BUILDING AFFORDABLE HOUSING COMMUNITIES USING THE

Low-Income Housing Tax Credit

Affordable Rental Housing A.C.T.I.O.N.

it Beom—Riotmel &



The Low-Income Housing Tax Credit Provides
Affordable Housing to Low-Income Households

Low-Income Housing Tax Credit (Housing
Credit) apartments are income-limited to
households at 60 percent of area median
income (AMI) or lower.

Rents are set at 30 percent of an
apartment’s income limit, a widely accepted
standard of affordability.
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Who Lives in Housing Credit Properties?

6% According to a recent HUD study, 45% of Housing Credit residents are

at 60% considered “extremely low-income” or ELI, meaning their incomes are
139 ﬁt\;\g less than 30% of the area median income (AMI).
are between 45% of

50 and 60% AMI . -
o Housing Credit

residents

are at or below 30% of the
Area Median Income

(AMI)

19%
are between

30 and 40% AMI

Source: HUD “Understanding Whom the Housing Credit Program Serves: Tenants in Housing Credit Units as of December 31, 2012
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The Affordable Housing Crisis in America

Many factors have
exacerbated the

affordable housing crisis: ... leading to high rent burdens:

Increased demands
for rental units

Federal, state, and
local budget cuts

Years of stagnating

i come af ho low Nearly half of all US renters pay More than a quarter of all US renters
Y more than 30 percent of pay more than 50 percent of
spectrum their income on rent their income on rent

percent ot units renting for less
than $400 per month were
removed from the country’s
housing stock

:Six out of 10 extremely low- MM
cordoble and valeblaunte o+ 00 0 6 o 0

Source: HUD “2015 Worst Case Housing Needs”, Joint Center for Housing Studies at Harvard University “The State of the Nation’s Housing 2014”
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The Affordable Housing Crisis in America, cont'd

Nationally, the gap between the number
of available affordable rental homes and
ELl households that need them is more
than 8.2 million homes.

State allocating agencies, on average,
receive applications annually for more
than twice as much Housing
Credit as they have available,
while demands increase on the program
to serve more and more needs, including
preservation of federally assisted
housing.

Only one in four households eligible
for federal housing assistance receives it.

The Housing Commission of the
Bipartisan Policy Center recently
recommended that annual Housing
Credit authority be increased by
50 percent to address these
unmet needs.

Source: National Low-Income Housing Coalition, “Housing Spotlight: The Affordable Rental Housing Gap Persists” and “Vouchers: Housing Choice Voucher Program”
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Affordable Rental Housing Would Not Be Developed
BUT FOR the Housing Credit

*  Unlike most other tax expenditures — which largely subsidize activity that would occur at some
level without the tax support — there would be virtually no affordable rental housing
development without the Housing Credit.

* The reason is that the construction of affordable housing, rented to lower income families at
controlled rents, is fundamentally uneconomic without the reduced mortgage debt that results
from the Housing Credit equity.

*  Housing would not be built or preserved but for the capital contributed because of the Housing
Credit; it is the key financing source in almost all affordable rental housing development.

* According to the Joint Center for Housing Studies at Harvard, “to develop new apartments
affordable to renter households with incomes equivalent to the full-time minimum wage, the
construction costs would have to be 28% of the current average.”
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How Does the Housing Credit
Finance Affordable Housing?
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Real Estate is Typically Financed Primarily with Debt
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Market-rate Apartment Buildings Shopping Centers Single Family Homes

Real estate is primarily financed with debt, generally in the range of 60% to 90% of value.

Spring 2015




Because Rents Must be Lower, Affordable Housing Must Have
Much Less Debt than Other Real Estate

Building safe,
decent affordable
housing for low-
income families at

The Housing Credit
enables developers The equity capital The lower debt
to raise equity supplants debt payments enable
capital from capital lower rents
investors

restricted rents is
uneconomic without
subsidies in the
private market

Typically, Housing Credit properties are financed with hard debt,
generally in the range of 10-30% of value
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Financing a Typical Housing Credit Property

88 unit property with 22 units at 40% of AMI, 34 units at 50% AMI and 32 units at 60% AMI

Withthe 9 Percent Floor Withoutthe 9 Percent Floor

Total Project Costs $16.8 million $16.8 million
Housing Credit Eligible Costs $13.8 million $13.8 million =
Housing Credit Rate 9% 7.47% €— 221;1;13;
Calculated Annual Housing Credits $1.24 million $1.03 million
Total Tax Credits for Syndication $12.4 million $10.3 million Market
Tax Credit Price per Credit Dollar $0.95 $0.95 €<— Determined
Housing Credit Equity $11.78 million Equity Price
Debt Based on 1.2 Debt Service Ratio™ $3.39 million $3.39 million

Derived from expected rental income from units
Secondary (Soft Loan) $1.63 million $1.63 million

Often funded by CDBG and HOME

Total Sources $16.8 million $14.8 million

17% less equity
available without the
*Debt Service Ratio is ratio of debt service to net operating income 9 percent floor
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Policy Risks that Make it More Difficult to Develop
Housing Credit Properties

Effect Per Property

Loss of 9 percent This provision has not effectively Uitk \_N°U|d_ re'duce el
- been used since 2013 Credit equity in the example
minimum floor : by $.2 million or 17%

Effect Nationally

40 year depreciation would reduce
Housing Credit equity in the
example by reducing the value of
depreciation losses by $0.26
million or 2.1%

Camp Tax Reform Act would
increase deprecation from 27.5 to
recovery period to 40 40 years. Baucus staff draft also

proposed increasing deprecation
Sl from 27.5 to 43 years.

Increase in depreciation

Effect Nationally

Camp Tax Reform Act would lower A 25% corporate tax rate would

Reduction in corporate el reduce Housing Credit equity in the
tax rate to 25% 25{‘" Admlnlsl:ratlon proposes example by reducing the value of
owering the corporate losses by $0.74 million
tax rate to 28%. o
or6.3%
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How an Affordable Housing Developer Might Deal with Less Housing Credit Equity

* The combination of the three policy changes would reduce Housing Credit equity in the example
by $2.9 million or about 24.3 percent.

* Somehow the developer must find a way to reconfigure the financing of the property to make it
feasible.

* Insome cases, depending on the location of the property and the policy of the state, it might be
possible for the development to utilize a basis boost.

» Butifthat option does not exist, developers will have to adjust in most cases either by increasing
rental income or obtaining more gap financing.
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How an Affordable Housing Developer Might Deal with Less Housing Credit Equity, cont’d

*  More Gap Financing

*  One option would be to find additional gap financing in the form of a soft loan. But gap financing is
becoming more scarce with cutbacks at the local, state and federal level, including serious budget
cuts in the HOME and CDBG programs (44% cut in HOME since FY 2011)

*  More Rental Income/Debt

*  The most feasible option would be to eliminate the more deeply income targeted units so that higher
rents can be charged to support more debt on the property.

e  Eliminating the 40% AMI and 50% AMI units, resulting in all units at 60% AMI, would increase rental
income to the property and therefore enable the debt to be increased by $1.5 million.

e But this solution would undermine an important objective and statutorily required preference of the
Housing Crediit program fo targeft units fo the lowest income families.

»  Even with the higher rents, the developer in this example would still need to find an additional $1.4 million
to develop the property. With this gap, the property is probably financially infeasible.
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Investor Returns in a Housing Credit Property

The amount of tax
benefits in a Housing
Credit property has no
connection to investor
rate of returns

If tax benefits (credits
and losses) are reduced
for a particular project,
the investor contributes

less equity to earn the

same market-determined
return

The market determines

investor returns through

competition on equity
pricing for each property

Today, the national
average price an
investor pays for each
tax credit dollarin a
housing credit property is
about $0.95

> Prices Vary Over Time and by Location

This market-driven price changes frequently: last
year's prices were closer to $0.90; in some
markets, prices are lower and in some, prices are
higher; in some cases well above $1.00 per credit.
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History of Housing Credit Pricing

These prices reflect market conditions, not the level of tax benefits in a property

1993: .
$1.00 Housing Credit 2006-2007: Fel?$.029%15.
made permanent. $0.92 :
$0.90 After permanence,
investors paid more
$0.80 per Housing Credit
dollar.
$0.70
$0.60
$0.50
$0.40
$0.30
$0.20
$0.10
$0.00
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Source: Novogradac & Company LLP “Housing Credit Pricing Trends”
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History of the Average Investor Yield

As credit pricing has risen, investor yield has gone down
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Source: Carlisle Tax Credit Advisors
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Why do Investors Pay So Much for $1 of Tax Credits?

Current national average
market price for Housing

Credits is approximately

$0.95 per credit dollar,

which investors claim 10
cents a year over 10 years.

Investors are willing to pay
so much for each Housing
Credit dollar because the
investment provides tax
benefits in the form of losses
on the investment in addition
to the Housing Credits.
Losses amount to
approximately 30% of the
tax benefits.

If tax reform reduces losses
by extending the
depreciation period for
residential real estate and
lowering the corporate tax
rate, investors will pay less
for each Housing Credit
dollar.

This will reduce the amount
of equity that is invested in a
Housing Credit property
forcing a change in
property financing.

The tax benefits in a Housing Credit property and the credit rate

have no effect on the prices investors pay.
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Developer Returns on a Housing Credit Property

In traditional market-

rate developments,

developers earn a return

through the annual cash

flow generated by the

property through rents and

by the appreciation of =2 Since Housing Credit properties
the property's value generate little or no cash flow or price

over the years. appreciation, Housing Credit developers
are compensated with a 4 States limit these fees, typically
which typically cover its costs and risks based on a percentage of project

costs, with lower percentages

To help cover capital shortfalls in for larger projects.
development, housing finance agencies

and investors often require developer
fees to be deferred over several years
and paid out of any cash flow.

Many states impose additional
limitations based on per unit
costs of development.
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The Role of Syndicators in Housing Credit Properties

$$ -

Syndicators make markets in
Housing Credits by aggregating
capital from institutional investors for
investment in properties that qualify
for Housing Credit. Syndicators play
a vital role in the capital formation
process by specializing in the
Housing Credit. Institutional investors
rely on this expertise to invest in these
projects and syndicators help
manage investors’ risks by providing
this knowledge and experience.

B

Syndicators often aggregate
investments in Housing Credit-eligible
properties to form large multi-investor

funds that invest in a diversified
portfolio of properties. This
encourages investments by creating
institutional quality, professionally
managed investment vehicles that
maximize funds available for project
development and create the greatest
efficiency to the government.

Syndicators also provide critically
important services to make sure that
the properties will perform as
expected. Syndicators monitor the
properties to assure continued
compliance with Housing Credit rules
during compliance period and
beyond.
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The Role of Syndicators in Housing Credit Properties

Tie

When unexpected issues arise
at a property (which occur
infrequently), syndicators will
take action, sometimes
involving taking over control,
and will often invest capital, in
addition to what was originally
committed, to resolve issues.
That is a major reason that
foreclosure rates are so low
and compliance with program
rules is so high in Housing
Credit properties.

a.

Housing Credit funds typically
include a fee structure, or “load”,
like the load associated with a

mutual fund. This load functions to:

pay third party costs associated with
the fund such as legal and due
diligence,

fund reserves used to cover any
unanticipated expense over the life
of the fund, and

compensate the syndicator for its
services and risk-taking, which
averages 2% - 5% of invested
capital, depending on the complexity
and risk associated with the
investment.

Syndicators maintain relationships
with affordable housing
developers who apply for and
receive Housing Credits from the
states. Syndicators often consult,
assist and sometimes finance
developers as they are preparing
affordable rental housing
properties for development.
Once development begins,
syndicators provide essential
equity capital in exchange for the
Housing Credits.
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