Community Development F inancial 
Institutions Fund ("CDFI Fund"), and IRC Section 45D permits a limited amount of allocation 
authority. The CDFI Fund, under federal guidelines, is responsible for prioritizing the allocation of 
these credits to serve the greatest low-income development needs of the nation. A Community 
Development Entity must apply to the CDF! Fund for an award of NMTCs. Aftel' reviewing all 
applications, tl,e CDFI FULld will award the best applicants with an allocation of tax credits. Tbe 
CDE then raises capital by seeking Qualified Equity Investments ("QEI") from taxpayers that want to 
receive NMTCs and provides Qualified Low-Income Community Investments ("QLICI") to Qualified 
Active Low-Income Community Businesses ("QALICB"). 

CDEs use their local knowledge and expeltise to invest, by providing equity or below market-rate 
loans, in QALICBs. Generally, a QALICB is a business that operates in a low-income community. 
Typical QALICBs include small technology films, hiller-city shopping centers, manufacturers, retai l 
stores or micro-entrepreneurs. These businesses would generally fai l to attract private investment 
without government intervention. The NMTC program, provided for in Section 45D of the Internal 
Revenue Code, is an indirect subsidy that encourages private sector i.nvestments in low-income 
communities. The NMTCs are earned over a period of7 years. 

Often times, tbe taxpayer mentioned abovo is a Tax Credit Fund comprised of a managing member 
and one or more investors. The Tax Cred it Fund typically uses Investor capital and the proceeds from 
a loan to make QEls. The equity pOltion of the QEI reduces the Tax Credit Fund's weighted average 
cost of capital aud enables it to cbarge below market interest rates on the 10rulS provided to QALICBs. 
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HTCProgram 

Since 1978, when the first federal tax incentives for historic rehabilitation were passed, these 
incentives have rehabilitated more than 31,000 historic pl'Operties, stimulated the private 
rehabilitation of more than $31 billion and, nationwide, restored old, deteriorating buildings to 
commercial viability. The National Park Services ("NPS"), which administcrs the application and 
approval process of the federa l historic tax credit, characterizes the Federal Historic Preservation Tax 
Incentives program as one of the most successful and cost-effective community I'evitalization 
programs. It has been effective in revitalizing distressed areas thl'Ough the fostering of private sector 
investment, creating jobs and renewed commerce to the historic cores of cities and towns, increasing 
property values in these areas, and helped create additional altematives for affordable housing. HTC 
investments are deemed successful if there are no events of tax cred.it recaptlll'e during a five year 
compliance period. Since the inception of til is program, more than 99% of the investments have been 
successful in terms of compliance with Section 47 of the Internal Revenue Code ("IRC") and with 
debt service payment requirements. 

Investors invest equ ity in historic rehabilitation projects in exchru.lge for tax credits and other tax 
benefits . By pricing the tax credit and other tax benefits stream on a present value to current market 
yields, equity investors receive a market-rate return on their investment. HTC investments produce 
benefits from the awarded tax credits and taxable losses from depreciation and interest expense. A 
limited partnership or limited liability company is usually created as the owner of the historic project, 
with the developer acting as tbe general paltner or managing member. The developer will often sell 
at least a 99% ownership interest in the historic project. The developer is willing to do so in order to 
create the necessru.y equity to finance the construction of the development. Tbe developer may also 
earn various management fees in tbeir capacity as the general paltner. 

A project owner, usually a developer, must either obtain a building listed in the national registlyas a 
celtified historic structure or obtrun sucb celtification for the structure before rehabilitating it. Then, 
the developer completes an application for historic tax credits, and it is reviewed by NPS. Upon 
approval, the developer may begin rehabilitating the project. 

Investors can invest directly, or indirectly through a syndicator, in HTC projects. A syndicator 
acquires and combines an interest in multiple tax credit projects into a separate pass-through entity 
(the "Tax Credit Fund"). Then, the syndicator will sell at least a 99% ownership interest in the Tax 
Credit Fund to investors. Therefore, the investors receive the majority of the tax benefits generated 
from the historic projects and the syndicator earns a managemelltlsynd.ication fee. 
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About This Report
Novogradac & Company LLP undertook this study (the “Special Report”) to assist the 
Housing Advisory Group (HAG), a coalition of housing interests dedicated to protecting 
and improving affordable housing programs, in the analysis of the performance of the 
Low-Income Housing Tax Credit (LIHTC) program. This special report compares the per-
formance of the LIHTC program to the performance of other federal government subsi-
dies of affordable rental housing. The scope of the comparison was limited to supply-side 
federal policies. Supply-side policies, as opposed to demand-side policies, increase the 
supply of affordable housing, whereas demand-side policies reduce the cost of rental 
housing for low-income renters. The LIHTC program is the centerpiece of the supply-side 
federal programs.

Novogradac & Company LLP would like to thank HAG, and especially Robert Moss and 
David Gasson of Boston Capital, for supporting this project. We also appreciate the in-
valuable comments of Richard Goldstein, Nixon Peabody LLP; Glenn Graff, Applegate & 
Thorne-Thomsen, P.C.; and Peter Lawrence, Enterprise Community Partners, Inc. The au-
thors particularly thank Ethan Handelman and David Smith at Recap Real Estate Advisors 
for their insights throughout the process of writing this Special Report.

Novogradac & Company LLP and HAG are pleased to make this Special Report available 
to help reinforce not only the maintenance of the LIHTC program, but also its continuation 
as the foremost supply-side affordable rental housing program. This report highlights the 
LIHTC program’s unique strengths and ability to work with other affordable rental housing 
programs, which makes it invaluable in serving low-income renter households. 

Novogradac & Company LLP

Michael J. Novogradac 

May 2011
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Limiting Conditions
Additional information about the engagement which resulted in the creation of this Special 
Report is detailed in the letter agreement (the Agreement) between the Housing Advisory 
Group (HAG) and Novogradac & Company LLP, a national certified public accounting and 
consulting firm. The sufficiency of the procedures performed is solely the responsibility of 
HAG. Consequently, Novogradac & Company LLP makes no representation regarding the 
sufficiency of the procedures either for the purpose for which this Special Report has been 
requested or for any other purpose.

The engagement described in the Agreement did not constitute any form of attestation 
engagement, such as an audit, compilation or review. Novogradac & Company LLP there-
fore did not issue any independent accountants’ reports, findings, or other work product 
including a compilation, review, or audit report connection with this engagement. Because 
the engagement described in the Agreement does not constitute an audit or examination, 
we did not and will not express an independent accountant’s attestation opinion on the 
Special Report. The Special Report is intended solely to provide a general discussion of 
the topics discussed therein. Any federal tax advice that may be contained in the Special 
Report is not intended to constitute a covered opinion pursuant to regulation section 10.35 
of IRS Circular 230 or is it to be used for the purpose of (i) avoiding tax-related penalties 
under Internal Revenue Code or (ii) promoting, marketing, or recommending to another 
party any tax-related matters addressed therein. In exchange for our provision to you of a 
free copy of this Special Report, you agree as a condition precedent to the limitations and 
conditions described in this paragraph. If you do not wish to accept these limitations and 
conditions, please do not use this Special Report.
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eXeCuTIve SummARY

The low-income housing tax credit (LIHTC) is a federal income tax credit that incentivizes 
the development of affordable rental housing for low-income families. 

•  The LIHTC has a successful track record. The LIHTC program has low rates of 
foreclosure and noncompliance with program rules and is maintaining affordable rental 
housing stock over the long-term. The LIHTC’s successful track record can be attributed 
to the involvement of third party for-profit partners, the placement of construction, lease-up 
and occupancy risk on the sponsors and investors instead of the federal government, the 
delivery of LIHTC benefits over time, and state and federal oversight. 

•  The LIHTC program has a more successful track record than other supply side 
affordable rental housing programs . Other supply side federal government programs 
have experienced high default and foreclosure rates.

•  The Section 1602 exchange program is no longer needed. During the Great Re-
cession of the late 2000s, the federal government provided cash grants in lieu of LIHTCs 
with the enactment of Section 1602 from the American Recovery and Reinvestment Act of 
2009. Although these grants helped stalled developments during difficult economic times, 
the program did not include some of the safeguards of the LIHTC program that have made 
the LIHTC program successful. The equity markets have recovered. Thus, the Section 
1602 exchange program is no longer needed.

•  The LIHTC program can be used to enhance other government housing programs. 
Combining the LIHTC program with other affordable rental housing programs strengthens 
those other programs and enables the LIHTC to serve even lower income families and 
seniors and/or provide more services to tenants. 

www.novoco.com/lihtcperformancespecialreport.php
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Low-Income Housing Tax Credit: Assessment of 
Program Performance & Comparison to Other Federal 

Affordable Rental Housing Subsidies 

by novogradac & Company LLP

The low-income housing tax credit (LIHTC) is a federal income tax credit that for nearly 25 
years has been incentivizing the development of affordable rental housing for low-income 
families and seniors.1 This report analyzes the performance of the LIHTC program and 
compares its performance to the performance of other federal government subsidies of 
affordable rental housing.

Government policies designed to help low-income families access affordable rental hous-
ing can be segregated into supply-side and demand-side efforts.2 Supply-side policies 
increase the physical supply of affordable rental housing through production incentives to 
develop new and/or rehabilitate existing rental housing. Demand-side policies reduce the 
cost of rental housing to low-income families through direct tenant-based rental subsidies. 
For nearly 25 years, the LIHTC has been the centerpiece of supply-side solutions to the 
lack of affordable rental housing.3 Tenant-based Section 8 rental vouchers are the fore-
most demand-side effort. Both the LIHTC and Section 8 rental vouchers can be effectively 
combined with numerous other subsidies, including each other,4 to provide affordable 
rental housing to those in need. It is important to note that the LIHTC and tenant-based 
Section 8 rental vouchers are not the sole supply-side and demand-side tools, rather they 
are the centerpieces.

Supply-side efforts are a better hedge on inflation5 and have a more predictable budget-
ary impact than demand-side policies. Supply-side efforts also have an indirect effect 
of lowering market rents through the increase of the overall supply of housing.6 Because 
supply-side efforts are location specific, they can have the positive impact of contribut-

1 For a more in-depth look at the technical aspects of the LIHTC, see Novogradac & Company LLP Low-Income 
Housing Tax Credit Handbook, 2011 and the Appendix.

2 Other ways to classify government policies designed to help low-income families access affordable rental housing 
include:
1. The owner of the rental housing subsidized:

a. government (e.g., housing authorities), 
b. nongovernment entity (e.g., non-profit entities and for-profit private parties), or 
c. government private joint ventures (e.g., housing authority partnership with private entity); and

2. The type of subsidy provided:
a. direct cash benefit (e.g., grant and beneficial loan terms), 
b. tax benefit (e.g., income tax credits and tax-exempt bonds), 
c. nontax regulatory incentive (e.g., density bonus), or 
d. regulatory mandate (e.g., inclusionary housing). 

When the government provides a direct cash grant, it can be in the form of ongoing periodic payments or up front 
acquisition and development cost subsidies.

3 The LIHTC was created by the Tax Reform Act of 1986 (P.L. 99-514). Other supply-side efforts include project-
based Section 8 rental contracts, capital grant programs such as Section 202, and below market interest rate 
loans.

4 The U.S. Government Accountability Office (formerly, the General Accounting Office) has noted that the LIHTC can 
be combined with Section 8 vouchers to serve incomes as low as those in public housing. U.S. General Accounting 
Office, 1993.

5 McClure, Housing Vouchers versus Housing Production: Assessing Long-Term Costs, 1998.
6 Apgar, 1990.
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ing to the redevelopment of a particular area.7 Supply-side efforts have significant local 
economic impact through job creation, income generation and increase in tax revenue.8

Demand-side efforts can have an indirect effect of increasing market rents through subsi-
dizing the demand for housing without increasing the supply of housing.9

Both supply-side and demand-side policies are needed to contend with the lack of afford-
able rental housing in the United States. In 2009, there were 17.9 million affordable rental 
housing units for 18 million low-income renter households. Of these 17.9 million units, only 
11.9 million were available to rent.10,11 This shortage was exacerbated by an increase in the 
number of renter households; between 2005 and 2009, the number of renter households 
rose by more than 2.5 million.12 Moreover, during the same time period, 25.3 percent of 
movers consolidated households or “doubled up.”13

This paper is segregated into six sections. First, the track record of the LIHTC is reviewed. 
Second, there is a discussion of the major reasons for the observed successful track 
record of the LIHTC program. Third, the track records of other supply-side government 
programs are analyzed. Fourth, there is a discussion of the role of the Tax Credit Exchange 
Program (exchange program) from Section 1602 of the American Recovery and Reinvest-
ment Act of 2009 (Recovery Act). Fifth, the LIHTC program’s efficiency is compared to 
the estimated efficiency of the exchange program, and sixth, the efficiency of the LIHTC 
program at reduced tax credit equity prices is compared to the exchange program.

This paper also has an appendix that provides background on the LIHTC. 

I . LIHTC Track Record

The LIHTC has been the centerpiece of supply-side rental solutions for nearly 25 years. 
There are many ways to assess the track record of LIHTC-supported rental housing. The 
following items are important means to analyzing whether the program is achieving its 
intended results of providing affordable rental housing to low-income families and seniors:

1. Foreclosure rate

2. Compliance history

3. Credit allocating agency review experience

4. Year 15 opt-outs

5. Investor portfolio analysis

Foreclosure Rate
The rate of foreclosure is one way to assess the LIHTC program. Although the existence 
of the LIHTC as part of the financing structure lowers the amount of debt required to de-

7 A. E. Schwartz, et al, 2006.
8 Housing Policy Department, 2010.
9 Deng, 2005.
10 Joint Center for Housing Studies of Harvard University, 2011.
11 Available units are vacant or rented by households with incomes no higher than 50 percent of HUD-adjusted area 

median family income.
12 Joint Center for Housing Studies of Harvard University, 2010.
13 Collinson and Winter, 2010.
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velop this housing, mortgage debt is still a portion of the financing in almost all cases and 
failure to pay that debt indicates a serious financial problem that can lead to foreclosure. 
Low foreclosure rates mean the program is subsidizing affordable rental housing and the 
housing is not being lost to foreclosure. As such, the rental housing remains available to 
low-income renters for longer periods of time. The LIHTC program has experienced a 
significantly low foreclosure rate relative to other real estate asset classes. In a survey of 
15,174 properties, respondents indicated that only 129 of the properties had been fore-
closed between 1991 and 2006, which translates to a 0.85 percent total foreclosure rate 
or 0.08 percent on an annualized basis. By comparison, the annualized foreclosure rate 
for non-LIHTC apartment properties was 0.27 percent.14 These figures suggest that the 
foreclosure rate for LIHTC properties is approximately three-tenths of that for non-LIHTC 
apartment properties. In addition, as we will discuss later, other government supply-side 
affordable rental housing subsidy programs that are designed differently than the LIHTC 
program experience a considerably higher rate of foreclosure.

Compliance History
Tax credit recapture generally occurs in the LIHTC program when units are rented to 
over-income tenants or to tenants at rents above the rent-restricted rates. Recapture also 
occurs if the property does not remain a low-income housing property (due to foreclosure, 
damage, or other reasons). Therefore, tax credit recapture is a measure of compliance 
with the LIHTC program and indicates whether the program is providing affordable rental 
housing to low-income families.

Although there are not many statistics publicly available on LIHTC recapture, it appears 
that the LIHTC program has experienced extremely low levels of tax credit recapture dur-
ing its history, and the Internal Revenue Service (IRS) has generally found very good com-
pliance by LIHTC properties with the program requirements.15 

Credit Allocating Agency Review experience
Another measure of adherence with the program is the number of compliance issues that 
credit allocating agencies have with the properties in their jurisdiction. Each credit allocat-
ing agency is responsible for allocating their area’s pro rata share of LIHTC on an annual 
basis and is able to set preferences for affordable rental housing development by empha-
sizing or de-emphasizing certain items in its qualified allocation plan (QAP). Similar to the 
tax credit recapture history of the program, credit allocating agencies have also reported a 
strong record of LIHTC properties’ compliance with credit allocating agency requirements. 
A poll of a sample of credit allocating agencies revealed that only a small percentage of 
properties received noncompliance notifications. For example, on a yearly basis, only ap-
proximately 5 percent of the active properties in California receive an IRS Form 8823.16 
Furthermore, while IRS Form 8823s are issued each year, the most common reasons are 
relatively minor infractions such as missing income verifications and minor maintenance 

14 Ernst & Young LLP, 2010.
15 Robinson, 2010.
16 IRS Form 8823 “Low-Income Housing Credit Agencies Report of Noncompliance or Building Disposition” is the 

form that credit allocating agencies are required to complete to fulfill their responsibility to notify the IRS of noncom-
pliance by properties with the LIHTC provisions of Section 42 of the Internal Revenue Code.
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or physical condition violations. The relatively small number of IRS Form 8823s issued in a 
year and the fact that the most common issues tend to be minor indicates a track record 
of compliance with the LIHTC program.

Year 15 Opt-Outs
It is also important to look at the period of time that properties remain income restricted 
to understand the amount of time that the government receives a benefit from the tax 
credit. Under federal rules for the LIHTC program, property owners can “opt out” of the 
program after 15 years.17 However, credit allocating agencies can, and many do,18 require 
that property owners waive this option in order to receive an allocation of LIHTCs. Thus, a 
majority of LIHTC affordable rental housing stock is preserved for 30 years or longer.

If after year 14 a property owner wants to sell the property and the owner has not previ-
ously waived the right to opt out, then the owner has the ability to request that the credit al-
locating agency assist in finding a buyer of the property at the “qualified contract” price.19 
If the credit allocating agency cannot locate a buyer for the property after one year, any 
extended affordability restrictions on the property expire.20 Typically, the qualified contract 
price is equal to the outstanding debt secured by the property, plus capital invested ad-
justed by a cost-of-living factor,21 reduced by distributions or funds available for distribu-
tion.22 

After the statutorily mandated 15-year compliance period of the LIHTC program, LIHTC 
investors often prefer to exit the transaction expeditiously to “close the books” on their 
investment. After the exit of the LIHTC investor, owners have several different options for 
their properties. In many cases the property will require some amount of rehabilitation work 
or repair after 15 years. For those properties for which a qualified contract option exit is 
available,23 the property owner may attempt to convert the property to market-rate rents to 
generate increased cash flow. However, one study showed that only 5 percent of proper-
ties reaching year 15 opted out and converted to market-rate housing. Instead, 42 percent 
of properties were resyndicated with tax credits to rehabilitate the property, 15 percent 
were maintained as affordable rental housing and refinanced without tax credits, and the 
remaining 38 percent pursued other disposition options.24 Although the study did not dis-
cuss the reasons for the low percentage of properties opting out, likely reasons include the 
affordability restrictions placed upon many properties either by the Internal Revenue Code 
(IRC) (15 year additional restriction) or a longer restriction designated at the state level. 
Additionally, certain transaction participants such as cities or municipalities may impose 

17 Prior to Public Law No: 101-239, LIHTC properties were required to be in compliance with IRC §42 for 15 years. 
On 12/19/1989, Public Law No: 101-239 created IRC §42(h)(6), which requires properties to commit to at least 15 
additional years of compliance, but also provided for exceptions including the ability to “opt out,” as discussed in 
the next paragraph.

18 The U.S. Government Accountability Office reviewed 20 credit allocating agencies and found that most allocation 
plans gave preference to applications that commit to compliance periods longer than 30 years and/or waive the 
right to “opt out.” U.S. General Accounting Office, 1997.

19 IRC §42(h)(6)(I).
20 IRC §42(h)(6)(E)(i)(II).
21 The cost-of-living factor is based on changes in the Consumer Price Index. IRC §42(h)(6)(G)(i)(II), referencing §1(f)

(3). 
22 IRC §42(h)(6)(F).
23 Including those 1987-1989 properties for which a qualified contract is not required to convert to market rents.
24 Ernst & Young LLP, 2010.
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longer-term affordability restrictions on a property in exchange for low-interest financing. In 
addition, not-for-profit organizations that are general partners in an LIHTC operating part-
nership generally tend not to opt out in furtherance of their mission to provide affordable 
rental housing. These factors are some of the elements that influence an owner’s decision 
about whether to keep properties as affordable rental housing at the end of the 15-year 
compliance period.

The low opt-out rate indicates that the LIHTC program is subsidizing affordable rental 
properties that remain as affordable rental housing for extended periods of time.

Investor Portfolio Analysis
An LIHTC investor’s ability to receive tax credits depends on a property’s successful oper-
ation for 15 years. As such, prior to investing, investors take actions to mitigate risk. These 
actions include ensuring the development team has adequate resources to build and op-
erate the property, as well as requiring development and operating guarantees. Investors 
also negotiate the right to step in and manage the property if the property’s sponsor/
general partner is unable to meet commitments or commits some type of malfeasance. 

Given the high cost to an LIHTC investor of a property failing to continue to operate as af-
fordable rental housing for 15 years (i.e., tax credit recapture), the LIHTC investor typically 
takes all measures necessary to continue to operate a property as affordable rental hous-
ing and avoid foreclosure. These measures include, if necessary, removing the sponsor/
general partner and either replacing them or managing the property themselves. As such, 
the cost of LIHTC investments to tax credit investors should be viewed not only in terms of 
the amount of dollars directly invested in LIHTC properties or investment funds, but also 
in terms of the asset management resources the investor commits to managing its LIHTC 
portfolio to mitigate and avoid any potential operational issues.

These risk mitigating features have helped the LIHTC program evolve into a predictable 
investment for its investors. The evolution of the predictability of the program is well-illus-
trated by the yield variance for its investors, or, in other words, the difference between the 
projected yield and actual yield of an LIHTC investment. As of 2006, the program’s pre-
dictability had evolved to the point of approximately 0.0 percent median yield variance.25 
The fact that the LIHTC program has demonstrated predictable returns points to the matu-
ration of the industry. Investors and developers have become more sophisticated and 
have streamlined their processes. In turn, this predictability has led to more competition 
and thus, higher credit prices. From a public policy standpoint, this is positive because it 
means investors, instead of the government, are funding more of a property’s costs and 
bearing more of the performance risks. As discussed later in the report, other housing 
programs have demonstrated less consistent track records because of issues inherent 
to those programs; most notably, a lack of continued property monitoring and the upfront 
funding of the applicable public subsidy.

25 Ernst & Young LLP, 2010.
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Conclusion
In summary, the LIHTC program has a demonstrated track record of low foreclosure rates 
(both on an absolute basis and a relative basis to other classes of real estate), high compli-
ance rates, and a stable investment track record for its investors. The above analysis indi-
cates that the LIHTC has a track record of successfully providing affordable rental housing 
over extended periods of time.

II . Reasons for Successful Track Record of LIHTC

There are several components that contribute to the successful track record of the LIHTC:  

1. Large dollar investments from third-party investors (non-federal sources) 

2. Screening of properties before development by third-party investors

3. Economies of scale and uniform practices 

4. Construction and/or reconstruction risk and lease-up risk borne by investors 
and developers

5. Tax credits received for performance over time 

6. State level allocation, customization and oversight 

7. Regulatory guidance from the IRS and enforcement by IRS auditors

Large-dollar Investments from Third-Party Investors (non-Federal Sources)
A recent Ernst & Young study estimated that more than $75 billion had been invested 
in LIHTC transactions between 1987 and 2008. The vast majority of properties receive 
well in excess of $1 million in tax credit equity. The study also found that the industry has 
moved from an investor pool composed of individuals to a pool of more sophisticated 
institutional investors.26 Because LIHTC transactions involve significant dollar investments 
and the investors are generally sophisticated institutional investors, LIHTC transactions 
have more oversight than other supply-side affordable rental housing efforts. Because of 
the significant amount of investment capital, investors constantly monitor their LIHTC as-
sets. Moreover, investors generally require additional testing and auditing beyond what is 
required by the LIHTC program or the credit allocating agency. Adding another party to 
the transaction helps add experience, different perspectives and different motives to help 
assure a property’s success.

Screening of Properties before development by Third-Party Investors
The financial health of an LIHTC property is very important to the investor. If an LIHTC 
property is lost to foreclosure, the investor could face the recapture of its LIHTCs and the 
loss of its other benefits. Thus, investors will generally step in to save a troubled property 
before it is lost to foreclosure. This also causes investors to spend significant time under-
writing and screening properties for quality and sustainability before investing in an LIHTC 
transaction. 

26 Ernst & Young LLP, 2009.
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Although credit allocating agencies carefully screen properties, third-party investors also 
spend considerable time reviewing and assessing the financing, market forecasts, and 
forecasted operating cash flows of the LIHTC properties in which they are investing. This 
review by third-party investors often results in a more durable financial structure, such 
as funding of additional cash reserves. By bringing in an experienced profit-motivated 
investor, the LIHTC transaction is strengthened by the investor’s expertise. This additional 
screening is important in maintaining a low foreclosure rate for the LIHTC program. 

economies of Scale and uniform Practices
There are countless third-party investors that have invested in LIHTC properties since the 
inception of the program. While some of these investors make direct investments in LIHTC 
properties, many rely on third-party syndicators to pool properties together into invest-
ment funds. Third-party syndicators market LIHTC properties to tax credit investors and 
ultimately place them into investment funds. The number of LIHTC properties in an invest-
ment fund can range from as few as one property to as many as several hundred proper-
ties, thus accommodating varying investment appetites of tax credit investors. By investing 
in affordable rental housing via an investment fund, a tax credit investor has the flexibility to 
diversify or concentrate its investment to varying types of properties. For example, certain 
investment funds have been created that invest solely in LIHTC properties in a single state; 
other investment funds specifically invest in geographically diverse properties nationwide. 
Investment funds also focus on specific financing aspects of LIHTC properties; an invest-
ment fund might invest solely in properties with U.S. Department of Agriculture (USDA) 
Section 515 financing or U.S. Department of Housing and Urban Development (HUD) 
project-based Section 8 vouchers.

The use of investment funds as ownership vehicles has allowed investors with dedicated 
LIHTC investment and compliance departments, as well as those who simply invest along-
side other more knowledgeable investors through syndicators, to generate economies 
of scale and investment diversification. Because of the sizable capital invested by tax 
credit investors in LIHTC funds, many uniform practices have developed regarding how to 
underwrite LIHTC investments, value the associated financial benefits, and manage the 
ongoing compliance. Proof of this trend can be seen in the existence of the Affordable 
Housing Investors Council (AHIC). AHIC is a not-for-profit organization formed by afford-
able housing investors for the specific purpose of developing industry standards, sharing 
information on specific issues relevant to the LIHTC program and affordable rental hous-
ing, and educating members on all aspects of the LIHTC program, including investment 
underwriting guidelines, and recommended asset and portfolio management strategies 
for existing investments. 

Through the proliferation of common underwriting and reporting guidelines, such as those 
used by AHIC members, LIHTC properties are held to much more consistent standards 
both before and after completion than they might be otherwise. Proposed developments 
with certain flaws that might otherwise qualify for other types of federal financing are gen-
erally restructured at the behest of LIHTC investors to address the nature and inherent 
risk of those flaws. For those properties that are funded, this results in a higher long-term 
success rate and more predictable investment yields for LIHTC investors. As mentioned 
earlier, a 2010 Ernst & Young study highlighted that the expected yield variance for prop-
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erties that closed between 2005 and 2006 was approximately zero.27 This suggests that 
common underwriting standards, among other factors, have helped make LIHTC proper-
ties predictable for investors, and thus, a key part of their total investment portfolios.

Construction and/or Reconstruction Risk and Lease-up Risk borne by 
Investors and developers
During the life of a property, the riskiest period from a financial standpoint is the con-
struction or rehabilitation phase. One important dynamic of the LIHTC program is that 
the federal government is not subject to construction and lease-up risk because LIHTCs 
are not earned until a development is completed, placed in service and leased up with 
qualified tenants. Major construction risk is borne by the developer, and to a somewhat 
lesser extent, the LIHTC investor, the construction lender and/or the letter of credit pro-
vider when applicable. On a typical LIHTC property, a developer is generally required 
by its tax credit equity investor to guarantee completion of construction or rehabilitation 
of the housing property. The developer generally is liable for completion of the property 
and any associated cost overruns. This typically heightens the developer’s motivation to 
oversee the contractor during the construction process. With some exceptions, an LIHTC 
property’s funding sources are usually fixed. A permanent lender will only lend up to an 
appropriate amount of debt that is supported by the property’s forecasted net operating 
income based on a requisite debt service coverage ratio. Tax credit equity investors stage 
their capital contributions based on various benchmarks and are protected from having 
to increase their total capital contributions by LIHTC adjuster provisions in the partner-
ship agreement. Such provisions state that the investor’s capital contribution may be de-
creased if the amount of LIHTCs generated is less than previously forecasted when the 
transaction closed. These LIHTC adjuster provisions are typically backed by guarantees 
from the developer/sponsor.

If a property has funding issues, the federal government is protected against significant 
variability in the amount of tax credits it has committed in its budget. For 9 percent LIHTC 
transactions,28 the amount of LIHTCs generated cannot exceed the reserved amount of 
credits, so the federal government is protected against having to provide additional credits 
for the same amount of affordable rental housing generated. For 4 percent LIHTC transac-
tions, the amount of LIHTCs generated by the property can be higher than the reserved 
amount of credits to the extent of additional eligible basis, depending on the procedures 
of the particular state allocation agency. However, the credit allocating agencies have a 
statutory obligation to ensure that the property does not receive more LIHTCs than are 
needed for financial feasibility. As such, the credit allocating agency has the ability and 
obligation to ensure that only the LIHTCs needed to make a property viable are granted. 
For instance, many credit allocating agencies have limits on the amount of construction 
costs that can be included in tax credit eligible basis. 

Under the LIHTC program, the federal government is protected against the prospect of 
having financed the construction of affordable rental housing units that are never rented to 
low-income tenants. In the initial lease-up period, LIHTCs are calculated based on the ap-

27 Ernst & Young LLP, 2010.
28 See Appendix for an introduction to 9 percent and 4 percent LIHTCs.
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plicable percentage of the qualified basis of a qualified low-income building.29 In addition, 
an LIHTC building must reach its agreed-upon low-income housing occupancy percent-
age by the end of the first year of the credit period or the property will not receive the full 
amount of allocated LIHTCs. If a building has an increase in qualified basis after the first 
year of the credit period, the applicable percentage for the increased qualified basis is 
two-thirds of the otherwise applicable percentage. Accordingly, for an LIHTC property to 
claim the maximum available amount of LIHTCs, the low-income portion of the building(s) 
must generally be 100 percent leased as of the close of the first year of the tax credit peri-
od. This requirement strongly incentivizes LIHTC property owners to ensure that the prop-
erty is 100 percent leased to qualifying low-income tenants as quickly as possible after it 
is placed in service. This requirement also protects the federal government from providing 
indirect funding (through LIHTCs) for properties that are not fully used by tenants. In addi-
tion, the investor will agree on an adjuster with the developer based on how many LIHTCs 
are delivered in the first year. As such, to the extent that a developer does not meet this 
requirement (because of slow lease up) the developer will often be liable for any tax credit 
shortfall in the initial lease-up year. Thus, this penalty incentivizes the developer to lease 
up the property in a timely manner.

Another key risk to consider is conversion risk. That is, the ability of a real estate transac-
tion during the initial lease-up stage to convert the construction loan into a permanent 
loan. To the extent that a property goes into foreclosure because of the sizing of the per-
manent loan, the federal government does not lose money. This is because the property 
has generated tax credits only for units that have been rented to low-income tenants, and 
only for the time period the units are so rented. Again, the developer, investor, and possibly 
the lender are the players that take on this risk in the LIHTC industry. However, the adjuster 
clauses and the guarantees from the developer generally prevent these properties from 
going into foreclosure.

Tax Credits Received for Performance over Time
Investors do not receive their tax credits unless the housing is suitable for occupancy and 
rented to low-income families at restricted rents during the initial 15-year term. As previous-
ly discussed, the large-dollar investments in LIHTC properties means that private sector 
participants have significant “skin in the game” and thus a vested interest in the ongoing 
operations and compliance of LIHTC properties. The fact that credits are earned over time 
is a large incentive for continued program compliance. To continue to claim credits over 
the credit period, a property must stay in compliance. Furthermore, if a property falls out of 
compliance, it can face tax credit recapture. There are two types of recapture in the LIHTC 
program: full and partial. Full recapture occurs when a property’s occupancy falls below 
its elected income set-aside (40/60 or 20/50)30 for tenant occupancy. In a full recapture, 
all credits stop being generated and there is recapture for previous credits taken. Partial 
recapture generally occurs when any unit that was projected to be rented to a qualifying 
low-income tenant is rented to a non-qualified tenant. In that situation, only a proportional 
amount of the credit is recaptured based on the extent that the units are not rented to LI-
HTC qualified individuals. In addition, the developer often provides a guarantee, through 

29 IRC §42(a).
30 See Appendix for more information on income set-asides.
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adjusters, to deliver tax credits to the investor for the 15-year compliance period. Thus, a 
developer would have to return equity to the investor, which highly incentivizes the devel-
oper to keep the property in compliance with all of the LIHTC rules.

Another dynamic that is helpful in ensuring that recapture is relatively rare is that the inves-
tor is the one who must pay the taxes to the government associated with the recaptured 
tax credit. As mentioned earlier, large publicly traded banks and corporations are the main 
investors in the LIHTC industry. Collecting from these investors is relatively easy. The inves-
tor may then seek reimbursement for the cost of recapture from the developer. However, 
the government is not involved in that process. Collecting from large publicly traded cor-
porations is generally much easier than collecting from small private developers. This is a 
significant difference when compared to an upfront cash grant program.

With such a high price to pay for noncompliance, LIHTC investors have dedicated asset 
management resources to monitor both the operations and LIHTC compliance of their 
LIHTC investments. As discussed previously in this section, organizations such as AHIC 
have developed asset management and portfolio management guidelines that are used 
by many LIHTC investors to monitor their portfolios. Asset management functions include 
site visits, reviewing the certification of tenants, restricting cash reserves for proper use, 
operational oversight, construction oversight, and designing work-out solutions for trou-
bled properties. Because of this property-level oversight and high cognizance of tax credit 
recapture risk, LIHTC investors often identify struggling properties earlier on, allowing in-
creased time to assist the sponsor with operational issues or even support the property 
financially through a temporary economic downturn. In properties with critical issues, the 
LIHTC investor may remove or replace the general partner/developer in an effort to main-
tain compliance and avoid tax credit recapture. In essence, the investor serves as a back-
stop if the developer encounters financial problems while operating the LIHTC property. 
One of the reasons for the low foreclosure rate in the LIHTC industry is that investors can 
prevent a foreclosure from happening by removing the general partner/developer and 
funding the operating deficits themselves. While the intent behind such oversight on the 
part of the LIHTC investor is self-serving in nature, the end results are increased oversight 
of LIHTC properties, lower foreclosure rates and a more stable affordable rental housing 
property for tenants. 

State-Level Allocation, Customization and Oversight
Credit allocating agencies31 allocate the LIHTC among applicants based on agency de-
termined housing needs and generally do not complete the entire process of issuing the 
LIHTCs until a property is leased up and permanent financing is in place. Following the 
allocation, credit allocating agencies monitor the awardees for 15 years of compliance 
beginning in the year a property is placed in service (or the year after, at the election of 
the owners). 

One of the hallmarks of the LIHTC program is that while it is a federally funded program 
governed by rules and regulations contained in the IRC, the actual administration and 

31 References to credit allocating agencies include allocating agencies responsible for awarding LIHTCs in the Dis-
trict of Columbia, the Commonwealth of Puerto Rico, the Virgin Islands, American Samoa, Guam, Northern Mariana 
Islands and the cities of Chicago and New York.
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compliance monitoring of the program is generally administered at the state level. This 
helps ensure that the program is sensitive to local needs and political differences. Each 
state or geographic region:

•	receives an allocation of LIHTCs each year from the U.S. Treasury equal to the 
greater of $2.15 multiplied by the state’s population or $2,465,000 to be allocated 
to 9 percent LIHTC properties32 (Note: Tax-exempt bond financed 4 percent LI-
HTC properties have no limit on the amount of tax credits allocated in a given 
year, but are effectively limited by the total volume of tax-exempt private activity 
bonds that can be issued);

•	is required to develop and update a QAP that outlines policy priorities and tar-
geted housing needs and how it intends to address them through its allocation 
of LIHTCs;33

•	allocates LIHTCs through one or more funding rounds; 

•	is required to administer an LIHTC compliance monitoring program;34

•	is required to ensure that the credits are allocated to a property only to extent that 
the property has an economic need for the credit (i.e., the property is not feasible 
without the credit);35 and

•	is required to ensure that the property receiving the credits is viable under the 
agency’s underwriting standards.36

By providing for state37 participation in defining the selection criteria, approving applica-
tions, and monitoring compliance, the LIHTC program enables credit allocating agencies 
to have significant input regarding the types of affordable rental housing properties that 
are built in their domain, minimizing the required oversight at the federal level. Because 
QAPs are updated annually, credit allocating agencies are able to respond swiftly to dy-
namic market conditions by emphasizing or de-emphasizing specific application criteria, 
thus forcing developers to be sensitive to wanted criteria. As a result of communication 
and collaboration between credit allocating agencies, some program characteristics are 
common across the majority of jurisdictions – maximum fee limits on developer and con-
tractor fees, minimums and caps on construction or rehabilitation costs per unit, and an-
nual replacement reserve requirements, to name a few.38 However, the LIHTC program 
enables states to address their local economic climate by defining their own requirements 
and scoring systems for successful LIHTC applicants. Credit allocating agencies can em-
phasize where housing is needed, but not with impunity. For example, even though a state 
wants to emphasize a specific region, market studies are a required factor in site selection 
to ensure that properties are built where there is adequate demand to support the prop-

32 IRC §42(h)(3) and Revenue Procedure 2010-40.
33 IRC §42(m)(1)(B).
34 IRC §42(m)(1)(B)(iii).
35 IRC §42(m)(2).
36 IRC §42(m)(2).
37 This reference includes cities, districts and U.S. possessions, namely the District of Columbia, the Commonwealth 

of Puerto Rico, the Virgin Islands, American Samoa, Guam, Northern Mariana Islands and the cities of Chicago and 
New York.

38 National Council of State Housing Agencies, 2010.

+.NOVOGRADAC 
~ & COMPANY m. 



13Low-Income Housing Tax Credit: Assessment of Program Performance & Comparison 
to Other Federal Affordable Rental Housing Subsidies

erty. Credit allocating agencies also have the ability to support a specific type of housing 
(e.g., family, senior, special-needs), and to monitor construction, lease up, and permanent 
financing. In addition, credit allocating agencies perform ongoing compliance monitoring 
for at least 15 years. They also often perform periodic on-site inspections (all credit allo-
cating agencies visit all properties at least once every three years) to check for suitability 
for occupancy and renting to low-income families at restricted rental rates. Notably, this 
monitoring is supported by fees from the LIHTC properties. Ultimately, the credit allocat-
ing agency serves as an underwriter and compliance monitor (along with the construction 
lender, permanent lender, syndicator, and investor) to ensure that the property is success-
ful. 

Regulatory guidance from the IRS and enforcement by IRS Auditors
To be eligible to claim the LIHTC, property owners are required to submit documentation 
to the credit allocating agency regarding the completion of construction or rehabilitation, 
most notably an audited cost certification certifying the amount of eligible basis that was 
incurred for construction or rehabilitation. If approved by the credit allocating agency, the 
property will receive signed IRS Form 8609s (from the credit allocating agency) and be 
eligible for LIHTCs. Subsequently, an LIHTC property is required to annually certify that the 
property has not experienced any decrease in qualified basis on IRS Form 8609-A, filed 
with the ownership entity’s tax return. Such decreases would result from either compliance 
issues that decreased the property’s qualified occupancy percentage for the year or from 
casualty losses or other reductions in the property’s eligible basis. In addition, when credit 
allocating agencies discover that properties are not compliant with LIHTC rules, they issue 
IRS Form 8823, which is sent to the IRS. The IRS then has notice of the possible need to 
follow up. These filing requirements, along with a handful of other filings that are required 
by the IRS, keep them well informed of problems with specific properties. This oversight is 
valuable in keeping property owners compliant with the rules.

The result of states playing such a large role in the administration of the LIHTC program 
is that the IRS is left to monitor the program at a higher level by focusing on the techni-
cal requirements of the program, such as which costs are included in eligible basis, as 
well as program compliance at the property and credit allocating agency levels. Ernst & 
Young reported that only 31 IRS audits were reported out of its survey of 12,462 stabilized 
properties, of which only three reported a reduction in LIHTCs.39 The study acknowledges 
that the remaining respondents included both those who positively indicated that they had 
not been audited and those who chose to remain silent on the issue, indicating that the 
number could possibly be underreported. There have been audits of LIHTC properties but 
many such audits ended after the initial contact by the IRS. These audits were probably 
not included in the Ernst & Young study. While data from the IRS would shed more light on 
the issue, the fact that what data is available shows such a small percentage of proper-
ties experiencing a loss of credits indicates that the LIHTC program has a good record of 
properties being compliant.

39 Ernst & Young LLP, 2010
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Conclusion
The previously discussed seven factors provide an important part of the checks and bal-
ances of the LIHTC program, and collectively, they form a powerful system that is not seen 
in other affordable rental housing programs. This public/private partnership brings togeth-
er the strengths of each partner to generate the successful track record of the LIHTC 
program. Some of the failures of other government supply-side programs are considered 
in the next section, failures that could have been alleviated by partnering those programs 
with LIHTCs. 

III . Other Supply-Side government Program Track Records

The track record of other supply-side government programs has been mixed at best. The 
following is a summary of some of the major supply-side efforts in affordable rental hous-
ing and their track records.

Section 221(d)(3) below market Interest Rate Program 

 Overview 

The 221(d)(3) below market interest rate (BMIR) program was originated in 1961 
and funded approximately 184,000 units.40 The program enabled developers to 
obtain FHA-insured mortgages at a below-market interest rate, typically 3 percent, 
from private lenders, who would subsequently sell the mortgages to Fannie Mae. 
As designed, the program would enable the developer to obtain below-market 
interest rates, a property owner could charge less rent and attract median income 
families squeezed out of the rental marketplace – certain families had incomes too 
high to qualify for public housing but their incomes were not sufficient to afford 
rent in a property funded by market-rate debt. Rents were sized to cover operating 
expenses, debt service payments on the 3 percent mortgages, and a 6 percent 
limited dividend for the property owner. The BMIR program was designed to use 
the strength of the government’s balance sheet to mitigate risk for transaction par-
ticipants but minimize the initial cost outlay to the government. The government 
would incur significant outlays only if there was a default on the loan and it was 
required to make the private lender whole.

 Track Record

A combination of structural issues plagued the program from inception, and by 
1975, one-quarter of all BMIR property owners had defaulted on their loans.41 In 
addition, a lack of eviction thresholds meant that over time, the tenant base in the 
properties often became more affluent, creating an opposite stigma from the pub-
lic housing properties at the time: that the program was providing reduced-cost 
housing for those who did not need it. Also, the government’s guarantee meant 
that for properties that fell into default, the government was required to take over 
management of the property, creating an unanticipated cost to the government 

40 Aaron, 1972; A. F. Schwartz, 2006.
41 Achtenberg, 1989.
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resulting from the asset management of properties that went into default and had 
to be foreclosed. 

Finally, and most importantly, the basic design of the program was flawed because 
the subsidy was provided in full and up front to the developer/sponsor in exchange 
for minimal risk, nominal compliance requirements, and insubstantial incentives for 
the ongoing monitoring and success of the property. There was no private market 
participant besides the developer to monitor the feasibility and operational health 
of such properties. Developers/sponsors were essentially incentivized to create 
as much housing as possible to generate success fees for development comple-
tion. As such, given the guarantee of the government, the developers were able 
to obtain higher levels of debt financing than they could absent the government’s 
guarantee, providing additional upfront cash flow to the developer. Because devel-
opers were limited to a 6 percent operating dividend, it is clear that they were much 
less motivated by property operations than by property completion. Subsequently, 
the risk of the property’s operational success was shifted to the government due 
to a lack of operational guarantee required of the developer. Additionally, softer 
prepayment and affordability restrictions allowed a developer with a property that 
substantially appreciated in value to prepay the loan, convert the property to mar-
ket-rate housing and realize significant profits from the refinancing.

However, the Section 221(d)(3) program did provide significant value to the afford-
able rental housing marketplace. Below market rate debt financing enables a de-
veloper to rent to lower-income tenants that might otherwise be unable to live at the 
property. In addition, when there are liquidity issues in the broader financial mar-
ket, government insured loans may be the only financing available to an affordable 
rental housing developer regardless of the economics of the underlying property. 

Had the LIHTC program been in existence when the Section 221(d)(3) program 
was initiated, one solution would have been to tie the Section 221(d)(3) program 
to the LIHTC program so that the BMIR program could have benefited from the 
components that contribute to the success of the LIHTC program. For example, an 
LIHTC property goes through a feasibility review by the credit allocating agency to 
ensure that the property is reasonably sourced and not over-subsidized. If LIHTC 
properties are deemed to be over-subsidized, the credit allocating agency will re-
quire the reduction of sources or reduce the amount of LIHTCs allocated to the 
property. In addition, third-party investor oversight would also examine sourcing 
and reasonableness of debt service. Furthermore, combining with the LIHTC pro-
gram would have helped address the issue that all of the benefits from the Section 
221(d)(3) program were provided in full and up front because LIHTC benefits are 
earned over time. Moreover, for many current properties, a portion of the developer 
fee is paid out of cash flow, incentivizing developers to manage operations. Finally, 
as described earlier, investors help provide an additional backstop to foreclosures, 
along with additional oversight and monitoring. Thus, combining the LIHTC and 
Section 221(d)(3) programs could have provided a strong approach to funding 
affordable rental housing.
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Section 236 Program

 Overview

As a result of fundamental issues with the 221(d)(3) BMIR program, Congress 
replaced it with the Section 236 program as part of the National Housing Act of 
1968. The Section 236 program financed more than 544,000 units42 by providing 
an annual subsidy, called an interest reduction payment (IRP) to reduce the annual 
debt service costs of a typical private mortgage to the costs of a 1 percent interest 
mortgage. The IRP built upon two specific lessons learned from the 221(d)(3) pro-
gram. First, by providing the IRP on an annual basis to the property owner, it both 
minimized the budgetary impact to the government and engendered a longer term 
focus and greater incentive for the developer/sponsor to focus on the operational 
success of the property. It is important to point out, however, that substantial de-
veloper operating guarantees were not yet prevalent under this program. Second, 
in exchange for the larger subsidy provided (subsidizing interest down to 1 percent 
instead of 3 percent), the government required the property rent units to lower 
income tenants (up to 80 percent of median income) and thus charge lower initial 
rents. Similar to the Section 221(d)(3) program, rents were sized to pay for operat-
ing costs, debt service on a 1 percent mortgage, and a 6 percent limited dividend 
to the property owner. 

Track Record

While it addressed several key issues with the Section 221(d)(3) program, the re-
sults of the Section 236 program still looked somewhat similar. By 1975, one-tenth 
of properties funded by Section 236 were in default.43 The results of a 1980 U.S. 
Government Accountability Office (GAO) study44 indicated that within the Section 
236 program, the subset of substantial rehabilitation family housing with for-profit 
sponsors experienced foreclosure/assignment rates of 31.3 percent and similar 
properties with not-for-profit sponsors had a 65.1 percent foreclosure/assignment 
rate. Properties in this subset of the program were characterized by neighborhoods 
with declining income that would not support high enough rents to cover increasing 
operating costs. Taking into account all subsets of the Section 236 program, the 
GAO study indicated that approximately 15 percent were in foreclosure by 1978. 
While the funding for the Section 236 program was provided on an annual basis, 
the program was still characterized by sufficient incentive for developers to pro-
duce housing without the assumption of operational risk commensurate with their 
upfront profits – again shifting the operational burden onto the government. The 
private lenders providing financing considered the strength of the government’s 
balance sheet in sizing their debt and essentially allowed developers to borrow 
against the IRP revenue stream, increasing upfront cash flow to the developer and 
increasing operational risk due to the higher degree of leverage on the property. 
In addition, while the program was designed to serve lower income tenants than 
the 221(d)(3) program, the increased rents associated with higher operating costs, 

42 Olsen, Housing Programs for Low-Income Households, 2003.
43 Achtenberg, 1989.
44 U.S. General Accounting Office, 1980.
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both based on the property needs and the inflationary marketplace at the time, 
meant that maintaining high occupancy was a constant issue and Congress was 
forced to authorize HUD to provide rental assistance payments to help low-income 
families afford the basic property rent.

Despite the aforementioned issues, below market rate debt financing of the Sec-
tion 236 program as designed would enable a developer to rent to lower-income 
tenants that might otherwise be unable to live at the property. Similar to the BMIR 
program, and if it were possible, combining the LIHTC program and the Section 
236 program could have helped finance the operations of a successful afford-
able rental housing property due to the benefits of investor oversight and because 
LIHTC properties have to demonstrate to the credit allocation agencies their eco-
nomic need for their LIHTC subsidies.

Section 515 Program

Overview

In 1962, Congress created the Section 515 program for rental housing located in 
rural areas. The program is administered by the USDA, Rural Development (origi-
nally by USDA’s Farmer’s Home Administration and its successor agency, Rural 
Housing Service) and provides direct loans at an interest rate of 1 percent with a 
50-year amortization period.45 Congress subsequently enacted a rental assistance 
program called the Section 521 program that provided subsidies to property own-
ers to cover the difference between 30 percent of tenants’ adjusted income and 
the budgeted property rents. 

Track Record

The Section 515 program was plagued by similar issues as the Section 221(d)(3) 
and Section 236 programs, including the absence of affordable rental housing 
preservation requirements and/or prepayment restrictions (for properties prior to 
1989), as well as little incentive to plan for future renovations and repairs. Notably, 
a 2004 study commissioned by USDA found that none of the properties had suf-
ficient reserves, or future provisions for reserves, to address physical needs and 
future required renovations. This same study also predicted that without changes 
to the program requirements or additional subsidies, most properties would de-
fault.46 Since then, the program has gone through various changes to address 
some of its issues, most notably the ability to prepay the Section 515 loan, which if 
done, removes any requirements to serve low-income tenants. While the program’s 
intent to preserve rural rental housing is noteworthy and would seem essential 
to a successful affordable rental housing program, its track record underscores 
the issues resulting from providing the majority of the government subsidy upfront 
and the importance of incentivizing transaction participants to remain involved in 
the ongoing operations and planning of the property. Because LIHTC properties 

45 7 CFR 3560.67(c). 
46 ICF Consulting, 2004.
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are characterized by the tax credits being claimed over a 10-year period, as well 
as a 15-year compliance period and additional 15-year extended use period, the 
transaction participants have a vested interest in ensuring properties perform well, 
maintain adequate reserves for future repairs, and remain part of the nation’s af-
fordable rental housing stock. 

Notwithstanding certain issues with the program, the Section 515 program plays 
a very important role in the affordable rental housing marketplace because of its 
focus on funding properties in rural areas. Given a choice between investing in an 
urban or suburban property versus a similar rural property, LIHTC investors typi-
cally would select the urban or suburban property based on factors such as over-
all population migration toward urban and suburban areas and greater rent-level 
stability. In addition, property owners who are able to combine programs such as 
Section 515 with the LIHTC can create strong affordable rental housing develop-
ments. The inclusion of LIHTCs brings with it lower debt service payments, which 
decrease rent requirements, as well as the credit allocating agencies’ monitoring 
of the property funding needs requirement, and ongoing property monitoring and 
management by the LIHTC sponsor and investor to ensure optimal performance 
of the property.

Project-based Section 8 Rental Subsidies

Overview

The Section 8 New Construction and Substantial Rehabilitation program, also 
known as the project-based Section 8 program,47 began in 1974 as a subsidy paid 
to the owners of a property to help subsidize the cost of fair market rent for low-
income tenants. Owners received an amount based on the difference between the 
tenants’ portion of their rent, which was 30 percent of their income (originally 25 
percent), and fair market rent. As the tenants’ portion of their rents increased or de-
creased due to the change in their income, the Section 8 subsidy adjusted to cover 
the difference between the tenant portion and fair market rent. In addition, if fair 
market rents increased, the Section 8 subsidy increased as well. Because this pro-
gram was a rent subsidy, property developers had to obtain financing, which could 
be market-rate financing from traditional private lenders. In the end, the program 
was terminated in 1983, although funding continued for properties with existing 
contracts and those that were in the pipeline. Ultimately, more than 850,000 units 
were subsidized.48 Although there have not been any new Section 8 contracts, a 
limited form of project-based vouchers still exists in renewed contracts and from 
housing choice vouchers provided by HUD to housing authorities.

Track Record

On a stand-alone basis, the project-based Section 8 program had many of the 

47 Note that project-based Section 8 means that tenants occupying units in the property are entitled to Section 8 
rental subsidies. As such, project-based Section 8 is a supply-side subsidy. Conversely, tenant-based Section 8 is 
a demand-side subsidy, as the tenant has the right to the subsidy and can choose which rental property to live in.

48 Olsen, Housing Programs for Low-Income Households, 2003.
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benefits of the LIHTC program. The subsidy was provided on an annual basis to 
the extent that the units were made available to low-income tenants at restricted 
rents that helped maintain compliance with the program’s regulations. However, 
the program was often paired with government-guaranteed debt. When combined 
with this debt, the program faced issues much like BMIR debt programs in that if 
the government chose to not continue the Section 8 rental payments, there was the 
threat that owners would allow their properties to go into foreclosure. If this situation 
were to happen, the loan the government guaranteed would go into default and the 
government would be forced to suffer losses honoring their debt guarantee. Thus, 
the government was under substantial pressure to maintain the Section 8 contract. 

The project-based Section 8 program also ran into budget issues. Increasing rents 
and long-term contracts created pressures on HUD to shorten contract terms so 
as to limit the effect of the contracts on their budget. As long-term contracts and 
new short-term contracts began to expire in the same year, the cost to renew con-
tracts significantly increased almost to the point of absorbing HUD’s entire bud-
get.49 Moreover, studies on the program suggested that tenant-based Section 8 
provided housing at a lower cost than project-based Section 8, which influenced 
the termination of the program.50 

By combining LIHTCs with project-based Section 8 funding, owners would be less 
likely to let properties go into foreclosure when losing their project-based Section 
8 funding since foreclosure would also require the recapture of the LIHTCs. Fur-
thermore, combining the two programs can help developers reach areas where 
LIHTCs alone would not support a property. In addition, a combination of the funds 
could help reach lower income tenants. When used in connection with the LIHTC, 
particularly to serve tenants with extremely low incomes, the project-based Section 
8 program can be an integral component of a successful affordable rental housing 
property. 

Section 202 Program

Overview

Established as part of the Housing Act of 1959, the Section 202 program is the old-
est federal program that provides funds to not-for-profit organizations to help house 
and support the elderly. In addition, some funding is provided to assist disabled 
persons as well. Originally, the program provided 40-year loans to properties, but 
in 1990, the program was changed to provide grants. Generally, grants are provid-
ed to cover the complete cost of construction, although the program has allowed 
additional funding, including LIHTCs, so that developers can provide additional or 
better quality units.51 A property must stay in compliance with Section 202 rules for 
40 years or face recapture of the grants. The Section 202 program also provides 
project-based rental assistance, much like the project-based Section 8 program. 
Section 202 properties are usually newly constructed properties rather than re-

49 A. F. Schwartz, 2006.
50 Olsen, The Cost-Effectiveness of Alternative Methods of Delivering Housing Subsidies, 2000.
51 A. F. Schwartz, 2006.
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habilitated properties. In general, they are elevator equipped mid- and high-rise 
buildings averaging 45 units. An estimated 80 percent of the properties are located 
in metropolitan areas.52 Elderly properties require significant supportive services 
not found in typical affordable rental housing properties such as healthcare ser-
vices, housekeeping, and transportation. These types of services are provided in 
Section 202 financed developments. 

Track Record

Section 202 has enjoyed fewer defaults and greater financial stability than most 
other federal housing programs.53 In 2007, the Congressional Budget Office esti-
mated that Section 202 loans have an annual default rate of 0.25 percent.54 Even 
though the program has experienced notable stability, it has suffered from a rela-
tively slow production of units, especially in relation to the number of applicants 
waiting for homes. In 2008, HUD estimated the wait time for a new applicant to be 
longer than two years.55 A GAO study found, and HUD confirmed, that properties 
were sometimes delayed due to stringent development cost limits and thus inad-
equate funding. This added to development times because sponsors would have 
to find alternate sources of funds.56

GAO also found that the program may be more expensive than tenant-based Sec-
tion 8, however Section 202 properties have more amenities and services that 
meet the needs of the elderly than what might be found in other properties used 
by tenant-based Section 8 voucher holders. Because tenant-based Section 8 is a 
demand-side policy, it does not have a large effect on the types of properties built, 
so elderly tenants often live in properties that do not have services they need. Be-
cause elderly tenants require additional support and services, tenant-based Sec-
tion 8 may not be the best choice for situations where tenants need assistance, 
supportive services, or are at risk of being institutionalized.57 

In recent years, because of the low amount of funding for the Section 202 program 
and allocation issues discussed previously, the program has seen more small inex-
perienced sponsors producing small developments. This situation has contributed 
to the program’s inefficiencies and disbursement delays.58 Many of these issues 
could be addressed by encouraging the combination of Section 202 funds with 
LIHTCs. LIHTCs will help leverage Section 202 funds to build larger developments 
while bringing in more experienced sponsors and additional oversight. In addition, 
credit allocating agencies can effectively control costs using their QAPs.

Conclusion
The track record of other supply-side government programs has been mixed at best. 

52 DiPasquale, Fricke and Garcia-Diez, 2003.
53 Haley, et al., 2008.
54 Congressional Budget Office Cost Estimate, 2007.
55 Haley, et al., 2008.
56 U.S. General Accounting Office, 2003.
57 Haley, et al., 2008.
58 Haley, et al., 2008.
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These programs if combined with the LIHTC would have had more successful track records. 
If combined with LIHTCs, these types of programs would benefit from stronger controls on 
construction and operating costs, better compliance with program requirements and lower 
foreclosure rates. In addition, these types of programs, when blended with LIHTCs, allow 
developers to serve extremely low-income tenants or tenants with special needs. 

Iv . Role of the Section 1602 exchange Program

To address the market disruption that began in late 2008, the Recovery Act included a 
tax credit exchange program commonly referred to as the Section 1602 LIHTC exchange 
program. This program appropriated funding to the credit allocating agencies to be used 
as grants to finance the construction of, or acquisition and rehabilitation of, qualified low-
income building for low-income housing in lieu of the LIHTC. Each state was appropriated 
up to 100 percent of its unused 2007 and 2008 LIHTC allocations and a maximum of 40 
percent59 of its 2009 LIHTC allocation in exchange program funds. As of December 31, 
2010, the Treasury Department had authorized $5.7 billion in exchange program funding 
awards to credit allocating agencies.60 Each credit allocating agency subsequently makes 
subawards to property owners, which subjects the property owners to the same require-
ments as the LIHTC program under IRC Section 42. Prior to receiving a subaward, also 
called a grant, the property owner must demonstrate a good faith effort to obtain a tax 
credit investor. The goal of the program was to temporarily fill the gap left by the reduction 
in investor demand for the LIHTC that was itself a result of the broader financial market 
problems that began in 2008.

While some have argued for an extension of the exchange program, such a measure 
would not necessarily have a long-term positive effect on the LIHTC industry. In the short 
term, the exchange program has succeeded in financing some stalled LIHTC properties, 
thereby achieving its objective. There are several reasons to believe, however, that in the 
long term there would be issues with an extended exchange program. 

First, a long-term exchange program would dilute the effectiveness of the previously dis-
cussed LIHTC underwriting and screening procedures that have been honed over the life 
of the LIHTC program. With exchange funds making up what was traditionally the private 
sector’s stake in a property, grant-funded properties would have a lack of private capital 
in their capitalization. The industry would suffer due to the loss of the benefits of having a 
third-party profit-motivated investor who analyzes the property’s underwriting. 

Secondly, the industry would suffer from the loss of the investor’s asset management. 
Without the asset management and monitoring traditionally borne by the private sector, 
responsibility shifts to the public sector, specifically to the credit allocating agencies. While 
many properties funded solely with grants have subcontracted asset management ser-
vices from the private sector, it is unclear how strongly such properties would be managed 

59 According to discussions with congressional staff, the exchange percentage limit of 40 percent was chosen to 
help fill a shortfall in equity investor demand caused in part by Fannie Mae and Freddie Mac’s withdrawal from the 
investor market. Fannie and Freddie are widely believed to have been about 40 percent of the investor market prior 
to their withdrawal from the market.

60 U.S. Department of the Treasury, 2011.
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when the managers only have a contractual interest in the property, as opposed to a direct 
ownership interest as with the LIHTC program. 

Finally, with the financing from the government being provided up front, there is the concern 
that properties that use only exchange funds could see a rise in foreclosures now that the 
investor is not in the transaction as a backstop. As discussed previously, when a property 
owner is underperforming, the investor will often step in not only to manage the property, but 
also provide additional financing to prevent the property from losing its tax credits. Without 
the third-party investor, this additional safeguard from foreclosure will be absent. 

Several credit allocating agencies, through informal surveys, communicated that they see 
somewhat more risk in properties receiving exchange program funding. While respon-
dents indicated confidence in the strength of their respective underwriting procedures and 
the financial feasibility of exchange program properties relative to LIHTC properties, each 
respondent acknowledged that the absence of the traditional tax equity investors from the 
transaction would not go unnoticed. Respondents were concerned about the lack of addi-
tional underwriting, additional property monitoring and the additional backstop at the sign 
of trouble. Despite these reservations, respondents indicated cautious optimism about the 
exchange program.

Conclusion
The exchange program was an extremely important piece of legislation and helped ab-
sorb the adverse effect on the demand for LIHTCs caused by the withdrawal of Fannie 
Mae and Freddie Mac from the investor market and the extraordinary financial collapse 
of the banking industry. However, the LIHTC program has been very successful and ex-
tremely efficient in less turbulent times. Starting in 2010 and continuing in 2011, the indus-
try has seen a resurgence in the number of LIHTC investors and the amount of investment. 
As such, the exchange program should be allowed to phase out because investors have 
returned to the LIHTC market.

v . Comparison of the LIHTC Program to the Section 1602 exchange 
Program 
Comparative measures of efficiency of the LIHTC program to the Section 1602 exchange 
program require addressing the estimated present value of projected future costs of the 
LIHTC program compared to the estimated present value of projected future costs of the 
exchange program. One key difference is that with the LIHTC, private investors, not the 
government, provide the upfront capital necessary in exchange for a 10-year government 
subsidy. The LIHTC program has future costs that are fairly simple to measure and dem-
onstrate to the federal government, namely the stream of tax credits allowable to investors. 
Under the tax credit program, credits are awarded to a property and the property is then 
constructed or rehabilitated. If one assumes a discount of the tax credits at a 3.5 percent 
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borrowing rate, an estimate of the cost of borrowing for the federal government,61 then the 
implied cost of a 10-year stream of tax credits at $1 million a year is roughly $8 million (at 
a 4.5 percent borrowing rate approximately $7.6 million). If one assumes that the federal 
tax credits sell for 75 cents,62 then $7.5 million in investor equity comes at a present value 
cost of approximately $8 million. In addition to the $7.5 million in equity, the investor has 
additional costs in asset management and other oversight services performed. Further-
more, equity is generally provided up front during the construction and lease-up phase 
of a property’s lifecycle. The cost to the government is only borne if the affordable rental 
housing is delivered and kept in compliance; otherwise, the LIHTCs are not provided or 
they are recaptured.

For the exchange program, there are direct costs—the costs of the grant—and indirect 
costs. The initial direct costs are straightforward, namely the amount funded by the federal 
government. If one assumes the same $7.5 million in equity that was raised in the LIHTC 
example is raised via an exchange grant, then the government will fund $7.5 million over 
the construction period. Using the same assumptions, this grant translates into a present 
value cost of approximately $7.4 million. However, the exchange program imposes as-
set management costs on credit allocating agencies.63 These asset management costs 
would normally have been incurred by tax credit syndicators and investors when LIHTCs 
are awarded. Assuming 50 basis points as the annual asset management costs over the 
15-year equivalent LIHTC credit period, the additional present value costs are approxi-
mately $0.5 million over 15 years.64 Purely grant-based properties will have a higher default 
rate and additional costs to the federal government because they lack the public-private 
partnership of the LIHTC, and the grants are provided up front instead of over time. One 
possible estimate of the default rate would be the rates from the Section 221(d)(3) and 
Section 236 programs, which range from 15 to 25 percent. In addition, the loss rate to 
the government on a defaulted exchange program property is assumed to be about 50 
percent because most developers will not have the funds to guarantee the grant money. 
Using a 15 percent default rate along with a 50 percent loss rate and an average loss in 
year 7, an additional loss of about $0.4 million would be expected.65 The combination of 
loss on default and asset management increases the present value expected cost to ap-
proximately $8.3 million. Based on these rough estimates, the exchange program costs 
approximately 3 percent more than the LIHTC program when tax credits are sold at 75 

61 The average borrowing rate for five-year Treasuries over the last four years has been 3.5 percent. It was 2.5 percent 
the last two years; 3.5 percent the last five years; and 3.9 percent over the last 10 years. A higher discount rate 
reduces the present value cost of discounted cash flow streams; a lower discount rate increases the present value 
of discounted cash flow streams.

62 The actual observed tax credit prices are averaging higher than 75 cents, and in many markets have reached the 
mid to high 90–cent range.

63 The exchange program also places additional burdens on credit allocating agencies and the Treasury Department 
in awarding and disbursing funds. Furthermore, the Treasury Office of Inspector General has requested additional 
funding as it anticipates a significant increase of related criminal investigations. Fiscal year 2012 Budget in Brief: 
Office of Inspector General available at: http://www.novoco.com/hottopics/resource_files/fy12_bib_oig.pdf. 

64 The study looked at fees from 13 credit allocating agencies. The amount of asset management fees being charged 
by each state varied significantly with the higher end potentially being over 30 basis points. Although these are the 
estimated asset management fees charged by the credit allocating agencies, once everything is factored in, the 
cost may end up closer to 50 to 100 basis points. 50 basis points is closer to the LIHTC industry average. Credit 
allocating agencies will have additional costs from government salaries and overhead along with less expertise 
and economies of scale. 

65 The 50 percent loss rate is on the conservative side; it is expected that if an exchange program property were 
foreclosed upon, very few developers would have the funds to repay the exchange funds. The property would then 
go into foreclosure and end up the property of the mortgage lender. Year 7 was used because it is the midpoint of 
the 15-year compliance period.
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cents. If a 25 percent default rate is used along with 100 basis points for the asset man-
agement costs, then an additional loss of about $0.7 million along with asset management 
costs of $1 million would be expected and the combination of loss on default and asset 
management increase the present value expected cost to approximately $9.1 million. With 
this estimate, the grant program would be approximately 13 percent more expensive than 
that of tax credits sold at 75 cents.

Conclusion
Although the exchange program comes at a higher cost than LIHTCs, there was a need 
for the program in the affordable rental housing industry during 2008 and 2009. In extraor-
dinary times, there is a need for the exchange program to help build desperately needed 
affordable rental housing in markets where there are sourcing gaps. Now that the industry 
has seen a resurgence in LIHTC investment, the exchange program should be allowed to 
phase out.

vI . efficiency of Program at Reduced Tax Credit equity Prices versus 
the exchange Program
The keystone to the success of the LIHTC is the contingent nature of the tax credits and 
the subsequent risk of recapture to tax credit investors, combined with investor, IRS and 
credit allocating agency oversight. A question for policymakers is at what tax credit price 
does the program cease to be cost-effective? Investors in LIHTC properties provide two 
key components: (1) capital for construction and renovation of affordable rental housing; 
and (2) oversight of the construction and renovation of the housing for at least 15 years 
of operations. In exchange, the federal government provides LIHTCs over 10 years. The 
question can be simplified as a cent-per-dollar price, but it should be noted that this is 
merely a simplification. Credit prices are a mechanism investors use to distill expected 
benefits and costs for a proposed LIHTC property into a single pricing factor that can be 
used as a starting point to analyze any LIHTC transaction. Credit prices vary based on an 
LIHTC investor’s perception of risk assumption, the internal rate of return projected for the 
property, returns on alternate investments, and other factors important to particular inves-
tors (e.g., property size, geographic location, type of property, etc.).

Clearly, if the tax credits were sold for a negligible amount, the government would be giv-
ing away subsidies for de minimis capital and simply for ongoing oversight. As compared 
to prior supply-side programs, a theoretical price can be estimated as the break-even 
point for the analysis.

As estimated in previous examples, at a tax credit equity price of 75 cents, the exchange 
program is roughly 3 to 13 percent more expensive than the LIHTC program. To the ex-
tent the credit price falls to 72.5 cents (for the first example) or 66.3 cents (for the second 
example), based on the implicit assumptions in the comparative analysis, the LIHTC and 
exchange programs would be projected to be equivalent in cost.
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However, to the extent actual asset management costs are higher or loss rates on the 
grants are higher, actual costs of the exchange program will be even higher. In that case, 
lower LIHTC equity pricing would be more efficient than the exchange program.

It can also be noted that to the extent the LIHTC program is combined with other soft 
financing and those programs can rely on the asset management of the LIHTC investor, 
then the relative efficiency of the LIHTC program at even lower tax credit equity pricing 
would be strong due to the benefits accruing to the lenders of the soft financing by the 
participation of the LIHTC equity investor.

Conclusion
Based on our examples, LIHTC pricing would need to fall to around 70 cents before the ex-
change program would become as efficient as the LIHTC program at building affordable 
rental property. To the extent our estimates for the cost of asset management functions or 
losses on the exchange program are higher than estimated, LIHTC pricing would need to 
fall even further before the exchange program is equally efficient. Although the exchange 
program may be just as efficient as the LIHTC program around 70 cents, it would have ad-
ditional qualitative differences such as higher default rates, more maintenance problems 
or be less compliant with Section 42, which would still make the LIHTC more attractive. 

vII . Conclusion

We believe that the LIHTC program has demonstrated a strong track record of success 
funding affordable rental housing properties since its inception and remains the founda-
tion of the affordable rental housing industry. The program has been the most successful 
to date at increasing the affordable rental housing stock in a stable and ongoing part-
nership between private and public resources. In addition, its ability to seamlessly work 
in tandem with other government housing programs, including the temporary exchange 
program, strengthens the LIHTC program benefits, the benefits of the other programs, and 
increases the affordable rental housing stock throughout the United States. 
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Appendix

LIHTC Overview
The LIHTC was enacted by the Tax Reform Act of 1986 and is an indirect federal sub-
sidy used to finance affordable rental housing.66 Eligible taxpayers receive the subsidy by 
claiming a tax credit on their federal income tax returns. The LIHTC generally offsets taxes 
dollar for dollar because it is a tax credit, not a tax deduction. Unlike most tax shelters, 
Congress controls the amount of tax expenditures by the amount of LIHTC allocated each 
year. Congress created the LIHTC as an incentive for private developers and investors to 
provide more affordable rental housing.

The LIHTC, which is claimed pro rata over 10 years, can be used in connection with both 
newly constructed and renovated residential rental buildings. The total amount of credit 
available is subject to certain caps. Within the general guidelines set by the statute, credit 
allocating agencies administer the credit allocation process, setting their own allocation 
criteria. Taxpayers must apply to the applicable credit allocating agency to obtain an al-
location. Credit allocating agencies are responsible for allocating the limited quantity of 
credits to low-income housing properties. The LIHTC provides credit allocating agencies 
with more than $5 billion in annual budget authority that they can use to leverage a vast 
magnitude of private capital to fill affordable rental housing needs.

Once a property is placed in service, it generally is eligible for the tax credit every year 
for 10 years. To continue generating the credit and to avoid tax credit recapture, an LI-
HTC property must satisfy specific low-income housing compliance rules for a full 15-year 
period. Moreover, an LIHTC building must satisfy specific tax credit compliance rules 
for a minimum of 30 years. The compliance period is often longer than 30 years when 
an extended low-income housing commitment agreement is entered into with a specific 
credit allocating agency. This agreement requires low-income use for such building in ac-
cordance with a stipulated “extended use period” specified in that agreement.

The LIHTC is generally designed to subsidize either 30 percent (otherwise known as the 
4 percent credit) or 70 percent (otherwise known as the 9 percent credit) of the costs of 
the low-income units in a property. The 30 percent subsidy is used for new construction 
with tax-exempt bond financing and for the cost of acquisition of existing buildings. The 70 
percent subsidy is used for new construction without tax-exempt bond financing. The term 
“new construction” includes the costs of rehabilitating an existing building if a minimum 
per unit expenditure threshold is satisfied. Similarly, to qualify for a 30 percent subsidy for 
acquiring an existing building, a minimum threshold of rehabilitation expenditures gener-
ally must be satisfied.

The 30 percent or 70 percent subsidy is realized by claiming federal income tax credits 
every year for 10 years. The actual amount of the annual credit is calculated to yield a 
present value of either 30 percent or 70 percent of certain building costs.

66 For a complete discussion of the LIHTC, see Novogradac & Company LLP, Low-Income Housing Tax Credit Hand-
book, 2011.
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In exchange for this credit, the property owner must agree to rent units to low-income in-
dividuals at income-based restricted rental rates. Theoretically, the LIHTC is designed to 
provide the additional return that is necessary to compensate low-income building owners 
for reduced rental income. The effect of reduced rental income stream must be factored 
into the analysis. General economic principles influence where tax credit subsidized low-
income housing will be built. Absent additional subsidy and competitive criteria estab-
lished by credit allocating agencies, such housing generally would be located where the 
land costs are relatively low and the LIHTC allowable rents are relatively higher.

The LIHTC program provides numerous social and economic benefits. The LIHTC program 
fosters increased affordable rental housing targeting very low- to low-income populations 
by offering residents income based restricted rents. The credit can address special needs 
by targeting housing for seniors, physically challenged individuals, and families. Rental 
units can include special accommodations, amenities, facilities, services and transporta-
tion serving chronically mentally ill individuals, the developmentally disabled, the burgeon-
ing senior population, female-headed single-source-income families, physically disabled 
persons, HIV households, homeless persons and families with several children.

The LIHTC program helps stimulate a local economy. It fosters community renewal and 
attracts job opportunities to the surrounding neighborhood, while providing increased pur-
chasing power from new tenants. At the same time, unused or abandoned land, as well 
as inefficiently used other real estate, can be put to productive use. The LIHTC program 
encourages private individuals and corporate investors nationwide to invest billions of dol-
lars in affordable rental housing.

The LIHTC has eased government’s burden to provide housing by enabling private inves-
tors nationwide to support critical community renewal developments by investing heavily 
into equity funds. Rehabilitation of rental properties, often central to community redevelop-
ment of depressed downtown economies, can use the benefits of the LIHTC program. In 
addition to being an investment, many banks target lending activities toward affordable 
rental housing to satisfy Community Reinvestment Act (CRA) requirements. Moreover, the 
credit has permitted lenders and investors to use proceeds from LIHTC-type investments 
to lend money for community development activities and required public welfare service 
programs. 

For almost all LIHTC properties, including both new construction and acquisition/reha-
bilitation developments, a special-purpose entity (SPE) is created to own the property, 
usually a limited partnership or a limited liability company. Usually the developer of the 
property, or an affiliate thereof, is the general partner or managing member of the SPE and 
an investment fund is the limited partner or member of the SPE. The limited partner (invest-
ment fund) contributes capital to the SPE in exchange for a 99 to 99.99 percent owner-
ship interest of the profits, losses and tax credits generated by the LIHTC property. The 
developer contributes a nominal amount of capital in exchange for its 0.01 to 1.00 percent 
ownership interest. The investment fund is typically organized as a limited partnership or 
limited liability company that is owned 99 to 99.99 percent by the tax credit equity investor 
and 0.01 to 1 percent by a syndicator sponsor. The syndicator sponsor is a company that 
aggregates (syndicates) LIHTC investments together on behalf of tax credit equity inves-
tors based on the investors’ investment preferences. For example, some types of funds 
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include single investor (private label) or multi-investor funds, funds that invest in only one 
state or nationwide, or funds that invest only in new construction developments. Alterna-
tively, some LIHTC investors prefer to invest directly in properties to ensure control over 
investment terms and investments tailored to their desired portfolio characteristics. Such 
investors will invest directly in the SPE as the limited partner (or through a single-member 
LLC that is disregarded for federal income tax purposes) and typically perform in-house 
many of the services of the syndicator sponsor.

Figure A – Sample LIHTC Fund Structure

An LIHTC property is required to make an irrevocable election that it will satisfy one of 
the two minimum set-aside tests: the 20/50 test or the 40/60 test.67 Under the 20/50 test, 
a minimum of 20 percent of the residential units must be both rent-restricted and occu-
pied by tenants with incomes at or below 50 percent of the area median gross income 
(AMGI).68 Under the 40/60 test, a minimum of 40 percent of the residential units must be 
both rent-restricted and occupied by tenants with incomes at or below 60 percent of the 
area median gross income (AMGI). If an LIHTC property falls out of compliance, such 
as by renting vacant units to market-rate units so that the applicable set-aside test is no 
longer met, and such deficiency is not corrected within a reasonable amount of time, the 
owner of the LIHTC property is subject to tax credit recapture (i.e., a loss of tax credits), in 

67 For New York City properties only, there is a 25/60 set-aside test.
68 The LIHTC rules use a definition of AMGI that is based on the HUD methodology used for the Section 8 program. 
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addition to an associated interest charge.69 As an incentive to increase the percentage of 
units rented at restricted rents to low-income families, property owners can only claim tax 
credits on the percentage of the property that is rented to low-income families at restricted 
rents. As a result, the majority of LIHTC developments rent 100 percent of their units to 
low-income families at restricted rents.

As part of their compliance requirements, LIHTC properties must annually recertify their 
tenants to ensure they remain eligible for the LIHTC program.

69 Novogradac & Company LLP, 2011.
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