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TAX REFORM PROPOSAL—XIV

TUESDAY, JULY 16, 1985

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:30 a.m., in room 215,
Dirksen Senate Office Building, Hon. Bob Packwood (chairman)
presiding.

Present: Senators Packwood, Danforth, Chafee, Heinz, Wallop,
Symms, Grassley, Long, Bentsen, Matsunaga, Moynihan, Bradley,
and Mitchell. *

(The press release announcing the hearing follows:]

{Press Release, June 25, 1983)

-

Tax RerorM HEARINGS IN FINANCE COMMITTEE TO CONTINUE IN JULY

Examination of President Ronald Reagan’s tax reform proposal will continue in
July with a series of hearings before the Senate Committee on Finance, Chairman
Bob Packwood (R-Oregon), said today.

“We made a good start on the hearing portion of this long process toward over-
haul of the Internal Revrnue Code during June,” Senator Packwood said. “The
hearings we have scheduled for July will take us further toward our goal of having
a bill to the President by Christmas.”

The hearing announced today by Senator Packwood includes: On Tuesday, July
16, the committee will receive public testimony on the impact of the President’s pro-
posal on housing, real estate and rehabilitation.

The CuairmAN. The hearing will come to order, please. Today is
a continuation of the hearings on the President’s tax reform bill,
and the subject today is almost solely real estate. We have attempt-
ed to divide our hearings into different appropriate subjects. Need-
less to say, the issue of real estate is one of the more significant
and major issues in the bill because there are so many provisions
of the President’s suggested bill that touch upon real estate. So, we
will open today with a panel, and we will go in the order that you
- are on the panel list unless, between you, you have worked out a
different order. John Koelemij, the president of the National Asso-
ciation of Home Builders; J. McDonald Willianms, chairman of the
board of the National Realty Committee; William Moore of the Na-
tional Associgion of Realtors; Sheldon Cohen, senior partner at
Morgan, Lewis & Bockius in Washington; and Prof. Paul R,
McDaniel, professor of law at Boston College. And as you are all
aware, your statements in their entirety will be in the record, and
we would ask you to limit yourselves to 5 minutes so that we can
ask you as many questions as we choose to ask you. I believed we
are read to start, and we will start with Mr. Koclemij.

(0
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STATEMENT OF JOHN KOELEMIJ, PRESIDENT, NATIONAL -
ASSOCIATION OF HOME BUILDERS, WASHINGTON, DC

Mr. KoeLemu. Thank you, Mr. Chairman and members of the
committee. My name is John Koelemij, and it is an honor to
appear before you today as president of the National Association of
Home Builders, NAHB for short, representing more than 133,000
members. We appreciate the opportunity to present our views on
this far-reaching tax reform proposal. The President’s tax roposals
are 7 great concern to the membership of NAHB, and wilfincreas-
ingly become a concern of homeowners and renters alike when the
impacts of the proposal become known.

We agree that tax reform is needed to create fairness and to
assure that all taxpayers, both corporations and individuals, pa
their fair share of tax. However, we strongly believe that the fol-
lowing principles should-guide any major rewrite of the Nation’s
tax laws. First, tax reform should enhance economic growth, sav-
ings, and investment, not retard them. Secend, tax reform should
be revenue neutral, certainly not creating a revenue loss which
only adds to the Federal deficit. Third, tax reform should be fair
and not disproportionatel: affect one industry or a group of indi-
viduals at the expense of another. Anrd fourtii, tax reform should
not erode the national commitment to home ownership and. afford-
able rental housing.

As this committee proceeds with the task of rewriting the Tax
Code, we urge you to consider the fact that there has been a major
reduction in direct Federal housing spending over the past several
years, particularly for low- and moderate-income people and the el-
derly. This has left the Tax Code as the cornerstone of national
housing policy. The decisions you make on this proposal, to a great
extent, will affect the production of housing, the rents fpaid for
housing, and even the value of housing. On the question of timing,
we urge the committee and-the Congress to complete serious action
on the national deficit problem before consideration of tax reform.

NAHB is pleased that the proposals retain the mor age interest
deduction for principal residences, the capital gains deduction for
sales of ]principal residences, and the partial exclusion of gains for
home sellers who are at age 55 and older. There are four provisions
in the President’s proposals, however, that would adversely affect
single-family housing. There are nine provisions that a versely
affect multifamily housing. These provisions are listed in attach.
ment A of my summary statement. NAHB has conducted an eco-
nomic analysie of the potential effects of the President’s tax reform
proposals upon housing‘costs. Mr. Chairman, I ask that, in addition
to m)(ri written statement, this analysis be made part of the hearing
record.

The CnairMAN. That will be done.

Mr. Koeremis. Thank you. Our analysis shows that after-tax
homeownership costs will increase by 8 to 14 percent if all portions
of the President’s tax proposals are enacted. I"l)gwever, our primary
concern on the impact of the reform proposal as it relates to home-
ownership is the question of affordability for first-time home
buyers. Two aspects of the President’s pro 1—the repeal of reve-

nue bond financing and the curtailment of installment sales report-
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ing with regard to homcowner bonds, sometimes called builder
bonds—would fall most heavily upon the low and moderate income,
first-time buyers, the group most adversely affected by high inter-
est rates.

We also are very concerned with the provision that would limit
mortgage interest deductions other than for the primary residence.
In addition to setting a bad precedent, we believe that enactment
of such a provision would have a substantial adverse impact on the
economies of many communities throughout the United States.

In the case of multifamily housing, the immediate impact of the
enactment of the President's proposals would be a substantial
downturn in construction and a devaluation of existing rental prop-
erties, perhaps as much as 20 percent. This drop in construction re-
flects the fact that most new projects would no longer be economi-
cally feasible. NAHB estimates that for a typical, new convention-
ally financed project to be economically feasible, rents would have
to be from 21 to 28 percent higher under the President’s proposals.
The logs of IDB financing for moderate income projects would re-
quire even larger rent increases.

Such rent increases will not occur overnight, but new construc-
tion will drop instead. Then market forces will set in, and vacancy
rates will fall, and rents for existing apartments will start a steady
rise with increases of about 15 percent over and above inflation in
the next 5 years. This will begin to revive new rental construction,
although still at reduced levels.

In closing, Mr. Chairman, I would like to note that although
some have referred to those who have not fully embraced the Presi-
dent’s tax program as special interests, we believe that housing
more than a special interest. It is a national intereat and an impor-
tant national priority. Thank you very much. :

Tire CrairMAN. Mr. Koelemij, thank you. Don Williams? It is
good to have you with us.

[The prepared-written statement of Mr. Koelemij follows:]



STATEMENT OF
THE NATIONAL ASSCCIATION OF HOME BUILDERS
before the
COMMITTEE ON FINANCF
UNITED STATES SENATE
on
IMPACT OF THE PRESIDENT'S

TAX REFORM PROPOSALS ON HGUSING

July 16, 1985

Mr. Chairman and Members of the Committee:

My rame is John Koelemij and it is an honor to appear before
ycu today as President c: the National Agsociation of Heme Builders
(NAHB), representing more than 133,000 rembers. I am also a builder
of single family and multifamily homes and an owner of rertal pro-
perty in Tallahassee, Florida.

Mr. Chairman, 1 want to commend you for the lergthy hearings
you are holding on the President's tax reform proposals and 1
appreciate the opportunity to teatify. These bearings are neces-
8ary because if cowprehensive tax reform is to be enacted, Congress
firsc should explore all of the ramifications that such legislation
could have upon the economy.

We ayree that tax reform is needed tn create fairness and to
assure that all taxpayers, bdth corporate and individuals, pay
their fair share of tax. Based or surveys conducted for MAHB we

have found that there is broad support for th2 concept of tax



reform among the American public. However, in the same survey, we
found that there was a great deal of uncertainty and concern as to
the precise nature of tax reform. There are sote basic questions

that must be addressed:

O What wiil be the impact on economic growth and on savings and
ihvestment?

O _How can we best design a fair tax system? (One that will
not hurt the middle~income taxpayer who has already borne the
greatest tax burden in our society for many years.)

© What will be the budgetary irpact of tax reform?

O What will be the impact on the homeowner and renter?

I.  overview

The Federal Government long has been committed to encouraging
housing ard has used tax policy as a significant and conscious
instrurent of Federal policy to attain housing goals. The deduct-
ibility of mortgage interest has helped to make the U.S. a nation
of homeowners and affordable rental housing has been made possible
by tax incentives provided for individuals to invest in rental
housing. This tax policy has made possible increased rates of home-
osnership, a comfortable stardard of housing for most housenolds,
and a steady decline in the amount of substandard housing.

Affordable rental housing is an essential part of our social
policy today. Rental houeing must be available for those who are
unable financially or who do not desire to own their ovn home. As
I will explain, later, rental housing would not be an attractive

investment without tax incentives. Absent tax incentives, the



availability of rental housing would decline and the cost to rent-
ers would increase. -

Because of the effect of tax policy upon housing and housing
policy, tax revisions skould not be viewed in isolation from other
changes in housing policy and programs. Housing and urban develop-
ment programs already have been cut by over 50% since 1980. Now
they are being singled out further for deep reductions or elimi-
nation. According to NAHB estimates, housing's share of the pro-
posed budget reductions represents abcut $4 billion or 25% of the
cut in discretionary spending. Given the enormous reductions in
housing related programs since 1980, this is simply not fair or
responsive to the graving needs of lower income families and the
elderly. If these budget reductions are enacted, the HUD budget
w1ll drop from 5.3% of the total Federal budget in FY'80 to 0.7% in
FY'86. Given this reduction in direct spending for housing programs,
1t 18 clear that housing policy now has shifted to the tax writing
committees. ’

Tax policy is of major irportance to those who construct hous-
ing, to those who finance housing, and, thus, to cthose who reside
in housinad. We need a consistent tax policy that reaffirms our
national commitment to affordable, quality housing -- both for
homeownership and for rental housing. A consistent policy of
support for decent housing and homeownership has been a national
commitment for nmore than fifty years. This principle should con-
tinue to be a priority in any tax policy.

Enactment of the President's proposals would have a profound

effect upon inaividuals and businesses, particularly the houaing



sector, as well as on homebuyers, homeowners, and renters. 1In
fact, the President's proposals represent a fundamental change in
the philosophy and objectives of taxation affecting many areas of
the economy, and those effects must be weiglhed before proceeding
with comprehensive tax revision.

11. Tax Incentives and Housing Policy

Homeowners

Several important tax incentives have been established for
wner-occupied housing. These include the mortgage interest deduc-
tion, the daduction for real estate taxes, the daferral of capital
gains on the sale of a home, and the one-time exclusion for capital
gains of up to $125,000 on the sale of a pergonal residence for
individuals who are 55 or over.

Of all tax deductions allowed by present law, the mortgage
intaerest deduction, probably has the highest level of appeal to
middle-class Americans. Thease daductions make homeownership afford-
able for many Americans. For example, take a married couple with
two children and riling a joint return. Under current tax iaw, and
assuming a family income of $35,000 psr year, the mortgage interest
deduction helps this family afford a $74,000 home. Without the
mortgage interest deduction, the same fanily could afford only a
$59,000 home. With the medisn price of a new home in the $80,000
range, the importance of the mortgage interest deduction in per-
mitting osnership of a hrome is evident.

While the President's proposal does not tamper with the mort-
gage interest deduction for principal residences, it would deny th;

deduction for property taxes and would limit the amount of interest



that could be deducted with respect to mortgages on second homes.
As I will explain, later, elimination of the deduction for
property taxes would cause housing costs to increase. Mo;;over,
elimination of this deduction would mean that homeowners will be
taxed twice on the samz income, once by the State or local govern~
rment and again by the Federal Government.

For interest other than on mortgages on principal residences,
the President has proposed an annual limitation of $5,000 plus
net investment income. All inrterest other than that with respect
to owncr-occupied homes or businesses would be-under this cap.
Thue, the cap would apply to interest on vacation homes and auto-
mobile purchases, interest paid or incurred by limited partners,
and interest paid on other consumer loans (e.g., college education).
We are concerned with the impact that this cap could have on vaca-
tion comnunities. In addition, we are concerned that should
Congress enact a cap on interest deductions other than those~vith
reapect to mortgages on principal residences, it might not be
too long before the Administration or Congress sought to place a
cap on principal residences as well.

We als> wonder about the fairness of the proposed interest
limitation in that it would seem to discriminate in favor of the
wealthy. That is, an upper-income taxpayer could shelter his
investment income with interest deductions. However, a middle-or
lower-i1ncome taxpayer, who is likely to have the greatest need to
borrow, most likely will not have much investment income and will
be confronted with the cap when he or she considers borroving to

send a child to collece or to buy a new car. Wwhile a §$5,000
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interest cap may sound sufficient to cover most purchases, we
worder how meaningful that figure will be in 1995, when the
interest limitation is phased in fully. VYinally, we are con-
cerned that individuals will be encouraged to borrow against their
honmes in order to circumvent the limitation. Por many individuoll._
their homes represant the bulk of their savings. We vondo} whather
this erosion of equity should be encouraged.

In sumrary, we are pleased that the President's prorosal hae
retained the full deduction of interest payments on principal
residences, rollover of capital gains, and the exclusion for gains
of home sellers age 55 or older . However, as I will explain more
fully in my testimony, in the absence of interest rate declines,
the net effect of the proposal will be to increase the cost of home-
ovnexrship and reduce the value of existing homes.

First-time Homebuyers

Two major hcme mortgage innovations that have helped to address
the problem of affordability of homes are tax-exempt mortgage revenue
bonds and homeowner bonds (sometimes called *builder bonds”),

Approximately one wmillion low-and moderate-income Americans
have bought homes with help from 1he single~family mortgage revenue
bond program since the early 1970's. Mortgage ravanue bonﬁe make
housing more affordable Sy alloving State and local housing finance
agencies to convert tax-exempt funds borrowed at low interest rates
into mortgages that are typically 2 percentage points or more helcs
the conventional mortgage rate. '

Since 1980, loans funded by mortgage revenue bonds -have bsaen

restricted by FPederal law generally to first-time buyers of modestly-
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1
priced homes. In addition, these loans may be targeted to econom-
jcally-distressed areas, and moct State and local issuers imposa
income limits. A 1982 General Accounting Office study found that
72 percent of mortgage revenue bond mortgages went to houssholds
with incomes below $30,000 and that the average mortgage smount was
$48,000.

We are dismayed that the President has proposed repeal of
mortgage revenue bonds hecause they have been an effective means of
providing affordable financing to households who otherwise would be
unable to achieve homeownership due to continuing high interest
rates. In fact, homeownership among young families has been on the
decline for the last five years. Bince 1980, there has been a 5§
percent decline in homeownership for families with hsads of household

aged 30-35.

As I mentioned earlier, another home mortgage innovation that
has helped to address the affordability problem is homeowner bonds.
The interast on homeowner bonds is fully taxed; however. unlikxe a
traditionally-financed home sale in which the builder receives
cash at closing, under a homeowner bond progiam, the builder
receives a downpayment and takes back a mortgage. The builder then
receives regular principal and interest payments until the mortgage
is retired. Because the builder receives only a portion of the
purchase price each year, the builder's early year tax liability ie
substantially lower than for the traditioni11y~financed buildex:
however, the builder will pay greater taxes in later years. ;hi-

installment sale tax treatwment commonly is used by large corpora-
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tions in other industries with financing subsidiaries. The adapta-
tion of the installment sale tax treatment to the industry has sub-
stantial benefits both for homebujlders and homebuyers.

Homeowner bonds allow the builder to tap directly into the
national capital markets to provide homebuyer financing. The
builder uses a pool of mortgages or mortgage-backed securities to
collateralize the bond issue. The develcpment Gf homeowner bonds
has led institutional .nvestors to show an unprecedented willingness
to channel their capital into housing. 1In addition, because of the
builder's direct access to major credit markets and because of the
installment sale treatment on homes financed through the bonds,
builders can provide affordably priced and financed housing through
the use of homeowner bond financing. This is particularly important
in an age when thrift institutions are diversifying into areas other
than housing.

While homeowner bonds are not restricted specifically to moder-
ate income, first-time homebuyers, they have been used primarily by
large volume builders offering FHA and VA loans. Thus, they primar-
ily have benefited such buyers.

The President’s proposal to deny installment sales treatment to
builders wvho pledge mortgages as collateral for bonds would curtail
the developmant of builder financing and raise mortgage rates and
hone prices. Furthermore, we fael that the denial of irstallment
sale treatment where the obligation is used as collateral is inequi-
table, because highly liquid companies, whose superior access to
credit ;arketu precludes thes need to pledge receivables as collat-

eral, would still enjoy the installment sale tax advantage. Finally,
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we are concerned that the Treasury Department has not provided any
sound data regarding revenue loss that would justify this proposed
tax change. In fact, there is no tax loss, although there is tax
deferral. During 1984, the housing industry issued a total of $3.7
billion in homeowner bonds. Our preliminary data for 1984, indicates
a tax deferral for that jyear of under $100 million.

Rental Housinrg

Tax incentives attractidg investrent capital have been the
lifeblood of the rental housing market, which serves one third of
all American households, including the poor who cannot afford to
o’n their osn homes. Without tax incantives to encourage the
private sector to build rental housing, the Federal Government's
obligation to assist low-income Americans in obtaining houeing
would have to be far greater than it is today.

The taxaticn of investment in rental housing is complex.
Different provisions in the‘xnternel Revenue Code affect a variety
of participants in the development process: developers, builders,
and investors. The major tax provisions that have affected rental
housing ares

* The accelerated cost racovery system (ACRS depreciation).

® Rehabilitation tax credits.

® Capital gains exclusion.

' Forms of ownership that allor for "flow-through® taxation
as a way to attract capital.

* Exemption from the “at-risk” rules.

* 10-year amortization for construction period interast

and taxes.
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* Tax-exegpt industrial development bonds for multifamily
housing.
The President’'es proposal would affect investment in rental
pouaing by
* Reducing the depreciation allowance for rental structures to
about four percent per year, calculated on an indexed basis, and
lengthening the cost recovery period from 18 years to 28 years.
* Including construction period interest and taxes in depre~
ciable basis (instead of allowing 10-year amortization).
* Repealing favorable capital gain treatment for buildings
used i1n a trade or business.
* Treating limited partners’ interest as investment interest
(subject to a deduction cap of net investment income plus $5,000).
Testricting limited partners' deductions to cash invested
and anounts for which there is personal liabjlity (extension of
he at-risk rules to real estate activities).

* Eliminating industrial development bonds for multifamily
housing. \

® Eliminating 60-month amortization for 10#-i$come housing
rehabilitation expendiiurea.

° Eliminating rehabilitat‘on tax credits.
Fortherzore, we are concerned that the proposal repeals all special
incentives for invcstnent in low-income housing.

We believe that changes in the current tax rules saverely would

disadvantage investment in rental housing compared to other types
of investrment alternatives. The history of recent tax legislation

affecting residential structures has rteen a progressive diminution
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of the tax benefite asscciated with this type of investmenz. The
requirement that construction period interest and taxes be capital-
ized was enacted in 1976. That provision requires that construction
periocd interest and taxes either be added to the basis of property
or be Pmorcized over a 10-year period. Residential real estate
also asea not enjoy the advantage of the investment tax credit,
except in the case of rehabilitation of historic structures. 1In.
addition, the alternative minimum tax often affects capital gains
associated with real estate investments more than it affects invest-
ments in other types of assets, particularly corporate equities or
bonds. FPinally, the Deficit Reduction Act of 1984 (DEFRA) had a
significant impact upcn investments in real estate. Among the many
significant items in DEFRA affecting real estate investments were
pfovisiona that:

® Increased the recovery period for real property (other
than low-income housing) from 15 years to 18 ycars:

* Imposed immediate recapture of depreciation in installment
sales:

® Restricted isauance and use of industrial development bonds;

* Expanded the original issue discount rules to cover sales of
property;

*"Linited deductions of start-up costs for new vantures;

* Imposed higher test and {mputed interest rates on transactiors
involving deferred payment sale¢s of property;

* Expancded the rules relating to amortization of construction

period in‘ere¢st and taxas; and



16

* pliminated. tax-free exchanges of partnership intereats, and
tightened up generally in the area ol partnerships.

We believe that the ACRS recovery allovance for structures,
adopted in 1981, should not be reviased to reduce current depreci-
ation allowances.

From an investment point of view, rental hLousing often has
been urattractive. Intensive management is necessary both to
maintain rental housing and to assure a steady stream of income.
The cost of maintenance of rental property has increased consider-
ably in recent years. Furthermore, income generated from rental
proparty is lower than for other types of property.

Residential rents generally do not provide for CPI inflation
increases, and the income of residents can support only a certain
level of rent. Aecordinqu,»m&rkot rents generally do not create’
an income stream that is competitive with other types of invest-
ments. Hot;ov;r, rent controls in many jurisdictions have kept
rants at below market levels.

These are the reasons that residential housing must retain
current depreciation allwwances in order to Le competitive with
other types of investments. A reduction in present depreciation
alloWances, shortly following the DEFRA reduction, would drive
capital away from residentizl housing at a time when more, rather
than leass, capital is needed.

In 1981, NAHB supported ACRS depreciation because of its cer-
tainty and simplicity. However, it is a misconception to believe
that ACRS significantly increased depreciation deductions for new

residential construction. In fact, under the law prior to the 1981
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Tax Act, component depreciation plus ‘the ability to use the double
declining balance method of depreciation sometimes provided a more
advantageous depreciation situation for new housing than was the
situation after ACRS. Component deprecjation often provided larger
total depreciation deductions over the first six years than does
ACRS.

The President's tax reform proposals would substantially alter
depreciation allowances for rental property by repealing ACRS.
Buildings would be dapreciated over a 28-year poriod rather than
the 18-year period that currently applies to most buildings. The
depreciation allowance in the proposal would not be heavily concen-
trated in the initial years, because depreciation would be calcu-
lated on a 112 percent declining balance basis rather than on a 175
percent declining balance basis. Because there would be an infla-
tion adjustment, depreciation would be greater in the later years
than the early years, and could total more han the initial cost
over the 28-year life. However, it ie unclear what effect the
application of the at-risk rules to real estate will have upon
cost recovery. That is, even though depreciation deductions wvould
increase with time, if the at-risk rules are applied to real estate
activities, then an investor would have to continue putting in cash,
or othervwise increasing his at-risk basis, in order to claim those
deductions. Therefore, we are surprised that the President's pro-
posals do not index at-risk basis, as well as the property's basis.

Despite the inflation adjustment, the proposed depreciation
aschedule generally is less attractive for rental housing than cur-

rent law. Even if the property is held for 28 years, the present
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value of the propos:d depreciation schedule is laas than the value
of current ACRS depreciation at real rates of discount over 6 per-
cent, assuming 6 percent inflation. For more typical holding periods
of 8 to 10 years, the advantage of current law is greater. Also, at
lover rates of inflation, the advantage of current law is greater.

wWhile I have dvelled somewhat on depreciation, there are sev-
eral other aspects of the President's tax reform proposal that would
have an adverse impact on rental housing. Let me now highlight some
of these proposals.

Tax-exempt industrial development honds (IDBs) have been a
major source of financing for newly-constructed l_ow- and moderate-
{ncome rental housing. During 1984, IDB financing was used for
the majority of low- and moderate-incone rental housing units in
structures with five or more units. Tax-exempt IDBe can reduce the
interest rate on multifanmily mortgages by 200 basis points or more- ‘
making it possible for investors to build projects that otherwise
rmight not have been feasible and, thus, contributing to moderation
in rents. The elimination of IDB financing would rémve ‘he current
primary source for Eihancing new low-and modecate-income rental housing.

If there ars improvements tnat would better target the multi-
family IDB Program, we are prepared to work with the Compittea to
explore ways to reach that qgoal.

The proposal to eliminate the capital gains deduction for
depreciable property, if enacted, would remove a major attraction
of investment in real estate and would mean that investors would

have a highar price to pay when they dispose of an investment
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interest. No doubt, this would have an impact on the decision
of Hhetﬁor or not to invest in the first place. The impacts of
the proposed changee in capital gains and depreciation are closely
linked. Under present law, each dollar in tax savings from rapia
heprociation generally ‘s offset by less than a dollar in taxes
upon subsequent sale of the property, because of the faverable
treatment of capital gains. Under the President's proposals, how-
ever, es:h dollar in tax savings from depraziation woiild be offset
by more than 2 dollar in adaitional tax upon sala.

The President's proposal not only would cut back on incentives
for inveatment in residential rental property and eliminate tax-
exempt 1DB financing, but it also would place restrictions on
limited partnerships. Largely because of their flexibility, their
ability to accommodate large numbers of investors, limited liability,
and the "flow-through" of teax attributes from the partnership to
the inveator, limited partnerships have become the primary vehicle
for equity investment in rental propsrties. The President has
proprsed to restrict the ussfulness of limitod partnerships as an
investment vehicle in two waya. Present law limits the deductibile
ity of “investment interest," but interast incurred in a t£260 or
business, svea if the investor is not actively engaged in the w.hage~
ment of the wusiness, is fully deductiblu. This current deductidil-
ity of inturest is an important feature of investnents in real estate
linited partnerships. The President's ptépocal would treat interest
expenss from limited partnerships ac investrment interest and, further,
would limit the deduction of investment interest to $5,000 plus nst

investment income.
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In adaition. the President's proposal would extend the 'at-rxok'“
rules to real estate investments. Currently, lenders to real estate
activitiee generally look only to the value of the property securing
the loan in the case of default. That is, the limited partners gen-
erally have no personal liability with respect to ths borrowed funds,
except to the extent of their cash investment. This is another fea-
ture of present law that makes the limited partnership an attractive
vehicle for investments in real estate.

The extension of the at-risk rules to real estate would force
investors in real estate either to accept personal liability for
debts of the partnership or to face reduced tax benefits. The
application of the at-risk rules also would provide an incentive
for more rapid, uneconomic turnover of real estate investments.
While it is difficult to quantify the likely impact of these
restrictions on limited partnetahiﬁl, we are concerned that these
proposals could restrict severely the free flow of capital into
housing.

A primary concern for us with regard to the Preaident’'s tax
raform proposal is that it would elirminate &1l distinctions between
rental housing and other types of structures and batween low-income
rental housing 2nd rental housing iu general. Under pressnt law,
rental housing is subject to mora libsral recapture provisicns than
other structures. Low-incoma housing currently benefitns from more
rapid depreciation, favorablo recapture rules, expensing of con-
struction period interest and taxes, and S-year amortisation of
qualified rehabilitation expenses. Moreover, the elimination of
IDB financing for multifanily housing would have a dispropcrtionate

impact on low-and moderate-income rental housing. Thus, the adverse
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impact of the President's tax reform prspo-ala wculd be greater for

rentalAhousing than for office buildings, stores, and other commer-

cial structures: while the adverse impact on lov-income rental hous-
ing would be even greater.

One final point that I would like to address is the 20 called
“windfall" depreciation tax, which would apply to depreciation
taken from Janaary 1980 through June 1986. While this prcvision
would have little direct impact upon new investment in rental
housing, it could, by establishing a precedent for retroactively
eliminating tax benefits, have the effect of increasing the per-
ceived risk of such investment and, thus, raise required yields.
Furthermore, we are concerned with the equity of thie érovllion.
Many real estate investors chose specifically to depreciats build-
ings on a straight-line basis 80 that they would not have to recap-
ture depreciation at ordinary income rates. Since these inveotors
chose to claim less rapid depreciation in order to avoid the recap-
ture problem, we feel that it would be unfair to tax them now on
“excess depreciation™. Even those investors who elected rapid
depreciation for buildings expected recapture to be tho‘di!forlnce
between accelerated depreciation and straight-line depreciation
over a 15- or 18- year period, depending upon the year the property
was pldced in service, rather than the difference between acchlerated
depreciation and straight-line depreciation over a 35- or 40- ycar
period.

III. Economic Impacts
NAHB conducted a thorough analysi;.of the potential impacts of

the President's proposala on the cost of housing and housing activity.




21

A report summarizing the results of that analyois is being submitted
13 an appendix to our testimony. Let me summarize the results of
our studies,

Housing costs

Despite retention of the mortgage interest deduction, the tax
savings associated with homeownership would bae cut significantly
under the President's propoual;. This implies that housing costs
weuld be increased for most homeosners. Furthermore, many families
hoping to achieve homsownership would find that step made much more
difficult due to the proposed elimination of special programs tar-
geted to first-time buyers.

If all of the President's tax reform proposals were enacted,
there would be an increase in homeownership costs rangi&g from 8
percent to 14 peccent for most taxpayers. (First-time homebuyers
who otherwiese would have benefited from mortgage revenue bonds or
homeowner bonds will likely face a larger increase). This would be
comparadble to the increase created by a permanent shift upsard in

interest rates of 1.5 percent or a jurp in housing prices of

$10,000. Such an increase in homeownership costs could reduce the
valﬁe of many existing homes, and lead to a short-~term decline in
hcmeosnership.

Because of the proposed limitation on interest deductions,
the President's proposals significantly would increase the cost of
ovning a second home. In some cases, such as where a family tempo-
rarily osns two homes (e.q, bscause they have relocated and have
not yet sold their former residence}, the result simply may be a

significant increase in taxes. However, in the case of raesort
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prope:ty, the impacts could include a significant decline in
property values and the local economy.

Rental housing

The immediate impact of the President's tax reform p}oposalu
would be a decline in the volume of new construction activity and a
reduction in the value of existing properties. However, Jver time,
the effect would be declining housing quality and substantially
higher rents, Rent increases would be the greatest for loWw-income
units, and low-and moderate-income renters quickly would find that
rent inereases far cutweigh any tax savings they would enjoy as a
result of tax reform.

Taking into account only the proposed changes in tax ratas,
capital gains, depreciation, and amortization, the rents required
to provide an adequate return to investors in a typical new conven-
tionally-financed rental housing developmant would be about 21-28
percent above the rents required under current law, assuming no
change in interest rates or other costs. FPor low-and moderate-income
rental housing that is currently financed by tax-exempt Industrial
Development Bonds, the increase in required rents would be about
38-45 percent.

Actual increases in rente of that magnitude would not occur over
the short run. The impact would 1nsteea‘be a sharp decline of new
construction of multifamily rfental housing and a sharp drop in the
valus of exasting properties. Shortages of rental housing would
devslop, as the normal increase in dermand collided with minimal new

construction, condonminium conversions, and abandonments. Gradually,
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market rents would increase to the level necessary to attract new
construction. The primary burden of this painful adjustment procesas
would fall on lower income households, who would seec their housing
geteriotate and rents increase to a greater extent than higher income
renters.

Construction activity

The projected increase in hémecunerahlp cost 1is roughly
equivalent to a 1 1/2 percent increase in mortgage rates. Generally,
a 1% increase in mortgage rates will reduce single family starts by
about 100,000 units in a year. However, there are several important
differences between the proposed tax changss and a change in interest
rates. Thus, a reasonable estimate of the firat year reduction in
single family starts solely due to the change in after-tax homeowner-
ship cost would be 50,000 units.

Taking into account the bropoaala relating to mocrtgage revenue
bonds, homeowner bonds, ard interest deductions, we predict that in
the first year of implementation, single family housing starts
would decline by 95,000 units (about 9 percent from the level of
activity under present law).

We expect that multifamily housing starts will fall by a?out\
230,000 units below the level of construction that would occuf witﬁi
a continuation of present law. The sharpest declines would occur
among low-and moderate-income developments which have depended on f
I1DB financing. }

The impact of the decline in new conatruction due to implemen-
tation of the President's proposale would include a decline in en-

ployment of about 350,000 jobs in 1986.




Property Values

The proposed tax cﬁangon would reducs the values of existing
properties. For owner-occupied properties, market values would
have to decline by sbcut 10% in order to fully offset the reduced
tax benefits available for homeownership. However, actual declines
are likely to be substantially less, aznd would probably average about
5%.
. Por rental properties, the decline in values would be greater.

The extent of the decline would depend on investors' expectation of

"future rent increases. If investors do not anticipate a rent re-

Iv.

sponse, resale values of axisting properties could decline by as
much as 25%8. Such large price declines would be most likely in
areas subject to rent controls and among low income housing units
currently eligible for special tax benefits.

.becllneo in house values would have an adverso impact on the
waalth of homeowners, for whom housing equity typically represents
their principal asset. For savings and loan associations and other
mortgago lenders, private mortgage insurance companies, and the
mortgags insurance and deposit insurance funds maintained by the
federal government, a decline in property value could represent a
significant risk. Price declines would both increase the likelihood
of defaults on mortgages and reduce proceeds that would be available
from tdrec{o:uro sales.

Conclusion
NAHB has spent a substantial amount 6! time reviewing the

Prdsident's tax reform proposals and other proposals that have been

e e
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introducsad. We feel that as the Congreses considers tax reform, it
should keep in mind certain basic principles:

* Homeownership should be encouraged. Tax changes should not
increase the cost of homeownership, particularly for those who are
just entering the hcusing markét. Any changes to the tax law should
maintain existing property values and should notlrosulg in diminish-

“ing the value of homeownership -~ which often is a family's major
investment. Homeownership also is important for the community ba-

cause it provides for social and political stability.

* Incentives for capital investment, particularly for the
“construction and ownership of rental housing shculd be maintained.

Moreover, special consideraéion should be given to los-income
housing needs. Incentives directed toward capital formation for
rental housing, particularly ACRS depreciation allowances and the
use of partnerships as a means of capital accumulation for invest-
pent in rental housing should be maintained and strengthened.

* The tax system -ﬁould foster savings and capital formation.
Econcmic productivity and growth require private capital formation.
Thus, incentives to save and invest should remain an integral part
of the tax system.

* Refcrm should facilitate tax compliance with an eye tovards ’
fairness and deficit reduction. Reform for the sake of reform is @

not enough. While the current tax law may be far from perfect, for
many tnxpaye;a who use the atandard deduction, it is relatively
simple. FPurthermore, current tax law promotes desirable economic

and social goals.
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* Frequent changes in the tax 1as should be discouragad. Tax
changes create investment uncertainty. Thus, any futﬁra changee
should attempt to minimire potential market dislocations. 1t is
essential that there be certainty in order to allovw for long-range
planning.

Finally, Mr. Chairman, we wonder why the rush for tax reform?
Since 1981, three major pieces of tax legislation have been enacted.
The Economic Recovery Tax Act of 1981 provided much-needed tax
incentives in order to stimulate economic recovery. The Tax Equity
and Fiscal Responsibility Act of 1982 cut back somewhat on the
incentives provided Ly the 1981 Tax Act in order to help reduce the
Pederal deficit. Then, in 1984, the Deficit Reduction Act further
cut back these incentives. The 1984 Tax Act wjill amount to an
approximately $8 billion tax increase for housing and the real
estate industry through 1987. While we generally support efforts
to reduce the deficit, we wonder how much more of the burden real
estate and the housing industry will be asked to shoulder.

If there is a general consensus that the tax code must be
reformed, we feal that Congress should proceed in an 6rder1y
fashion. Tax incentives that have served useful purposes -hpuld
not be lightly discarded. Rather, they should be studied thoroughly
to determine whether or not they are still desirable or are in need
of modification. We at the NAHB are willing to work with the
Congress to develop a scund tax policy. Again, I thank you for the
opporcunity to testify and now will be glad to answer any qﬁoutionl

you may hava.
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STATEMENT OF J. McDONALD WILLIAMS, CHAIRMAN OF THE
BOARD, NATIONAL REALTY COMMITTEE, DALLAS, TX

Mr. WiLLiAMS. Thank you, Mr. Chairman. I appeciate the chance
to appear before the committee. As a general predicate, I would
like to emphasize the importance of the real estate industry to our
economy as a whole in this country because, as we begin to consid-
er changes in it, I think we have to consider the second, third,
fourth order ri{)ple effect that the changes in the tax laws will
have as they relate to the productivity of our country. It has been
estimated that more than 10 percent of the economic activity of
this country is in the real estate development business. More than
10 million people are directly employed in the business, that is, in
development business and in the construction subcontractor trades
and in the finance business for real estate. And that doesn’t count
the people indirectly employed, whether it is from the steel compa-
nics that manufacture steel for buildings or the timber business, or
whether it is the applicance factories in Louisville, KY that make
appliances for homes.

e are talking about a huge industry with profound economic ef-
fects, 1 think, on our whole country. And it is our judgment that
this bill—the administration’s bill--would sharply reduce the level
of new construction in this country for some period to come; and
second, and perhaps even less importantly, it would reduce the
values of current real estate, at least until such time as rental
levels could rise. Rental rates are not going to rise soon because of
the serious overbuilding Problem we have in this country at the
moment, which if I may, : would like to come back and s to. 1
think it is a fair statement to say that this administration’s tax bill
has a fundamentally anti-real estate bias to it, and that theme per-
vades the bill. Somehow there is the idea that real estate is not a
productive asset and ought not to be encouraged. Our tax laws
ought not to encourage these so-called nonproductive assets. And
yet, if you have an office building, is the office building less impor-
tant to the conduct of the business there than, say, the computers
or the furniture or whatever else? )

If you are a shopkeeper, is your shop less important to you than
your fixtures or your racks or whatever for your goods? If you are
a warehouseman, is the warehouse less important to you t| the
heisters or the racks? I think there is somehow the notion that real
estate isn'v a productive asset, and that is an erroneous notion. _
Second, I think there has been the idea that real estate has been
too tax favored; and yet, when you compare it with other. capital
assets, such as etiuipment and machinery, you find that it is less
tax favored in relation to other capital wssets. Now, again,-it is a
different question, of course, to compare it to other forms such as
financial instruments. Third, somehow there is the idea that the
tax laws are what are responsible for the overbuilding in this coun-
try and that that is a problem the idea that real estate is not eco-
nomic business. The overbuilding in this country is due to a lot of
different factors, and is rtlfr due to the tax laws. admittedly; but
. more importantly, I thlg&, t is due to the deregulation of the
- thrifts. When Zgou see the thrifts go from a negative inflow of cap-
- ital of|, say, $20 billion 1980-81, post Gain and St Germain, to plus
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$60 billion last year, from being in third place in terms of financ-
ing real estate, the S&L'’s are now in first place, I think it is a fair
statement that most of the overbuilding in this country is due to
the proﬂifate lending practices of the thrifts and not the tax laws.
Admittedly, some is due to the tax laws. But what the Congress did
in 1984 in taking the deep shelter aspects out of real estate invest-
ment, such as doing awdy with deductibilitg accrued interest and
so forth, I think did away with the shelter abuses in the real estate
area. To some extent, this bill is taking this problem of the past
and trying to throw out the baby with the bathwater in overhaul-
ing the whole tax laws. In Houston, TX, for example, today the
overbuilding problem is not mainly due to the tax laws and frankly
not mainly due to the thrifts, but it is due to the downturn of the
energ‘y business. So, I think real estate is getting to be the scape-
oat for some things really aren’t quite fair to charge them with.
o illustrate my thesis that this bill really is anti-real estate: One,
it denies lon%tﬁrm caf)ital gain treatment to depreciable real
estate. Why? Why should a person be able to sell stock at a 17.5-
rcent tax but sell depreciable real estate at a 35-percent tax?
nd, the elimination of the at-risk exception. Real estate histori-
cally has been financed with nonrecourse debt. It is the way it has
been done. Treasury’s own statements indicate they don’t raise a
lot of revenue by eliminating at risk. You are going to have peofple
go out of the business and others restructure this aiproach to fin-
ancings, Why? What is the reason for this? Third, this retroactive
depreciation tax that requires us to 4go back and redo all the depre-
ciation we have taken for the last 4 or 5 years and pay a penalty
tax on the depreciation taken, which was required by the law—not
optional, but required by the law in 1981. And by the way, many of
us ia our industry didn’t ask for 15-year depreciation, as you all
may recall. We sought longer depreciation, but this is what we got.
Now, we are going to be taxed retroactively on that. Fourth, this
addition to the alternative minimum tax, requiring us to keep two
sets of books on ever;y project we build in the future: One asg if
Treasury had passed for depreciation, and then two, whatever the
new law is—so I think there is fundamentally an anti-real estate
bias and frankly an antidebt financing bias, too. Witness the limits
on deductibility of interest and eliminating the at-risk exception, as
I have mentioned before. In conclusion, if I may, sir, I want to say
that real estate is primarily a business of small, local people. There
are a few large national developers, but it is basically a local and
regional business, highly enttx;‘elpreneurial, very aggressive, very
competitive. These fundamental changes in the tax laws would
make us more like England, in my judgment, where they don’t
have depreciation and you have an anti-real estate atmoshphere
over there. You have very high rents, very low productivity, very
ugly buildings; and.I think fundamental changes in the tax laws
here result in require that kind of a situation as well. Thank you,
ii;, ({or?the time. Have you ever seen an attractive building in
ndon
The CHAIRMAN. I never did like Westminister, (Laughter.]
Mr. WiLrLiams. OK. Excuse me. Built in the 20th century.
The CHAIRMAN. Thank you. Mr. Moore? )
(The prepared written statement of Mr. Williams follows:)
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. July 16, 1985

NATIONAL REALTY COMMITTEE
Satenent

on

1983 Tax Reform

This statement presents the views of the National
Realty Committee ("NRC"”) on the provislons of the President's
proposals for tax reform which are of greatea: interest to
NRC members. The NRC is a non-profit business league which
represents a significant and diverse cross—-ssction of the
real estate industry and which is concerned with the overall

- health and growth of that industry. NRC members include
owners, developers aﬁd operators of all types of real estate
throughout the United States.

NRC belleves that tax reform should result in a tax
system with less complexity, especially for individual tax-
payers; lower rates commensurate with a neutral revenue
impact; and greater fairness, imposing similar tax burdens on
similarly situated taxpayers and providing a "ievel playing
£ield"” for business and industry.

NRC recognizes that a "lavel playing field"
requires the elimination of special tax provisions bene-
gitting one group of taxpayers while disadvantaging all
others. A level playing field can be achieved‘only if all
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business and industries are subject to a fair determination
of their taxable income and pay taxes at comparable rates.

Clearly, the present tax system is far from a level
playinq tield ard the changes necessary to reach such a goal
would be substantial and have sweeping tepercusaionﬁ. If the
goal of a level piﬁylng field is adopted, significant changes
would be necessary in the present tax treatment of many
Lnduagtles. Such changes should be undertaken in a program
which avoids abrupt shifts likely to cause severe economic
dislocations injurious to all parties with an interest in, or
dependent on, the affected business or industry. Thus, NRC
recommends that all significant tax changes include
prospective effective dates, grandfather rules and
transitional implementation, as appropriate.

Among the siubstantive changes“recommended by the
President, there are six of primary concern to NRC. These
are proposed changes with respect to (1) capital gains, (2)
the recapture of excess depreciation, (3) limitations on tﬁ;
deductibility of investment interest, (4) depreciation,

(5) the at-risk rule, and (6) the alternative minimum tax.
Each of these six proposals, as well as their cumulative

effect on real estate, is discussed below.
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1. cCapital Gains

The President's proposals would retain profaerential
tax rates (a maximum of 17-1/2 percent for individuals and 28
percaent for corporations) for net long-teth capital gains,
but would make depreciable property used in a taxpayer's
trade or business ineligible for capital gain treatment,
Under present Code section 1231, gain on depreciable trade or
business property held more than sig months is treaced as
capital gain. Loss on such property ls ordinary loss, re-
gardless of its holding period. Under the Pregident's pré;
posals, all depreciable property used in the taxpayer's trade
or suainess and placed in service on or after JanuaryAl,
1986, would give rise to ordinary income or loss upon its
sale or other disposition. However, the basis of such depre~-
ciable trade o business property would be indexed for infla-
tion under the proposed Capital Cost Recovery System
{"CCR8"), both for purposes of computing gain or loss on sale.
as well as for computing depreciation deductions.

CCRS would assign depreciable assets into six
classes having recovery periods from 4 to 28 years (with
real estate assigned a 28-year period) and would adjust the
depreciable basis of such assets for inflation, No inflation
adjustment would be made in an asset's first year. Baginning
with an asget's second year, inflation adjustments would be

allowed annually. Thus, at the end of an asset's sacond and
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subsequent years, its unrecovered basis (i.e., its basis as
adjusted for the prior year's depreciation) wculd be adjusted
for the current year's }nflation and then would be subject to
depreciation at the applicable CCRS rate for the asset's
classification and year.

Land used in a trade or business would coatinue to
be treated as section 1231 property with net section 1231
gains treated as long-term capital gains and net section 1231
losses treated as ordinary losses. However, the Adeinistra-
tion's "Analysis" of its proposed capital gains changes indi-
cates that Treasury is considering reclassifying land used in
a trade or business as indexed ordinary income property eli-
gible for inflation indexing on Ehe 3ame basis as depreciable
property.

Beginning in 1991, individual taxpayers could elect
to index the basis of their capital assets for inflation
occurring after January 1: 1991. The election would be
allowvad in lieu of the preferential tax rates for capital
gains and would apply to all capital assets disposed of by
the individual for the taxable year. Current law limitations
on the deductibility of capital losses would continue to
apply to indexed capital losses. "

The treatment of depreciable property not used in
connection with the taxpayer's trade or businass (i.e.,

investment property) under the President's proposals is not
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entirely clear. The description of the President's proposals
relating to depreciation treats the basis of all depreciable
property as being subject to indexing for inflation. This
allowance of depreciation on an indexed basis appears incon-
sistent with treatment of any depreciable property as eligi-
ble for the preferential long-term capital gain tax rate.
However, the description of the President's proposals
relating to capital gains suggests that depreciable property
held for investment, as opposed to use in connection with the
taxpayer's trade or business, would continue to qualify as a
capital asset, giving rise to non-indexed gain or loss on
disposition and eligible for the preferential capital gain
rates.

tand held for investment, as opposed to use in the
taxpayer's trade or business, also appears to continue to be
treated as a2 capital asset giving rise to capital gaia or
loss and not subject to indexing.

(a) Increaged Complexity

For purposes of characterizing gain or loss upon a
voluntary sale or other disposition, present law generally
divides real property into three classificaticns: (1)
ordinary income or lose property, geneially dealer property
or inventory; (2) capltal assets; and (3) section 1231
property, (real property held for more than six months and

used in a trade or business). Property may be oligible for
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the allowance for depreciation regardless of whethes it is
category (2) or category (3) property.‘

The President's proposal would create addiilonal
clagsifications for real property for purposes of character-
izing gain or loss, an@ would provide inflation-indexing for
gome categories. Under the President's proposals, the class-
ifications for real property apparently would be

(1) dealer property or inventory giving rise to
ordinary income or loss;

(2) capital assets on whiéh gain or loss would be
treated as capital gain or lo;s;

(3) capital assets with respect to which, at the
taxpayer's election, gain (after 1991) would be inflation-
indexed in lieu of being taxed at preferential rates, while
iosses would be limited under rules similar to present
capital losc rules;

(4) depreciable property used in a trade or busi-
ness giving rise to ordinary income or loss;

{5) depreciable investment property, eligible for
preferential capital gains treatment and perhaps the election
to index post-1991 Eain;

(6) land used in a trade or business, which might
be allowed indexation with ordinary income or loss upon

disposition; and
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(7) land not used in a trade or business giving
rise to capital gain or lecss and perhaps the election to
index post-1991 gain.

This increase in the number of poesible ¢lassifica-
tions for real proparty would require additional fact and
legal determinations.and economic choices by taxpayers,
thereby complicating their compliance with the tax law and
their legitimate calculation of the tax advantages or detri-
ments in situations where elections would be available,

{b) BRaversal of Long-atanding Sectjon 1231 Policy

For the greatest number of individual real property
owners, the elimination of capital gains treatment for
section 1231 property would be considered the most detri-
mental tax change among the President's proposals, resulting
in the greatest adverse wconomic impact.

Capital gain treatment for gains from the ¢2le¢ of
depreciable property has been a long-standing tax policy.

The General Explanation of the President's proposals claims
that ”(h]isto:iéally, the availability of capital gain treat-
ment for gains from sales of depreciable assets stems from
the implementation of excess profits taxes during World War
I1." The statement raveals a short-term historical view. In
faot, gains from the sale of depreciable assets consistently
hava been taxed in the same manner as capital assets at

prefferential capital gains rates for 62 years, since the
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introduction of preferential rates for capital galas {n the
Revenue Act of 1922 until the present day, except for a 4-
year period between 1938 and 1942, -
In the Ravenue Act of 1938, the Congress, concerned
with the capital loss treatment of huge losses on
Depression-era sales of Gepreciable property, excluded
depreclable assets used in a taxpayer's trade or business
£rom the then~existing definition of “capital asset” to allow
ordinaéy logaitxeatment fcer such proparty. By 1942, the
Congress bscame concernad about the admiﬁistrative difficul-~
ties of properly allocating price and basis batwaen two
different classes of property when ocapital asset treatment
was provided for land but not for buildings. The House
version of the Revenue Act of 1912 addressed this problem by
reinstituting capital asset treatment for sales of buildings
as well as sales of land. Tne Senate version, which became
the law, substituted Segtion 1231 treatment (net long~tarm
capital gain and net ordinary loss) for the Houss approach,
If the President's recommendations on capital
gains are enactad in their proposed form, taxpayers ané the
Internal Revenue Service would be faced with the same diffi-
cultles in a greater variety of cizcumatances ariging out of
allocations of purchase price between land, buildings, prop-
arty used i{n the taipaycr'l trade or business and property
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held for investment as .ipelled the Congress in 1942 to
repeal its brief experiment with such an approach.

(c) Discrimipation Against Depreciable Property

Selective elimination of the capital gains distinc-
tion, as proposed by the President, discriminates among
vatioué investment assets in an unfair and uneconomic manner,
creating a "slanted playing field." Unlike machinery and
e¢quipment used in a business, business-use rental real estate
competes with stocks and other financial assets for the
investor's dollar. Clearly, indexing represents a substan-
g;al advance iq the measureient of real income appropriately
' subject to t?xation. However, the existence of inflation is
not‘the sole justification for the preferential capital gains
_rates. Indexing basis for inflation does not therefore
eliminate all the reasons for maintaining such a preferential
rate and does not adequately "compensate" owners ofAdepre-
ciable real property for loss of capital asset treatment.

In addition to ameliorating the effects of infla-
tion, preferential capital gains rates constitute an incen-
tive to promote savings and investment, smooth out the
bunching effect resulting from imposing a progresnsive rate
‘structurs on gains accrued over a period of time but realized
in a single year,ugnd, most importantly, reduce the so-called
*lock=-in" ecté¢§gaﬁich results from the practical reality

that most capl&éiigains are darived from discretionary trans-
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actiona. Imposing inordinately high tax rates on discretion-
ary transactions would result in aubstantially fewer such
transactions, with a concomitant loss of government tax
revenue and a less efficient market allocation of capjtal.
Under the President's proposals, the maximum tax rate on
disposition of depreciable assets would 1ncreage 75 percent,
from the maximum 20-percent rate provided by present law to a
35-percent rate, only partially relieved by indexing.

. The discrimination between capital assets and de-
preciable property under the President's proposals would be
exacerbated by the election allowing individual taxpayers to
choose to index the bases of capital assets for inflation
atter.danuary 1, 1991, in lieu of having their gains taxed
at preferential capital gain rates. Investors in stock and
financial assets would therefore enjoy an annual choice which
would be denied to most investors ln_;gptal real property.
Fairness dictates the creation of some similar election for
re&l estate investors.

Finally, the Generai Explanation ofithe President's
proposals contends that capital gain treatment is unnecessary
as an incentive for investment in depreciable property, be-
‘cause such an incentive would be provided through the pro-
posed CCRS depreciation allowances., Whatever the merits of
this argument way be in connection with personal property,

there is no empirical evidence to suggbat that & composite
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28~year recovery period for buildings and structures repre-
sents an “"incentive." On the contrary, studies undertaken
for NRC ‘indicate that the 40~ to 63-year perlods alleged by
Treasury to represent "real" or "economic" depreciation are
grossly excessive, and substantially shorter periods would
result in more accurate real or economic depreciation. See
Mills ‘and Rosen, Analysis: Real Estate Depreciation and the
President's Tax Proposal (Princeton University, June 1985),
earlier version reprinted in Tax Notes, Vol. 27, No. 3 at 319
(April is, 1985). Copy attached as Exhibit A.
2. Windfall Tax op Excess Depreclation

The President's tax reform proposals include.a
three-year windfall recapture tax on a taxpayer's "“excess
depreciation” deductions for the six and one-half year period
between January 1, 1980 and July 1, 1986. This novel recap-
ture tax would apply even though a taxpayer does not dispose
of, but instead continues to hold, the ACRS recovery property
for which the excess depreciation deductions were claimed.
The proposal would tax the cumuiative excess of deducted
depreciation during the six and one-half year period, whether
claimed on an accelerated or straight-line basis, over the
earnings and profits (“E&P") calculation of depreciation for
the\petiod by including 12 percent of such excess in the
taxpayer's income in the 1986 taxable year, 12'percent in
1987 and 16 percent in 1988. (In the case of real estate,
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EsP depreciation is determined on a straight-line basis over
35 years for 1S-year property and over 40 years for 18-year
property.)

R Taxpayers whogse totai depreciation deductions
between January 1, 1980, and December 31, 1985, are less than
$400,000 would be exempted from this rule. For taxpayers
subject to the rule, their first $300,000 of such excess
depreciation would be excepted from inclusion in income. The
$400,000 threshold and $300,000 exemption would be adjusted
for any taxpayer in existence for only part of the 1980-85
period.

The rule would apply to all property placed in
service on or after January 1, 1980, and before Janua;y 1,
1986, for which depreciation or amortization deductions were
allowible under the applicable law.

According to the General Explanation of the Presi-
dent's proposal, this windfall tax proposal is intended to
recapture for the Treasury a benefit which taxpayeis who
claimed ACRS depreciation between January 1, 1980 and July 1,
1986 would not have expected but allegedly would derive if
the President's proposed rate reductions are enacted. The
General Explanation states that this windfall would benefit
such taxpayers in 1986 and later years because their income,
including the tax liability which the Treasury considers them

to have deferred by claiming such depreciation, would be
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taxed then at the substantially lower rates of the Presi-
dent's proposal instead of the expectéd higher rates sched-
uled under present law., The President's proposal would
reQuce the top rates from 50 percent to 35 percent for
individuals and from 46 percent to 33 percent for corpora-
tions.*

The Treasury views ACRS depreciation deductions as
" creating in effect deferred tax liabilities wk'ch become due
in the iater years of a property's depreciable life after the
depreciable property passes ilts crossover point, that is,
when annual depreciation deductions for the property are no
longer accelerated but instead are lower than the deduction
which would be allowable in the later year had a longer
recovery period bean followed. At that time, the deferred
tax liabllity, reprasented by the tax imposed on a taxpayer's
higher taxable income, would be determined at the generally
applicable tax rates.

The Treasury contends that taxpayers beginning to
depreciate property after January 1, 1980 and before January
1, 1986, would have anticipated that the‘dgferred tax liabil-
ity created by their ACRS depreciation deductions would be

* The top marginal rate for individuals for taxable years
beginning in 1980 and 1981 was 70 percent; it was reduced to
30 percent for taxable Xoars beginning after 1981. For cor-
porations, the top marginal rate for 1980 and 1981 taxable
years was 48 percent; it was reduced to 46 percent for tax-
able ysars beginning after 1981.
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taxed in later years after the property's crossover point at
the high marginal rates then expected to continue in effect
and not at the significantly lower rates recommended in the
President's proposal., If lower rates are enacted but no
adjustment is made to the rates used in determining the
amount of such deferred tax liabilitles, taxpayers who
claimed ACRS depreciation deductions between 1980 and 1986
allegedly would enjoy an unexpected windfall in the substan-
tial reduction of such "deferred tax liabilities™ by applica-
tion of the lower, "reform" rates. The special windfall or
recapture tax is intended to prevent such a windfall (as well
as raise needed revenues). A

(a) Qver-simplification Creates Gxogs Inequity

The windfall tax on excess depreciation would
impose a grossly unfalr tax on real estate, which in pressnt
value terms, would be almost three times greater than the
liability which would be created if the exact amount of the
purported windfall were recaptured in thé‘!uture years in
which it allegedly would arise. To measure accurately the
amount of the rate reduction windfall, each taxpayer would
have to determine the crossover point for each asset
previcusly depreciated under ACRS, and compute his deferred
tax liability for each year in which it arises.  His windfall
would be the difference between the tax on the deferred tax

l1iability at- the originally anticipated higher rate for each
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year of the asset's remalning depraciable life and the tax
imposed under the proposed reduced rates. Such accurate
measurene;£l vould require affected taxpayérs to make complex
calculations for many years into the future.

In the intereat of simplicity, the President's
proposal attempts to create rough justice by using E¢P depre-
clation as a subatitute for economic depreciation in measur-
ing the excess depreciation deducted. Instead of requiring
that each property's crossover point be determined and 1npoa¥
1n§ the windfall tax in each of the subsequent years, excess
depreciation from 1980 until July 1, 1986, would be recap=-
tured and taxed over three ysars by including a percentage of
it in income in each of the three years. For short-lived
asgets subject to the windfall tax, the additional Yracap-
ture" income for 1986, 1987 and 1988 probably would result in
net tax liabilities fairly olose in amount and timing to
those which would have been imposed when the "expected*
deferved tax liability created by ACRS depreciation became
due upder the aurrent regime.

However, not avery asset initially depreciated
under ACRS and still subject to depreciation after 1985 in
the post-reform period would be accorded such "fair" treat-
ment under the President's proposal. Assets placed in ser-
vice priocr to 1980 would be exempt from the windfall tax even
ltydeprcciatod on an accelerated basis. Such pre-1980 prop-
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erty would enjoy the unanticipated windfall benefit of lower
deferred tax llabilities because the liabilities would be
determined at the new lower rates Qithout any windfall
adjustment. On the other hand, many t;xpayers owning long-
lived property, especially real estate, subject to ihe wind-~
fall recapture tax in 1986, 1987 and 1988, would owe large
additional tax liabilities for those three years, even if the
properties' crossover points are still far in the future and
their originally “expected" deferred tax liabilities ;ould
not have begun until years later.

If the present value of the three-year windfall tax
on excess depreciation on real property is compared to the
present value of the alleged windfall benefit of lower ordi-
nary rates on the property owners' theoretical deferred tax
liabilities to be received many years later, the real eco-
nomic cost of this tax to most owners would far exceed their
"unexpected” future windfall benefits. In present value
terms, ‘the windfall tax with respect to a $l-million invest-
ment in 15-year real property placed in service in 1981 and
depreciated on the straight-line method would be almost three
times greater than the liability which would be imposed if 4
the exact reduction in the owner's "expected" liabilitlies
were recaptured in each ob the future years when the windfall

would cccur. See Stretch and Sunley, "Recapture of Exceas
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Depreciation; What are the Issues?" Tax Notes, Vol. 27, No.
13 at 1501 (June 24, 198S5). )

Moreover, if the windfall tax is intended to recap-
ture "unexpected" and "unanticipated” ‘tax benefits, its
appllcation'to real estate i3 based on a serious misunder-
standing of most real property owners' actual expectationé.
Most owners of real property subject to the tax never
expacted to realize income from such property which would be
taxable at 50-percent marginal rates. They instead antici-
pated that upon disposition of such property a maximum 20-
percent tax would be imposed on any gain. Thus, the proposed
rate raduction would produce no signitlcant'windtali when
property is disposed of at the new 17-1/2 percent czpital
galns‘}ate.

If the proposed windfall tax is to be defensible in
equitable and economic terms, real property (and other long-
lived depreciable assets) either should be excepted entirely
from it or should be subject to rates far below the 12 and )4
pircent rates recommended. Unless real estate is excepted or
is provided much lower windfall tax rates, the tax on excess
depreciatloﬁ cannot be characterized as a measure to recoup
unintended windfall benefits but must be acknowledged for

what: it is, a discriminatory tax designed to raise revenue.
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(b) HWindfall Tax Discriminatory

‘The windfall tax recapturing the "unexpected" bene-
£it of rate relief on one typs of property, that is, ACRS
recovery property, would disfavor such property, especially
real eatate and other long-lived depreciable assets, while
allowing owners of other types of property, for example,
fixed-income debt obligations, land and royalties, acquired
in the same high-rate era, to enjoy the full (and equally
unexpected) benefit qt the nev lower rates. Moreover, the
President proposes to recapture only the depreciation wind-
fall attributable to rate reduction and would ignore the
windfalls with respect to deferred taxes attributable to
daferred compensation plans, retirement benefits, individual
retirement accounts (*IRA's”), completed contract accounting,
installment sales reporting, rapid amortizatiqn and other
provisions. h

In addition, the windfall recapture tax would have

varying effecto on different buasinesses and industries. _For
example, industries which have experienced losses in years
orior to the‘proposal's 1986 effective date would be able to
eliminate any liabilities for the windfall recapture tax by
offsetting their liability for it with net operating loss
carryforwarde, COnvq;sely, businesses which have paid high

tax liabilities would be heavily burdened by this proposal.
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(c) Unprecedented Retroactivity

The argument that the Treasury should be entitled
to recapture "unexpected" windfalls to be received by tax-
payers with respect to ACRS recovery property {f the Presi-
dent's proposal is enacted is unprecedented and dangerous.

It generalizes without foundation about taxpayers' intentions
and expectations. It would freeze or "lcgk-in“ a taxpayer's
treatment nnder the tax law as of the date of the taxpayer's
action or investment, while'imposing no such stricture on the
government. It has not been customary for tax legislation
changing general tax rules to grandfather under prior rules
subgeéquent income derived from earlier inveétments. For
example, when accelerated depreciation was made a minimum tai
preference, the change was not limited to depreciztion with
respect to property placed in service after the new piefer-
ence itam's effective date.

The President's proposal for a windfall tax on
excess depreciation would constitute a radical departure from
long-standing tax policy. It would prove conplex and dis-
criminatory. For the real estate industry in particular, it
would create unfair, significant economic distortions and
difficulties.

3. Limitation on Interest Dedyctions
The President proposes to tighten the present law

limitations on the deductibility of investment interest by
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expanding the scope of the limitation to encompass all
intarezt cther than certain business interest claimed as an
itemized deduction (except interest on a mortgage on the
taxpayer's principal residence), including interest on
consumer loans, a passive shareholder-taxpayer's share of
interest expense of an S courporation and a limited partner's
distributive share of all of the limited partnership's
interest. Interest on indebtedness for business rental
property also used for personal putposes would be treated as
business interest not subject to the limitation only in the
proportion that the number of days such property is rented at
fair rental bears to the number of days in the taxable year.-

The proposed rule would deny a taxpayer's consumer,
investment, and certain business interest deductions (other
than mortgage interest with respect to the taxpayer's princi-
pal reslden;e) to the extent that they exceed the sum of ().)
the taxpayer's passive investment income and (2) $5,000.
Disallowed interest deductions could be carried forward and
deducted in the succeeding taxable year, subject to the
limitation for that year. However, no carryover is allowed
to the extent the disallowed interest for a taxable year
exceeds overall taxable income for that year.

*pagsive investment income" would include divi-
dends, interest and income from limited partnership interests

and with respect to shareholdings of a passive vhareholder in
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an S8 corporation. Excluded ftoé passive investment income
would be business income from general partnership interests,
sole proprietorships and 8 corporations managed by the tax-"
payer.

"Net invegstment income” would be determined by

deducting certain "investmant expenses™ from passive invest-

ment income. Expenses deductible for this purpose include
trade or business expenses (section 162), property taxes, bad
debts, straight-line depreciatioil over the property's esti-
mated useful life, and expenses for the production of income
{section 212), provided surh amounts are directly conneeted
with the production of investment® income.

Property subject to a net lease wduid be treated, -
as under present law, as held for investment if the lessor's
section 162 trade or business deductions with respesct to the
property for the year are less than 15 percent of the rental
income from the property, or if the leisor is either guaran-
teed a specified return or is guaranteed in whole or in part
;gainst loass of income. For purposes-of the 15 percent, a
taxpayer could elect to treat as leased undar a single lgase
a parcel of property which is leased under two or more
leases. In addition, real property which has been in use
more than 5 years could be exempted by elaction from the 15-
percent test. However, the proposal would repeal the present

law tax rule which permits taxpayers to deduct actual invest-
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ment expenses in excess ot-lncome from property subject to a
net lease. As a result, the grasident's proposal, in some
circumstances, would dény deductions for out-of-pocket
losses, '.¢.,, actual cash interest paymants in excess of the '
rental income from net-leaged property.

The proposal would apply to interest palq or
incurred in taxable years beginning on or after January 1,
1986, subject to two phase-in provisions. First, for taxable
years prior to January 1, 1988, the limitation would bé
$10,0800 plus net investment income. Thereafter, the limita-
tion would be $5,000 plus net investment income. Second,
interest expense made éubject to the new limitation but not
subject to the present law linitation would be included grad-
ually under the new rule at a rzte beginning at 10 percent of
gsuch interest per year in 1986 and increasing by an addi-
tional 10 percent per year thereafter, until fully phased-in
199S. ‘

(a) Interest Limitation is Draconian

The expanded limitation on interest deductions

has been proposed as a means of curtailing tax sheltering -
through "tax arbitrage” transactions whereby taxpayers use
borrowings on which deductible interest yields tax benefits
at ordinary rates, to invest in property giving rise to tax-
preferred income, e.g., capital gains. This anti-shelter

rationale, however, is flawed. The limitation would affect
N
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interest associatad Qith activities and investments which
would not be ordinarily considered tax shelters. By’turther
limiting tiie deductibility of interest, the proposal would
make real estate operations more expensive and less
attractive to investors, while forcing réntal charges upwards
and burdening tenants. Some taxpayers might never be able to
deduct disallowed interest expense. Because "net investment
income™ does not include long-term capital gains, it is
unlikely that all carryover interest expense would be
allowable in the year of sale. Some of such disallowed
interest probably would be permanently lost. Mo;gover,
because the llimitation applies only to individuals, the
proportionate participation of corporationa in real estate
would be likely to increase; the participation of
individuals, to decllne;

Thus, the proposal would adversely affect many
customary real estate transactions and investments. Denying
interest deductions would reduce capital avallable for real
property. Real estate values would decline because real
estate traditionally has been a debt-financed inves;pent.

The retroactive adverse effect of the proposal on existing
investments would be considerable, even with phased-in appli-
cation, because investors would lose formerly fully deducti-~
ble interest payments and would hold property made less -

attractive to the investing public generally.
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(b) Proposal's Ratjonale ig Inconsistent
The President's explanation of the expanded
limitation on intarest deductions contends that the new rules
are needed because the present law unlimited deduction for
consumer intarest and for "passive” business interest
deducted on a pass-through hasis by limited partners and

Elnactive § Corporation shareholders permit avoidance of
bresent law limitations on such tax-arbitrage transactions as
" boctowing to purchase tar-exempt bonds. Because money is
fungible, the determination of the purpose of an indebted-
ness, as required by present law, is difficult. The Presi-
dent's proposai, g0 it is arqued, would make the determi-
nation of whether debt was incurred for a nondeductible
purpose less difficult. N ]

The proposéd limitation on irterest deductions
probably would not significantly decrease the éitficulty of
determining whether money borrowed for an ostensibly deduct-
ible purpose is in fact borrowed for a nondeductible purpcse
because the unchangeable source of the problem remains: money
is fungible. Even under the President's proposal, taxpayers
may attempt to use mortgages on thelr residences and borrow-
ings in connection with their active businesses for nonde-
ductible purposes, e.g., limited investments in tax-preferred
oil and gas partnerships. Wealthy taxpayers with valuable

residences and businesses could easily arrange such financ-
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ings. Moreover, wealthy individuals could transform the
passive nature of their investments, while minimizing their
risk through insurance guarantees and indemnities, by
changing their limited partnership interests into interasts
as general partners and by assuming sone active responsi-
bility for the affairs of their 8 Corporations. Clearly,
even though the proposed limitation cn interest deductions
would lessen some present law difficulties of tracing funds
andAclaasifying activities, the proposal would create new
definitional and tracing difficulties and give rise to Aew
forms of tax avoidance.

(c) Interest Limitatlion Proposal

Would Deny Deductions for
Actual [ogges

_ The interest limitation rule would deny some
deductions for interest expense where real losses arz being
suffered by taxpayers; Under present law, taxpayers are
parmitted to deduct the full amount of actual investment
expenses in excess of income from property subject to a net
lease. The President's proposal would repeal the
deductibility of such out-of-pocket losses, causing severe
aconomic problems for real estate investors. 1f tnis
proposal is enacted, it should be amended to allow deductions

for out-of-pocket losses. :
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(d) Proposed Limitation on Interest
peductions |

Tightening the limitations on the deduFti-
bility of intecrest would discriminate in favor of the wealthy
and would disadvantage potential, new investors. The Presi-
dent's proposal would make investing more difficult for tax-
payers who must borrow to make capital investments without
denying investment opportunities (and perhaps npaking them
more available) to wealthy individuals who have substantial
cash and assets for equity investments and have significant
investment income tn offset large interest deductions. By
significantly reducing the viability of leveraged invest-
ments, especially for assets such as real estate which
typically are highly leveraged, the proposal anors the
wealthy over other taxpayers. And, by permitting interest
deductions only to the extent of net investment' income plus a
specified amount, it favors taxpayers who already are
investors receiving investment income over potential new
investors whose earnings cannot be reduced by investment
. interest ﬁeductions. In addition, as a result of the
President‘'s interest limitation proposal, individual
'éatticipation in real estate investment would decrease and
the market power of pension funds, corporations and other

ingtitutional owners not subject to the limitatidn would

increase.
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(e) Interest Limitations Would Have

The new limitations on the deductibility of
interest would:@apply without exception to interest on all
debts incurred prior to the enactment of the President's
propcaal._ Even with the new rule's gradual implementation,
the limitations would create unanticipated economic hardship
for owners of debt-~financed real property who prior to the
proposal’'s passage became cbligated for such debt on the
basis of the then-existing law. Prior legislation limiting
interest deductions generally excepted from new rulers all
debt incurred prior to the legislation's adoption.
Pariicularly with respect to the special rules for net-leased
property, changes have been prospective, applying only to
debt incurred after the date on which the change was adopted
in committee or after enactment. .

If the proposed interest limitations are enacted,
they should apply only prospectively.

4. Deprecgiation

The President's proposals include a new Capital
Cost Recovery System ("CCRS") which would assign all
depreciable property to one of six classes with recovery
periods between 4 and 28 years. Real property would have a
28-year recovery period. An inflation adjustment would be

made annually to depreclable property's basis for its second
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through its fipal recovery year after the basis had heen
reduced by the prior year's depreciation allowance. The new
deprecjiation schedule would begin with a declining balance
depreciation rate and would switch to a straight-~ljne rate in
the year in which the straight-line rate would provide a
higher depreciation allowance than the deglining balance
method.

(a) Real Eatate Deprecjation

ghould Ref !

A depreciation schadule ideally should he based on
the actual degline in the real value of property. However,
determining the real or economig rate qf depreciation, par-
ticularly the proper rate for real property, is diffjcult.
The rate for buildings placed in seryice in 1985 should
reflect the futyre life expectancy of such buildings.
Accurate predigtiopns of the future, of course, are hard to
obtain.

Moat studies of depreciation, particularly depre-~

“ciation of real property, are based on historical data. Such
dats alone is inadequate for eatimating an asset's appro-
ériate depreciahle life. Hietorical data provides only a
limited and irreqular set of values, which generally are ,
based on sales prices of property and not on annual

appraisals of the existing stock of real property. In
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addition, this relatively sketchy data base reveals little
about the significance of variations among buildings..

Historical data is based on information about
buildings placed in service years ago. Thus, it doea not
take into account factors which have changed buildings and
their economic lives over the years. Present construction
requirements and life expectancies probably differ greatly
from thcse of the first half of this century. Today, the
cost of components generally constitutes a greater percentage
of the total cost of constructing a building than does the
cost of erecting the building's shell. Such cczponents
suffer physical decline much faster than a building's exter-
nal structure and become obsolete much faster than its
structure because of the demands of new technology. Thus,
the real or economic rate of depreciation for new real
property probably is much faster than the rates experienced
by older buildings. See Mills and Rcsen, Analysis: Real
Estate Depreciation and the President’'s Tax Proposal
(Princeton University, June 1985), earlier version repriated
in Tax Notes, Vol, 27, No. 3 at 319 (April 15, 1985). Copy¥
attached as Exhibit A,

(b) Real Propert¥tncpreclation

In order to establish and preservt a luvel-playing

field for investment, the caplital cost recovery schedules
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asgigned various categories of depreciable prope. - ouid be
fair or "neutral®, in relation to the schedules assigned to
other categories of depreciable assets. If the recovery
schedule assigned to other categories of depreciable asaets:
If the recovery schedule assigned real property is overly
long in comparison to the schedule provided for equipm: -,
the playing field, which has been tilted in favor of invest-
ments in equipment, will continue to disfavor and disccurage
investment in real property. Such bias should be avoided.

.(c) Baais Indexing Necegsary

The President's proposals would help greatly to
overcome an indirect but serious current law bias against
real property. By adjusting the basis of depreciable
property for inflation, property owners would be allowed to
recover their full economic investment in proéetty, not just
the property's cost. Under present law, the lack of such an
adjustment is particularly harmful to real property. The
effects of three or five years of average inflation on a
short-lived asset are not so serious as the effects. of even
lower inflation over the long recovery provided for real
property. The inflation adjustment in CCRS should be
included among any depreclation amendments adopted by the

Congress.
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5. Application of At-Risk Rule to Real Estate

The Preasident's proposals would extend the present
law at-risk rule to real estate activities. The at-risk rule
limits an individual taxpayer's deductions with respect to an~
activity to the amount of the taxpayer's actual investment in
the activity, i.e., his amount "at-risk"™. The at-risk rule
applies on an activity-by-activity basis. The amount at-risk
generally is the sum of the money invested in and property
contributed to the aciivity by the taxpayer plus any funds
borrowed for the activity for which he is personally liable
(i.e., his share of "recourse" borrowings, if any.) A tax-
payer is not considered at-risk with téspect to amounts
protected against loss through nonrecourse financing, guar-
antees and stop-loss or similar arrangements. Losses dis-
allowed under the at-risk rule can be carried forward and
deducted in later years when the taxpayer's amount at-risk in
the loss-generating activity increases. 1In addition to
individuals, the at-risk rule also applies to estates,
trusts, personal holding companies and certain clasaly-held C

corporations. Regular C corporations are exempt.

(a) At-Risk Rule Would Change Cuatomary Real
Estate Financing

The application of the at-risk rule to real
estate, proposed as an anti-tax shelter measure, would affent

most real estate activities and investments, not just tax
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shelters, because nonrecourse financing is the customary
method of financing real property. Unlike the use of non-
recourse financing in other activities, such as oil and gas
drilling and f£ilm production, where such financing is
obtained to exploit its tax shelter potential, nonrecourse
financing of real property, albeit tax-advantaged, has been
used throughout the real estate industry and not merely in
tax sheiters. Lenders have long been willing to make pon-
recourse loans for real estate, looking only to the €inanced
property for security. Nonrecourse financing enables small-
and medium-sized developers and investors to participate in
real estate -investments. Application of the at-risk rule to
real estate would 1imit the use of nonrecourse financing and
would reduce small- and medium-sized developers' and inves-
tors' participation in real estate. Many potential investors
effectively would be denied antry into the real estate mar-
ket, with adverse consequences for all segments of the real
estate industry.

Although the dimension of the at-risk rule's
adverse impact on real estate would depend upon the enactment
of, and its interaction with, other proposals affecting real
property, the adverse impact of the at-risk rule could be
severe. In any event, it would be likely to alter the well-

established practice of using nonrecourse loans for real

52-228 0 - 86 - 3



62

gstate financing. The tax system would bs determining and
changing economic relationships and busineass ‘transactions.
Application of the at-risk rule to real estatée
would make real estate activity more expensive, would reduce
new investment, would reduce the value of present real estate
holdings and would result in rent increases. In addition,
the at-risk rule would significantly complicate tax computa-
tions for real estate activity, causing increased accounting
and legal expenses and greater uncertainty and error with
respect to tax liabilities. This change would prévlde an
incentive to churning because taxpayers would wish\to sell
their real property before their amounts at-risk decline to

Z8ro.,

(b) As:%153_1n1isx_Snguld_ngs.zxgxsns_zglnsgd-
Party Pinancing .

In the "Analysis" of the at-risk proposal, it
is suggested that the proper purpose of an at-risk rule may
not be to prevent the deduction of artificial losses but
instead to police the use of limited-risk financing to
inflate values artitiélally and thereby to create an artifi-
cially high depreciable basls in the financed property. A
rule implementing the . latter policy would limit a taxpayer's
basis in proparty financed with nonrecourse debt. Because it
{8 assumed that unrelated, institutional lenders would obtain

expert, independent appraisals of property for which they
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make nonrecourse loans, they would not need to be subject to
the basis restriction. -Instead, the transactions with
greatar potential for abuse, particularly nonrecourse tipan-
cing obtained from a related party, would be the object of
such a rule. The discussion in the Analyais suggests that
owners of property with nonrecourse financing from a related
party would be suspect and implies that their basis in such
property should be reduced i{f such related party nonrecourse
financing exceeds some unspecified percentage of the basis
claimed.

8ych a rule would have a disproportionate
impact on real sstate compared to other investments because
nonrecourse ?urchase-money financing is so frequently used in
real estate transactions. Eliminating or limiting the util-
ity of such financing in real estate transactions could cause
significant "lock-in" in the real estate market. Moreover,
the Internal Revenue Service alrcady has adequate legal auth-
ority to deny deductions with respect to attiflclaily
inflated values. §See, e.9., Eatate of Pranklin, 544 F.2d
1045 (9th Cir. 1976), aff'g, 64 T.C. 752 (1975). Note should
also be taken of the substantial changes in the imputed
interest and original issue discount rules made by the Tax
Reform Act of 1984, the full impact of which has not been
felt. Therefore, as a legal matter, additional basis-

creduction rules are not needed.
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Moreover, reduging the basis of property
meyaly because ponrgcourss related-party finanoing consti-
tutes an arhitrary percentage of the claimed basis would be
extremely harsh and would rlgidly limit the amount of non-
recourse finanging whigh a kaxpayer coyld use to acquire a
property regardless of the property's feal value and the
taxpayer's equity investment in and personal liapility with
respect to the proparty, Clearly there ie less likelihood of
tax-shelter abuse, sither thyough "artificial lossas™ in
excegs of equity and parsonygl liabi}ities or through basig-
inflation by means nf relatsd-party financing, in cases where
a property owner s "at-rigk" with respzst tg a significant
percentage of bagls on zccount of hia cash lnvgstmené in,
and/or pergonal liability with respact to the propsrty, than
in cases where thare is no significapt cash equity apd/or
peronal 1fability. 7Thus, if soms gdministrative simplifica-
tion {8 required, it might better be provided by creating a
safe-harhor from any diqgllqwénce of deductions (whether an
grounds of artifigial lgsses, inflated basis, or both) in
cases where a specified percentage of the basis of real
property is sttributable to eash and/er tecoutée debt.

(¢) At-Risk Rule Would Limit Capital Investment
Application of the at-rigk would limit the capital
available for investment in real property. Money now

available for investment on a nonrecourse basis might be
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withheld in the future by investors unwilling to as;ume
personal liability with respect to the construction or
acquisition of real estate. In addition, new funds for
investment would be reduced because new entrants into the
real estate market, especially small- and medium-size
developers and investors, could not undertake the risk
associated with recourse debt. The real estate market would
become less liquid and a much greater percentage of real
property would be concentrated in the hands of wealthy
individuals and in regular corporations not subject to the
at-risk rule.
6. Alternative Minimum Tax
Under present law, the alternative minimum tax

("AMT") on individuals is the excess of

(1) 20 percent of alternative minimum taxable
income ("AMTI") (excluding an exemption of 520,000 for joint
returns, $30,000 for single persons and heads-of-household,
and $20,000 for o-her noncorporate taxpayers), gver

{2) the regular income tax.
This tax is imposed in addition to the regular tax, so that
an individual's total income tax burden is his regular income
tax plus his AMT, if any.

In determining AMTI, certain tax “"preferences"
are added back to income. 1In the case of pre-ACRS real

property, the difference between accelerated depreciation and
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straight-line depreciation over the same period is a prefer-
ence. In the case of ACRS real property, the difference

between ACRS deductions and straight-line deductions over the
prescribed ACRS recovery period is a preference. Also, sub-
ject to the AMT is the preference accorded net capital gains.

Under the President's proposals, the threshold
AMT exemption would be changed to $15,000 for jcint returns
($7,500 for separate returns), $12,000 for heads of house-
holds and $10,000 for single persons. Also, the f@rst
$10,000 of preferences would be excluded from AMTI.

The President's alternative minimum tax pro-
posal would retain the preference treatment provided under
present law with respect to depreciation of pre-ACRS real
property and real property which is recovery property, as
well as the net capital gains preference. However, it would
calculate the depreclétlon "preference” with respect to real
property placed in service on or after January 1, 1986, on 2
more stringent basis. For real property placed in service on
or after January 1, 1986, the AMT preférence would be the
amount by which the depreciation deduction ¢laimed under the
new Capital Lost Recovery 5y§tem {"CCrS"), whether op_an
accelerated or gtraight-line basis, exceeds the deduction
which would be allowable if the property had beezn depreciated

under the "economic" depreciation system originally proposed



67

by the Treasury in its tax reform recommendations, i.e., over
a "real"” economic, 63-year life.

(a) Preference Proposed for CCRS

Real Property is Excessive

The AMT preference treatment for real property
placed in servic.: in 1986 and subsequent years under the
President's ptoposals_would be excessive. It assumes that
the 63-year recovery period originally proposed by the
Treasury in its recommendations is equivalent to the real
ecoromic life of real property. The validity of this assump-
tion has been strongly disputed. It is based on a flawed
study. Even its Treasury proponents have admitted that the
study is not definitive. The "real® eéonomic life of real
property is uncertain. At most, it appears that the real
life pf recent, new construction is far below 63 years.
Components now constitute a far greater percentage of the
investment in the construction of a new building than does
the building's shell. And, unlike the she;l, components have
2 relatively short life and must be replaced at an early date
because of their actual physical deterioration and changing
technological requirements.

The life of real property on a composite basis

appears to be at most, and possibly significantly less than,
29 years. Thus, treating the difference between depreciation

over 63-years and CCRS depreciation{ especially straight-line
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CCRS deductions, as a preference would far overstate any- tax
benefit attributable to CCRSrreal property.

The real property preference proposed by the
President would require burdensome recordkeeping and calcu-
lations for real property owners and would disproportionately
increase the tax burden on real property, thereby reducing

its marketability.

7. President's Proposals on Real Estate Create
Qverkill

Some major changes must be made to alleviate the
potentially disastrous impact of the President's proposals on
real estate. In addition to the changes discussed above, the
President would deny tax exemptions for industrial
development bonds, ending an incentive vital to rental
housing; would repeal the rehabilitation credit, which made
many urban real estate improvements feasible; and would end
10-year amortization of construction period interest and
instead require its capitalization, thereby increasing the
cost of new construction. All these proposals, when added to
the tax amendments enacted in the Deficit Reductlion Act of
1984 which have not yet fully filtered through the real
estate market, would be sconomically devastating. The
interaction of any tax measures which are to become law with
each other and with present law provisions must be thoroughly

evaluated to insure that they are effective without creating
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overk{ll. The preliminary results of a study conducted by
Price Waterhouse on the possible impact on real estate
investment of the President's tax proposal is summarized in
the attached Exhibit B. In particular, NRC urges that

(1) the Congress retain capital gains treat-
ment for depreciable real estate;

{2) all interest expense for real property
continue to be deductible as under present law:

(3) the AMT preference treatment for post-
1985 real property investment be scaled back to apply only to
accelerated component of CCRS depreciation over the post-1985
CCRS recovery period;

{4) depreciation changes be fair, reflect
current construction's 1life and include basis adjustments for
for inflation;

(5) the windfall recapture tax on excess
depreciation not be adopted; and

(6) the present law exception of real estate

from the at-risk rules be preserved.



70

STATEMENT OF WILLIAM M. MOORE, FIRST VICE PRESIDENT,
NATIONAL ASSOCIATION OF REALTORS, WASHINGTON, DC

Mr. Moore. Thank you, Mr. Chairman and members of the
Senate Finance Commiftee. My name is Bill Moore, from Denver,
CO, serving as first vice president of the National Association of
Realtors this year. On behalf of more than 650,000 members of our
association, we, appreciate the opportunity to present our views to
you this morning. The realtors of America regard the budget defi-
cit as the most serious public policy issue impacting the welfare of
our Nation’s economy, and we fran ly believe that Congress should
enact a real deficit reduction as its first priority. We support the
President’s goal of fairness, simplicity, and economic growth; how-
ever, we believe the administration’s proposal does not really
achieve these goals. We join with those who fear the administra-
tion’s proposal would increase the budget deficit, could retard
growth in the long run, and lead to a recession in the short run.
We do not believe the plan is simple or fair to taxpayers, homeown-
ers, renters, savers, or investors.

As currently ‘written, the plan discourages homeownershig be-
cause: First, the proposed elimination of the deduction for State
and local property taxes would raise the after-tax cost of a home by
about $40g for the average family. This, we feel, would likely result
in a 5-percent decline in home value, which is equivalent to ap-
groximateiy a 10-percent loss in the lifetime savings of the typical

omeowner. Second, the proposed $5,000 limit on deductions for all
investment interest, includin interest on second home mortgages,
would harm primarily middle income second homeowners and
would deal a severe blow to hundreds of local communities that
depend heavily on the resort, recreational, and other second home
activity. Even the anticipation of such a provision is already caus-
ing cutbacks in job-creating construction and in loss of home values
in a number of second home communities in many States. And fi-
nally, the proposed elimination of the mortgage revenue bond pro-
ﬁram will thwart the ability of lower income families to become
omeowners, especially during high interest rate periods. And
since 1982, the mortgoage revenue bond program has made it possi-
ble for more than 500,000 lower income families to become home-
owners. An unfair and unwise burden of taxes will be imposed on
rental housing and commercial real estate investment, thus, in our
opinion, increasing rents, creating rental housing and other real
estate shortages, and reducing employment. This will occur because
of the retroactive collection of taxes, on previous depreciation de-
ductions, which is triggered without the occurrence of any event
providing the cash to pay the new tax. This “windfall recapture’
?rovision is totally unfair, and we think it will result in less cush
or job creating investments. The unwise extension of the at-risk
rules to real estate fail to recognize the measurable value of real
estate' in comparison with nonreal estate investments. It would
reduce investment, particularly from smaller investors. Potential
abuses in lending practices can be eliminated by requiring arm’s
length loans in order to qualify for the at-risk exception, which
Treasury has suggested. The $5,000 Jimits on the decfuctibi!ity of
passive net investment interest would reduce investment, particu-
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larly by small investors who don’t have other outside investment
income to offset these investment interest costs. The reduction in
depreciation allowances and the complication of indexing the base
and the discriminatory setting of a tax 40 to 50 percent higher on
all real estate structures and equipment would reduce investment.
The change in the capital gains treatment for structures and the
unpredictability of value caused by indexing could lead to unequal
treatment for depreciable in comparison to other long-time invest-
ments, and could place housing and structures at a disadvantage in
comparison to passive purchases of stock and bonds. We urge that
there be no net tax increase on savings, investment, and home
ownership. Net tax increases should be aimed at what people con-
sume, not at their savings and investment needed for growth and
jobs and income. In conclusion, our message is rather simple. Defi-
cit reduction of $50 billion or more must be adopted first. And let
me make it abundantly clear that our association stands ready to
help and do our share in working toward a deficit reduction and a
balanced budget. Tax changes should foster economic growth and
thus should encourage not discourage, more savings and invest-
ment and home ownership. Thank you,

. The CHAIRMAN. Thank you, Mr. Moore. Sheldon Cohen, the

former Commissioner of the Internal Revenue Service.
[The prepared written statement of Mr. Moore follows:]
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STATEMENT
on behalf of the
NATIONAL ASSOCIATION OF REALTORS®
regarding
TEE IMPACT OF THE PRESIDENT'S TAX PROPOSALS
ON HOUSING AND REAL ESTATE
before the
SENATE FINANCE OOMMITTEE
by
WILLYAM M, MOORE
July 16, 1985

I. Introduction

I an W1liam M, Moore from Denver, Colorado, First Vice Prasideat of the
NATIONAL ASSOCIATION OF REALTORS®, On behalf of the sore than 650,000 members
of the NATIONAL ASSOCIATION OF REALTORS®, we appreciate the opportunity to
present our views on the impact that the President's tax proposals would have
on real estate and the overall economy.

We regard tha tax increase and tax decrease peoposals contained in “The
President's Tax Proposals to the Congress for Fairmess, GCrowth and Siaplicity”
to be a revolutionsry pilece of legislation wvith the potential for dramatic
impacts oa the economic vell-being of our country. However, before presenting
our vievs in general on tax revision and our detailed economic anslysis of the
President's proposals, we fael compelled to state that, in our view, the most
significant issve facing owr country today is not tax reform tut soaring,
uncontrolled federal budget deffcits which are a darkening cloud on this
nation's econoafc horizon.
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II. Overview .

¢ Changes in tax lav should promota capitsl formation vhich is essentisl
for economic growth and internatfonal competitiveness. The Reagan

Adainistration asserts that their proposal will promote more rapid
econoaic growth. However, our analysis as vell'nn that of numerous
other analysts demonstrates that the President's proposal finances a cut
in personal tax rates by {ncreasing taxes on all foras of investaent,

The result of this shift i{n tax burdens would be o change in the
coaposition of Gross National Product (GNP) toward consumption and avgy
from investaent. This lower level of capital formation would result in
slover growth of the economy, slower growth of labor productiyity. and
lover living standards for the average American faaily. (See Appendix A)

Table 1

Iapscts of the Reagan Tax Proposals
(X Change from Baseline Except where Otherwise Noted)

1986 1587 1988 1989 1990 1995

Real GNP - 0.2 -1.0 =-1.0 -1.3 - 1.3 - 0.5
Income Per Household (85'$'s) -$50 -$200 -$320 -4510 -$730 -$900
Esployment 00 -0.5 ~-0.6 =~0.5 =05 =-0.1

Labor Productivity -02 -05 -0.6 -1,0 =-1.2 =~-1.8

»

SOURCE: NATIONAL ASSOCIATION OF REALTORSS.
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e Tax revision should not incresse the Pedaral deficit! The Treasury
Departaent has teetified that the President's proposal {s revenus
neutral or that i: rafses the sams smount of federsl revenues as current
lav and so would not add to the deficit. Hovever, the Treasury
Departaent's owvn projections indicate that the proposal would raise $12

billfon less than currsnt lav over the first five years after

epacteent., Moreover, Tressury officials have conceded that their
revenus estimates could be off by 10 parcent or about $70 billion fn the
first years after enactmeat rising to $100 dillioa {o five years.
Further static anslysis by the Congressional Budget Office has revealed
that, using more realistic inflation assumptions than those used by the
Treasury Department, the President's proposal would raise $23 dillfon
less than current lav over the firet five years of enactment with
possible larger shortfalle in later years. Even if the Treasury's
static revenue estimates vere correct, dynsmic anslysis indicates that
the annual deficit could increase as much as $30 billion per year in 3
to 5 years after sasctment dus to slowver growth of the economy, adding
another $100 billion to the federal debt in five years. (See Appendix A)

Tabic 2
Impact of Reagan Tax Proposals on Pederal Reveaues
and the Defi:ft
(Percent Change from Baseline Except vhere Otherwise Noted)

1966 1987 1988 1989 1990 1995

Federal Reverues -0.6 =-25 ~2.8 =~30 -2.9 ~35,2
Personal Tax ~6.7 7.5 -80 -7.4 -7.4 =-1.2
Corporste Tax 51.0 16.1 17.9 16.7 21.0 1.6

Federal Deficit 2.6 13.1 16.3 17.5 17.2 37.5
Dollars (Billions) s 24 28 3 30 - 13
Cusulative Dollars (Billions) 5 29 57 88 118 390

SOURCE: NATIONAL ASSCCIATION OP REALTURSS.
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Y Tax revision should end the current tax discrimination against

long-lived assets such as structures. The Reagan Administration las

traditionslly endorsed the notion of tax neutralit: where {ncome fron
all types of assets faces the same effective tax rate. Nonetheless, it
is clear that under the Reagan proposal the tax code would contirue to
favor short-1ived assets, such as equipment, and disfavor long-1lived
assets, such as rental housing and commercial structures. By Treasury's
own calculations the effective tax rate on structures would be 40 to 50

percent greater than the effective tax rate on equipment.

Table 3

Effective Tax Rates on Equity Financed Investments

Greater Tax
Burden for
Structures
Compared to
All Capital Iaventories Equipment Structures Equipaent

Current Law 1/ 352 46% -4x 392 -
Treasury 1 262 272 252 262 4
Reagan Proposal 25% 322 17% 24% 41%

1/ Assumes 5% inflation, 5 year depreciation perfiod and the investment tax
credit for equipment, and an 18 year depreciation period for structures.

Explanatory Note: Assuning 211 equity financing and that the investment is
held for {ts full useful life, the effective tax rate for equipment would rise
under the Reagan propossl while the effective tax rate on structures and
inventories would fall. However, structures would continue to be taxed at
least 40 percent more heavily than equipment (24 percent versus 17 percent).
Actusl effective tax rate will vary depending upon the holding period of the
investuent, the extent of debt financing, and the actual tax rate of the
investor.

SOURCE: The President's I.x Proposal to the Congress For Fairness Growth,
and Simplicity, Table 7.01-13, page 133. May 1985.
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¢ Tax revision should provide greater inceatives for saving. The Resgan

~Administration states that their proposal would promote a higher savings
rate through lover marginal tax rates and an increase in the maxinum
spousal IRA contribution to $2,000. EHowever, several business leaders
and economists have concluded that there are many anti-saving features
of the President's proposal including increased taxes on investment,
lower max{mua contributions on 401K and other voluntary contribution
pension plans, and the taxation of the "inside build-up™ of life
insurance policies. In fact, the national savings rate is likely to
decline significantly under the Reagan proposal, offzetting the impact
of lower marginal tax rates and forcing interest rates higher than they
othervisa voulq be. {See Appendix A)

Table 4

Ispact of Reagan Proposal on Selected Interest Rates
(percentage point change)

1986 1987 1988 1989 1990 1995

Effective Mortgage Rate 0.22 0.35 0.37 0.41 0.45 0.77
Aaz Bond Rate 0.20 0.29 0,31 0.36 0.39 0.72

3 Month T-Bill Rate 0.17 0.25 0.27 0.28 0.33 0.66

" SQURCE: NATIONAL ASSOCIATION OF REALTORSS.
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Tax revision uust be adopted gradually and provide extensive transition

rules. A nuaber of economists, including Martin Feldstein, a former
chafrwan of Pr@sldent Reagan’s Council of Economic Advisors, have
testified that the ant{cipation of tax changes has already distorted
investaent decfsfons and that {f the President's proposal were enacted,
there {8 a styong likelihood of a recessfon in 1986. Faced with
eliminatfon of the investment tax credit (ITC), investors in equipment
are encouraged to accelerate their fuvestment spending into 1985, This
is providing an added boost to the economy now but {s likely to be
followed by & sharp drop in equipmeat investment in 1986. Investors in
long-1ived assets are already scaling back their investment plans {n
anticipation of greater taxes on long-life assets and losses of greater

than 10 percent on existing assets from the Administration's proposal.

Isportantly, we support the suggestion of a slow phasing~in of tax
decreases and increases. While some transition rules are provided tn
the President's plan (for example, the "10 year™ phase {n on the
interest deductibility limit), these are far from adequate t protect
previous fnvestment decisions, uhether(‘lrudy coapleted or
substant{ally in the works. An incremental approach to tax revicion is
p}udent and responsible. One need only reflect on the events
surrounding recent changes in the tax law relating to automobile record
keeping and {mputed ifnterest to appreciate the potential problems that
could result from sweeping changes in the tax code.
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° A revised tax code should not discourage homeownership. The

Adninistration is proposing to repeal the deductibility of state and
local taxes, arguing that under the current system high tax states are
subsidized by low tax states. Further, the proposal would repeal the
tax-exempt status of wortgage revenue bonds on the grounds that such
bonds benefit private individvals rather than the public at-large and
that they erode the income tax base and raise the interest rate on bonds

fssued for truly public purposes. (Se. Appendix B)

Our analysis finds that the loss of property tax deductibility would
raise the annual after-tax cost of a typical $85,000 home by about $400
or about 5 percent. This increase in aftec--tax cost could result in a
loss of value of the property of about 5 erceat, eroding the average
homeowners life savings by 10 to 15 percent. (See Appendix C)

The impact on after-tax homeownership coats and on home values will vary
from state to state depending upon the states average home price and
property tax rate. (See Appendices D, E and F) For example, in New
Jersey average after-tax homeownership costs would rise by about $920,
causing a loss in value of the average priced home of about $9,700. In
contrast, iu Lousiana average after-tax homeownership ccsts would rise
just $20, rgsultins in 3 loss in value of abcut $270.

Table 5

Determination of the Impact of the Loss of Property
Tax Deductibility on the After-Tax Cost and Value of
an $85,000 Owner~Occupied Home

1986 Current Loss of Property
Law Without Full Tax Deductibility
1986 Current Property Tax Reagan as a Percent
Law Deduction Proposal of Total Impact
Before Tax Cost ($) $10, 540 $10,540 $10, 540
Tax Savings ($) 1,664 1,292 726
After Tax Cost ($) 8,876 9,248 9,814
Change in Cost ($) -- 372 933 40%
Change in Cost (ZX) - 4.2% 10.6%
- Change in Value ($) - -3,791 -8,653 442
Chanrge in Value (2) -~ -4.5% _ -10.22

SOURCE: NATIONAL ASSOCIATION OF REALTORS®.
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It should also be noted that nearly 90 percent of tax returns claiming
real estate proparty taxes as an itemized deduction ars joint or other .
family returuns, while over 60 percent also claim dependent exemgtions.
(See Appendix G) Thus repeal of property tax deductibility is en
anti-family proposal.

Algo slarming is the fact that a typical hoaeduyer would find his
fedaral tax burden rise under the Aduinistration's propusals, further
discouraging homeovnership. For example, & typical middle-income
two-earner family of four that recantly purchased a home would find
their federal tax burden rise by about $330 or 15 perceat ucder the full
Reagan propossl. In contrast, if the same family rented their home they
would likely see their foderal tax burden fall by about $740 or 20
percent. Thus, the Adwinistrations propossl would 1likaly result in &
continued decline in the homeownership rate im this country, driving us
ioto a nation of teuants. (See Appandix R)

Tadle 6

Impact of Full Reagan Propossl on Federal Tax
Burden of Typical Middle-Incows Two-Earner
Yamily of Four

R Homaownst Renter
- . s
Federsl Tax Burden +332 +15 ~740 ~20

SOURCE: NATIONAL ASSOCIATION OF REALTORS®.



80

e Mortgage revenue bonds provide a countarcyclical effect during periode of
high interest rates. During the 1982-1984 peridd, MRBs helped over
500,000 fanilies wich incomes -typically below $30,000 to become

_homeowners. These individuals likely could not aiford to owa their own
home at the then high interest rates. Even at today's lower interest
rstes loss of mortgage revenus bond financing would raise the after-tax
cost of a $50,000 home by 17 percent or $840 while the full Reagan
propesal would raise that cost by 21 percent or over $1,000.

Some mechanisa should exist to improve the ability of lower income people
to becons homeowners. Outright repeal of the program is too far—
reaching. Also, some sort of econcaic trigger mechanism, such as the
applicable federal rate or interest rate, could be implemented that will
determina when MRBs are iesuable. This will preserve the necessary
countercyclical effect to high intarest rates that MRBs provide.

At the very least, the mortgage credit certificate (MCC) should be
preserved since it was just recently implemented and no bond i{ssuance is
necessary for its implementatfon. Instead of an agency issuing
tax-exeuspt bonds to provide below-sarket rate mortgages, MCCs can be
issued that allow the homebuyer a tax credit.

Table 7

Impact of Loss of Mortgage Revenue Bond Financing and Proper}y Tax'
Deductibility on the After-Tax Cost of a $50,000 Home 1

1986 Current

Lav W/0 MRB
1986 Current 1986 Current Financing acod Full
Lav vith MRB Lav W/0 MRB Ww/0 Property Reagan
Financing Financiog Tax Deduction Proposal
Before-Tax Cost $5,200 46,200 46,200 46,200
laterest $4,200 $5,200 $5,200 $5,200
Property Tax $1,000 $1,000 - $1,000 $1,000 -
Marginal Tax Rate 16% - 162 - 16% 15% o
Tax Savings $245 $405 $245 $180 a
After-Tax Cost $4,955 $5,795 $5,955 $6,020 .
Chacge in Cost ($) — $840 $1,000 31,065
Change in Cost () —— 17z 202 21%

1/ Example sssumes a joint tax return with four exemptions. Home is financed
wvith 20 percent dovnpayment and a fixed rste, 30 year mortgage for the remaining

80 percent of the purchass price; MRB financlng at 10.5%, conventional financing

at 13X. Property taxes are 2 percent of the home value.

"SOURCE: NATIONAL ASSOCIATION OF REALTORS®.
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Second hoae _-ottgago interest deductions would be limited under the
Reagan proposal by including second home fnterest with other personsl
interest and limiting the total to $5,000, plus passive fnvestment
income, after a phase-in. The ratiooale for this limitation is that a

second home 13 “extraordinary consumption™ enjoyed by a relatively few,
high-income households which should not be subsidized by the governmont.
Analysis indicates that the loss of property-tax deductibility and
limitations on mortgage interest would causa the after-tax cost of the
typical $60,000 second home to rise from 25 to 60 percent depending on
the circumstances of the taxpayer who owns or is considering the
purchase of a second home. This has the potentisl of reducing second

“howe property values 20 to 40 percent and depressing the econoaies of

nany second or vacation home coumunities which exist in nearly every
state. (See Appendix I) i i

It {s slso important to note that a Federal Reserve Board survey reveals
that in 1983 over 60 percent of Americans vho owned second homes had
incomes of $30,000 or less. In fact, it is these low- and middle-income
fanilies who are second home owmers who would be adversely impacted by
this provision. - ’

Teble 8

HBouseholds Owning Seasonal Residences by Income: 1983 1/

Households
) Owning Seasonal Percent of Perceat of Average Value
Incoms Class Residence Total Sessonal of Seasonal
{$ thousanis) (# thousands) Households Residences Residence
0-10 581 1.7 26,6 $14,800
10 - 30 740 1.9 33.9 $10,600
30 - 50 351 2.3 16.1 $13,700
50 - 100 362 8.7 16,6 $43,300
Creater thsn 100 149 18.9 6.8 $94,500
Total 2,183 2:4 _ _ 100.0 $58,600
..1../ The definition of seasonal residence includes mobile homes and time

sharing units.

SOURCE:

1983 Survey of Consumer Finapces.
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Tax revision should not discourage investmsnt in rentsl residential
and coarsrcisl real estate. Rentsl residential and commercisl real
estate iovestments would becoma less attractive under the Resgsn
proposal due to a numbar of key provisionst reduced depreciation
allowances, & chinge in capital gains treatment, limitations on
interest deductfons by certain types of invustors, extension of the
at risk rule to real estate, and nuserous others. (Ses Appendix J)
These changes would reduce the yield on & typical commercial )
structure from 17 parcent to SO percent (8ee Appendix K') vhile the
7ield on a nev low-income rental vesidentisl proparty would fall 50
to 130 percent (actually turn negstive in soms cases). (8ee Appendix
L) In the short-run thase extreme declines in yield would result in
abdrupt declines in nev investaent and sharp declines fn the valus of
existing properties. Over the long~run the decline in favestuent
could produce rent incresses for bdoth renting houzedold and business
tensats ranging from 10 percent to 40 percent.

Tadle 9

Potential Impaci of Reagan Proposal on Commercial and Rental Residential

Resl Estate Investments
(Percent Change from Current Law, Mortgags Rates Unchanged)

Investment Long~Ters Change in
Yield Rents Value
Typicel Commercisl ~-17% to -60X +8% to +30% =14% to -40%
Typical Nev Low-Incoms ~50% to -130X  +15% to +42%  -30% to -70%

Rental Reaidential

SOURCE: NATIONAL ASSOCIATION OF REALTORS®,
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1. Retroactive Depreciation Tax

The proposal would deny taxpaysrs who cleimed “excess™ depreciation
vriteoffs between 1980 to 1985 the "windfall” benefit attributable ¢to
the reduction {n tax rates. Taxpayers vith less than 3600,060 of
total deprecistion deduction during 1980 to 1985 would be exespt from
the tules. FPorty percent of deprecistion actually teken during 1980
to 1985 in excess of what could have been taken under 40 year
straight-1ine deprecfation would be sutomstically included in inzome
between 1986 to 1988, The first $300,000 of this excess is further
exempt, It is {mportant to note that this provision is effective
vithout any disposition of the asset so the taxpayer must pay the
additional tax out-of-pocket or borrow.

For example, a $3 aillion property placed in service in 1981 and
depreciated over 15 years using the straight-line method would have
yielded $1 millica fn total depreciation expense bstween 1981-1985.
Since this 1s in excess of the $400,000 threshold, the taxpayer must
compute his excess depreciation. Tha $3 million property depreciated
over the 40 year earninge and profit mathod would yield $375,000 of
deprecistion expense botween 1981-1985. The excess depreciation
($1,000,000 - $375,000) equals $625,000.. Subtract from this the
$300,000 exemption, and you have & net excess of $325,000. Forty
percent of this excess, $130,000, 1s included. in fncome over 3 years
1986-88 at 12% 1n 1986, 12% in 1987 and 16% in 1988, This means
$39,000 will be fmputed to %he taxpayars incoms each of the first 2
years for an lgcr,uu in tax (assuaing & 35X bracket taxpayer) of
$13,650 for each year. 1o the third year $52,000 vill be ismputed to
income for an incresse tax of $18,200, B

This shows that even & modestly priced real astate investment will

cause gignificant tax increases to investors. This tax increase ts

axacerbated by the fact that tha rule operates automstically, not
vhen the asset is sold, foreing the taxpayer to pay the extra tex
ovt-of-pockat. h
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2. Limitstion on Interest Lsductfons by Individusle. The President o,
proposes to lmit the investment interest deduction to $5,000 plus
passive investment income. This Seans that sll deductible interegt

expense will be limited to: interest on a taxpayer's principal
residence; 95,000 of interest on consumer (including istecest

expenses incurred to purchase a second home, car, education loacs,

etc.) and investment interest (favestment {ntersst uoder this 45,000

cap would fnclude the intersst expenses of Section 1231 “nat-leased"
property, as under current law, and is expanded to include intecest
expense paseed through from limited partnership f{nvestaents). This
45,000 cap is Incressed by any passive "investsent income”™ roceived -
by the taxpayer == such as interest, dividends, otc. Iatecest

“expense for properties owned by sole proprietors of general

partnerships would generally not be subject to this linitation. m,_

provision discriminates heavily in favor of wmalthy tsxpayecs saainst
aiddle class Americans who must borrow sonsy to iavest in resl

gstate. This {e because the proposals sllov wealthy taxpayers who
have other “investment income” (such as facome from truste, stock
investments, etc.) to {ncrease the proposed $3,000 intersst cep.
Only average wge esrnexs who do mot have the luxury of excass
{avestment income will be severely impacted and discowrsged from
naking a modest i{nvestwent into a resl estate limited partanrship.
This result could shift the ownership of roal sstate bactk, as it ws
several decedes ego, into the hands of the u’inidﬁ'y‘ and lexge
cocporations.

In our view, {nterest expenses paid by iavestocs, limited
partnerships or sub S corpocations are real business costs to the
taxpayer and are not “tax—sheltered paper losses”. By disallowing
the deduction for these resl costs, the Presidest's proposal has the
effect of i{ncreasing the cost of investment, thus affecting capital
formation bf réducing the capital availadlity for rev investaent.
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3. Change in Depreciation Schedule for Structures. Under the
President's proposal a nevw depreciation system called the Capital

Cost Recovery System (CCRS) would replace the current ACRS system.
Cost recovery periods for structures would be increased from the
current 18 years to 28 years with inflation indexing of the
depreciation base. The first year's depreciation deduction would be
4 percent of the rveal property basis rather than the 5.5 percent
(straight-line) or 10 percent (ACRS) of current law. At current
{nflstion rates CCRS would provide only adbout 60 percent of the
depreciation deductions provided by ACRS over a typical ten-year
holding period. This is a significant increase in tax on depreciable
capital and will act to discoursge such investment i{un the future and
thus lower the nation's capacity to grow. -

Table 10

Depreciatica Allowances for Structures Per $1,000 Investseu: l’

___Current Law CCRS (Raagan)
Cummulative .
Present Valus Cumgulstive X Diff, X Diff.
Present From Froa
Year AGRS St. Line Value ACRS St. Line
1 $s0 $30 $20 -60,0% ~33.3x
2 130 83 56 =56.5 -32.1
3 192 130 89 -53.8 =31.6
4 248 172 _118 -52.4 -31.3
5 291 208 144 ~50,.4 -30.8 )
6 323 241 169 -47.8 -30.0 ’
7 352 270 192 -45.6 ~29.0
8 373 295 213 -43.0 =-28.0 .
9 392 318 232 -40.7 -26.9
10 409 338 251 ~38.7 -25.8
1/

Firat year sllowance assumes an asset is placed in service by a calendar
year taxpayer on July 1, without regard to the mid-wonth conveation.
Cunulative present value calculation assuumes a real interzest. rate of 8
percent and an {nflation rate of 5 percent.

SOURCE: NATIONAL ASSOCIATION OF REALTORSe,
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4. Changed Capital Gains Treatment. For nondepreciable sssets such as
stocks and bonde, the Reagan proposal would reduce the current 60
percent exclusion to 50 percent. With lower marginmaltax rates the
effective capitsl gains tax rate for individuals would be reduced
from 20 percent to 17.5 percent. Despite this lower effective tax
rate, capitel gains on this type of asset would be more heavily taxed
relative to ordinary fncome under the Resgan proposal than under

current law.

Depreciable assets such as structures would not be eligible for this
50 percent axclusion. Hovever, when computing the capital gain on a

-. depreciable assst the inflastion-sdjusted depreciation base rsther
than the original basis or cost would be used. The impact of this
c&uo is xhat 1if a proparty spprecistes at roughly tha overall rate
of inflation, capital gafns tax would probably de less than if it
were coaputed with a 50 percent exclusion. However, if the property
is s wise investment end appreciates 3 .or more percentege points
faster than the oversll fnflation rate, the tax would ba more tham 1t
computed with a 50 parcent exclusion. Consequently, average and
above aversge resal estate investments would be taxed at s rate
greater than fivancial assets that appreciated at s similar rate.
This diecrimination against long~life sssetc is unwise and
unjustified.

Tadle 11 -

Comparison of Indexing vsrsus 50X Exclusion Capital Gains Treatment Py

Overall Inflstion Property Appreciation Tax
Rate Rate indexing Exclusion
52 ‘0% -22,012 0
5X L} 0o 11,006
sz : 8.58 22,100 22,100 :
X 10X 33,770 27,890
L} 4 15% 84,583 53,297

u Bxa-plo bued on a $100,000 property held for 10 years by a taxpayer in th.
35% tax bracket. For simplicity ths effe:ts of depreciation, property
taxes, selling expsnses and the slternstive minimum tax, Lif any, are ignored.

i
SOURCE: NATIONAL ASSOCIATION OF REALTORS%.



817

5. Ac-Riek Rules Extended to Resl Estate. Tha President propocss to
extend at-risk limitations to resl esteta. Uander current lsw, the
loss a taxpayer msy deduct from 8 nom-resl estate investment is °

- limited to the smount the taxpayer has at-cxisk with respect to the
{nvestment. !uontinuy, this means investors can claim losses only
up to the cashrplus mortgages for which ths investor is personally
liable.

The reason resl estate has mt deen included {s the fact that resl
estate {s taxable and its value can be carefully appraised for both
lender and borrower to understsnd the degree of risk. Further,
becsuse of this fact, and becsuse of practicsl business’ -
considerations, the historical method of finsncing real estate,
vhether housing or commercial investment, has fncluded momrecourse
dabt.

Tha underlying tax-treatment of an ssdet should not be sltered by the
type of financing used. Arbitrarily sxtending the at-risk rules o
real estate slows down the tax writeoffs for assats that are

- dedbt-finsaced as opposed to equity-f{nanced. This exscerbates the
nomr-neutrality of the tax system end distocts the marketplace.

-*The Administration has opened the door in its sroposel to an

' exsmption fgoa the at-risk rules for resl cstate financed through a
“third party lending institution, thus sssuring arme-length
arrangenents. Such an exsmption would effectivoly lizit potential
atusive transactions that involve seller finsacing where the basis 1s
L artificinlly {nflated for capital gains and depreciation purposes.
¥on-sbusive transactions could, therefore, bhe exempt from unnacessary
aod unwise exteasion of tho at-risk rules.

VN
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Repeal of Tax-Exempt Status for Industrial Developmwent Bonds. The
President's plan proposes to repeal ths tax-exempt status of

ioduatrial development bonds. Private purpose bonds, however, have
had strict limits placed on thex tn 1980, 1982 and 1984, Further
limits do not snem necessary or fair.

IDBs pley an important role in financing low income rentsl housing.
IDB tax exempt status could be preserved for use for lov income
rental housing and during times of recessions or high {aterest
periode.

Repesl of Qunlified Rehabilitation Tex Credit. The Presideat

proposes to rapesl the rehabilitatfon tax credit for quelified old or ~
historic buildings. Depending on the age of the building, credits

are availadbla of 13 percent, 20 percent or 235 perceant. The President
claims no evidence exists to prove the credits are an appropriste
incentivy for ruhatilitation for older buildings when compsred to tha
incentivus aveiladle to rehabilitsators of newer buildings, However,
the credits are ussful o deteriorating areas in promoting stability
and econcaic vitality. This is particularly “important to cities in
the Northrast and North Central. Also, 1n!:ua.l tax revenus loss
attridutable to tiis tax credit is made up fn soze aress over two and
one-half :imes within five years by focrassed revenus generated at
state and locsl levels. This {s the same revitslization effect that.
Eaterprise Zones sre predicted by the President to have on diatressed

.

areas,
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Capitalization of Coastruction Perfod Interest. The President
proposas to capitalize, ac part of the cost of constructing &
residential or commercial project any iaterest paid or fncurred
during the conotruction period. This proposal would require
construction psriod int.arest to be included in the b‘;ll of the
project and recovered by allowances for depreciation. Sinca the
President's plan would lengthen the recovery period for depreciation
of structures from 18 yaare (15 for low-fncome housing) to 28 years,
tha proposed treatment of construction period interest would mean-—
that construct{on period interest, wvhich under curreat lew fe
asortised over ten years (and deducted curreotly for low-income
bouaing), would be recovered over the lengthe2¢d cost recovery period
for real estate. Horeover, the President's plan does aot provida any
specisl treatment for low-lancome housing. The proposal regardiog
construction pariod interest will {ncrease the costa of reutal
housing and coumercial resl estats, cause i{ncreases in rents for both
residential and commercisl tensats, and coatribute to higher rater of
unesploynent in the coastruction industry.
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Appendix A

Macroecononic Impacts of the Reagean Tax Beforn Proposal
(X Change from Baselics Except vhere Othervise Koted)

1986 1987 1988 1989 1930 1995

Real GNP -0.2 -10 -1.0 =13 -1.1 =-0.5
Tncome Per Household (85 §$'a) -$50 -$200 -$320 -3510 ~§730 -$900
Esployment 9.0 =-05 -~06 -05 -0,35 =-0,1
Labor Productivity -02 ~-0% -06 =-1.0 -12 -~-1.8
Inflation (X point change) 00 =-0.1 =-0,2 =~-0,3 =-0.4 -0.2
Real Consusption 00 -04 -04 -0,6 =0,7 0.0
Feal Yixed Iavastment -13 -37 -39 =-37 -31 =-2.0
Residantial -30 =63 =51 =45 =43 =139
Nouresidential ~0.8 -30 -35 -35 -28 -1I¢
Equipment «0.9 =36 ~-43 -4,2 -~-32 =-1.,9
Structures -04 -1.4 -1.6 -1,6 -1.6 -1.0
Housing Starts «“70 -86 -59 =-54 =-53 -41
Single Fauily -~63 ~79 -53 -52 -50 -139
Multi-Fanily -85 -99 -70 -~-59 -6.0 -4&6
Existing Bome Sales -80 =~-90 -80 -~-7.0 -6.0 -35.0
Value of the Stock of N
Single n_-ny Homes -10,0 -10,2 -10,7 -11.,2 ~-11.5 ~-10.5
" Effective Morigage Pate 0,22 0.35 0.37 0.41 0.45 0.77
(X point change)
Aag Bood Rate 0.20 0.29 0.31 0.36 0.39 0.72
(X poiat change)
3 Konth T-B{11 Rate -
(X point claage) 0.17 0.25 0.27 0.28 0.33 0.66
Rantsl Cos% of Capital A
Structuras 2.7 2,5 2.5 2.4 2.1 2,0
Equipwant 10.3 8.2 7.5 6.9 6.1 4,2
Pedavel Deficit 2,6 13,1 16.3 17.5 17.2 37.3%
Dollare (dillioas) s 24 28 n 30 73
Cveulative Dollars {billioas) 5 29 57 88 118 390
YPidexsl Revenues -06 ~-2,5 -28 ~-30 =-2.9 -~5.2
“Personal Tex -67 ~71.5 -80 =~7.4 ~-17.4 -17.2
Corporats Tax in.0 16.1 17.9 16.7 1.0 1.6

SOURCE: NATIONAL ASSOCIATION OF REALTORS®.
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Appendtx B

- Compsrison of Tax Provisions Impacting After-Tax Bomsowuership Costs
Under Current Law aand the Resgen Proposal

PERSOHAL MARGINAL
TAX RATZS

EXEMPTIONS
Self, spouse
Dependents
Elderly
Bliod

ZBRO BRACKET AMOUNTS
Siogle
Jofat
Heads of Bousebold

INDEXED RATE BRACKETS,
EXIMPTIONS, AND ZRA

PERSONAL DEDUCTIONS

Mortgage Interest
Priaciple Residence
Sscondary Rrsidence

Othar personel
interest

Real Property Taxes

State and Locsl
Incoms Taxes

Medical Expenses
Char{tabdle
Contributions

Two~Beroer Dedv:tion

1986 Current
Law

14 rate brackets
from 11 to 50X

Yes

Yes

Yes
Investnent
interest 1liaited
to $10,000 over
investment incovs.

Yes

Yes
Yes, adove 5% of AGL
Yes, for itemtzers

and vonitemizers.

Yes, 10X of lover salary.

Reagan Proposal

3 rvate brackets
15%, 25%, 352

$2,000
$2,000
Credit
Credit

$2,900
$4,000
$3,600

Yes

Yes

Treated as other
personal {nterest.

Limited to $5,000
plus paseive
investment income.
(Expanded defini~
tion of interest
subject to Ifait)

Mo

No

YTas, above 5% of AGL
Deductible for
iteaizes dut not for
oonitesizere.

Yo




FRINGE BENZPITS

Realth Insursnce

-Gtourum life
insurance

Other
OTHER INDIVIDUAL ITEMS
Rollover of Capital

Gains on Principal
Residence

Ona-tize Exclusion
on Capital Gains
ou Priacipsl
Residesce
Income Aversging
MUNICIPAL BOND3
Public purpose

Private purpsece

92

1986 Current
Law

.

Not taxzsd

Premiuns for imsurance
over $50,000 taxed.

ot taxad

Capital gain tax
deferred {f seller
purchases snother
residence costing
at least as much as
the one sold within
two yoars.

One-tins excluaion

exclusion of gafn up

to $125,000 on sale of

principal residence

for taxpayers 55 or older.
Yes

Tax-exenpt

Tax-exeapt

SOURCE: NATIONAL ASSOCIATION OF REALTORS®,

?Endn B
coantinue )

Reegan Propossl

Pirst $120 of preaiums
per year for individual
coverage $300 for
fenily coverage taxed.

Premiums for insurance
over $50,000 taxed,

Not taxed

Yeos

Ssme as cucrent law.

No

Tax~exespt

Taxed
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Appendix C
Determination of the Impact of the
Loss of Property Ta Deductibility on
the After-Tax Cos. and Value of
an $85,000 Owner—Occupied Hose L
Case 1
1986 Curcent loes of Property
Lav Without Full Tax Daductibility
1986 Current Property Tax Reagan as a Percent
Law Deduction Proposal of Total Impact
Before Tax Cost ($) $10, 540 $10,540 $10,540
Tax Savings ($) 1,654 1,292 726
After Tax Cost ($) 8,876 9,248 9,814
Change ia Cost ($) -— 372 318 40%
Change {n Cost (%) -—_ 4.22 10,6%
Change {a Value (§) -- -3,791 -8,653 441
Change {a Yalue (X) - -4,5% -10.2%
Caze 11
Reagan Logs of Property
Proposal with Full Tax Deductibility
1985 Currant  Property Tax Reagan as a Percent
Law Deduction Praposal of Total }npac:
Bafore Tax Cost (3) 310,540 $10,540 $10,540
Tax Savings ($) 1,6€4 981 726
Afcer Tax Cost ($) 8,876 9,559 9,814
Change in Cost (§) - 683 938 272
Change {n Cost (X) - 7.7% 10,62
Change ia Value ($) - -6,480 -8,653 252
Change {n Value (1) —_ -7.6% ~10.2%
1/ Al examples assume 2 20 percent downpayment, a 30 year fixed rate

mortgage with a 13 percent interest rate, and property taxes equal to 2
percent of the home value. Required facome asscmes 25 percent of income
is dsvoted to princ{pal and intarest payments. All tax calculations
assuze a joint returu with four exeaptions.

_SOURCE: NATIONAL ASSOCIATION OF REALTORSS.

52-228 C - 86 -

4
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Appendix D

Total Impsct of Reagam Projposal on After—Tax Boaecvnership Coscs
and Houe Valus by State

hverage Average Increase Average
Averege Property Ia After-Tax Hoae- Decl{ne in
Hone Price Tax Rate ownership Cost Home Yalue
- State (Dollars) (Petceat) (Fercent-Dollars) (Fercent-dollsrs)
Alabama 4 56,500 0.42% 2.8% $ 200 ~3.01 -41,700
Alsska 136,700 1.06 18,0 2,000 ~16,5 ~22,600
Aricona 85,000 0.71 9.0 700 -3.8 -7,500
Arkamae 57,800 1.29 4,1 300 -4.3 -2,500
California 121,700 1.05 11.6 1,200 -11.&4 -13,800
Colorado 90,700 0.95 5.9 500 .3 ~5,700
Connecticut 118,800 1.60 13.1 1,400 -12,6 ~14,900
Delavare 79,600 0,76 8.7 702 -8.7 -6,900
Districc of Columbia 133,600 1.17 18.3 2,000 -16.7 -22,400
Floridas 76,100 0.92 8.8 600 -8.7 ~6,600
Georgla 83,700 1.16 9.7 800 -9.5 -8,000
Hawail 158,300 0.50 17.3 2,100 -15,8 -25,100
1dsho 58,100 1.02 3.7 200 -4.0 -2,300
I1linois 95,800 1.72 7.8 700 -8.0 -7,700
Irdiena 70,800 1,23 6.9 00 -7.0 -5,000
Tows 68,800 1,67 7.5 500 -1.8 -5,200
Kansas 68,800 1.00 6.4 400 -6.6 -4,500
Kentucky 66,100 1.02 6.3 400 6.5 ~4,300
Louistana 72,500 Q0,14 5.1 300 -5.3 -3,800
Maine 67,600 1.52 7.2 500 -7.3 -4,900
Haryland 94,200 1.38 7.0 600 =1.3 ~-6,900
Msgsachugetts 101, 300 1.85 13.1 1,300 -12.8 ~13,000
Michigan 79,920 2.68 12.0 1,000 -11.4 -9,100
Ninnesots 81,300 0.85 9.0 700 -8.9 -7,200
Mississippi 61,400 0.82 3.5 200 -3.7 -2,300
Missouri 64,100 1.09 6.3 400 6.5 -4,200
Montana 45,600 1.17 2.9 1¢0 -3.2 -1, 500
Nebraska 62,700 2.12 7.8 500 -7.9 -4,900
Nevada 93,800 0.68 5.2 400 -56 -5,20¢C
New Hampshire 87,100 2.23 14.5 1,300 -13.4 -11,700
Mew Jergey 119,000 2.54 15.1 1,600 -14.3 -15,700
New Mexico 60,500 0.90 3.6 200 -3.8 ~2,300
New Tork 95, 300 2.66 9.8 1,000 -9.8 9,400
North Carolira 65,800 0,96 6.2 400 6.4 4,200
Horth Dakota 70,600 1.26 7.0 500 -7.1 -5,000
Ohic ; 24,800 1.15 9.8 800 9.5 -3,1090
Oklshoma 13,800 0.89% 8.6 600 ~8.6 -6,200
Oregon 68,700 2.7 8.4 600 -8.3 -5,700 .
Fearsylvania 56,100 .71 4.7 300 ~§.9 ~2,800
Rhiode Island 86,600 2.01 14,0 1:200 ~13.1 -11,300
South Carolina 78,100 0.85 8.8 700 -8.7 -6,800
South Dakots 56,200 1.75 &.7 300 4.9 -2,800
Tennzasae 71,900 1.17 6.9 500 -1.0 -5,000
Texas 25,.00 1.36 10.2 900 5.9 -8,400
Utah 85,830 0.97 9.5 800 -9.3 -§,000
Yeruoat 65,530 1.67 7.3 500 -7.% -4,900
Virgints 91,900 1.28 6.7 600 -7.1 -6,500
Yashington 80,900 1,03 9.3 700 -9.2 ~7,400
Weat Virginis 54,400 0,68 3.1 200 -3.4 -1,800
Wisconsia 87,600 1.90 8.1 700 -8.4 ~7,300
Wyoaiog 60,500 0.45 2.9 200 -3.2 -1,9%00

SOURCE: NATIONAL ASSOCIATION OF REALTORS®,
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Appendix E

Inpact of Loss of Property Tax Deductibiilty on After-Tax Homeownership
Costs and on Home Values by State
(Case I: 1986 Current Law Without Property Tax Deduction)

Average Average Incresse Aversge
Average Property In After-Tex Hoae-~ Declioe in
Home Price Tax BPace ownership Cost Home Value

Stste (Pollars) (Percent) (Percent-Dollars) (Perceat-Dollars)
Alabama $ 56,500 0.42% 0.8% $40 0.8 -—$480
Alasks 136,700 1.06 5.0 5% -5, -7,340
Arfzona 85,000 0.71 1.9 150 -2.1  -1,770
Arkacsas 37,800 1.29 2.2 130 -2.4 ~1,370
California 121,700 1.05 4.0 420 -4,3 -5,280
Colorado 96,700 0.95 2.9 240 -3.2 ~1,860
Connecticut 113,300 1.60 5.8 63 %.2 -7,320
De laware 19,600 0.76 2.0 1%0 =2.2  -3,170
District of Coluabia 133,600 1.17 5.4 5%0 -5.82 -7,80
Florida 76,100 2.9 2.4 180 ~2.6 -2,010
Georzia 81,700 1.16 3.0 240 -3.2 =-2,7110
Hawaii 138,300 0.60 3.0 380 -3,z -5,120
Idsho 5,100 1.02 1.7 110 -1.9 =1,110
Illincis 43,800 1.72 4.9 460 -5.2 -5,010
Indiana 70,840 1.3 2.6 ——-190 -2.9 -,050
Iowva 65,800 1.67 3.5 250 -3.8 =-2,530
Kaocas 63,300 1.00 2.2 150 -2.4 =1,660
Kentucky 66,100 1.02 2.2 150 -2.5 ~1,620
Louisiana 72,560 0.14 0.3 20 0.4 -z10
Mafoe 67,000 1.52 3.2 220 -3.5 -2,330
Maryland 94,200 1.38 4.0 360 -4.4 -4,190
Massachusetts 101, 300 1.85 6.5 620 -6.9 -7,010
M{chigan 73,900 2.68 6.1 540 6.4 -5,i10
Minneeota 81,300 0.85 2.2 17 -2, =2,000
Misalssippl 61,400 0.82 1.4 90 -1.6 -970
Meicurd 64,100 1.09 2.3 150 ~2.6 =1,670
Montana &€,600 1.17 1.7 90 -1.9 -380
Nebrasks 62,700 2.12 4.2 2% -4.6 —2,869
Nevada 93,800 0.68 2.1 18¢ -2.3 =2,1%¢
New BHsupshire 87,100 2,23 6.1 540 -6.4 -5,600
~New Jersey 110,000 2,54 8.6 920 -8.8 -9,700
Haw Mexico 60,500 0.90 1.6 1C0 -1.7 -1,0%0
New York 95,300 2.66 7.1 710 -7.3  -~7,000
Horth Carolina 65,800 0.76 2.1 140 -2.3 -1,5%
North Dskka 70,800 1.26 2.7 200 -3.0 -2,090
Ohio 84,800 1.15 3.0 %0 -3 2 -2,71%
Oklahcza 73,800 0.89 2.3 160 -2.6 -1,8%0
Ovegon 68,700 2.27 4.5 39 -4,8 -3,300
Penraylvania 58,100 1.71 2.8 180 -3.0 ~i,750
Rhode Island 86,600 2.01 5.6 490 -5.9 -5,130
South Carolina 18,100 0.85 2.2 170 -2.5 -1,920
South Dakota $4,200 1.75 2.8 180 -3.1 =1,720
Tennessce 71,900 1.17 2,5 150 -2.8 -1,930
Texar 85,300 1.36 3.4 250 -3.7 -3,170
Grah 85,800 0.97 2.5 210 -2,8 -2,110
Vermocat 65,500 1.67 3.5 2% ~3.8 =2,450
Virginia 91,900 1.23 3.8 330 -4.1 ~=3,760
Wsshington 80,900 1.03 2.7 210 -2.9 -2,360
West Vizginia 54,400 0.68 1.2 70 -1.3 -720
Wisconsin 87,600 1.5%0 5.3 470 -5.7 4,970
Wyoning 60,500 0.45 0.8 50 0.9 -550

SOURCE: NATICNAL ASSOCFATION OF REALTORSS.



Appeadix F

Impact of Loss of Property Tax Deductibility on After—Tax Homeownership

Costs and on Home Values by State

(Case 1I: Rsagan Froposal with Froperty Tax Deductibility)
Average Iacrease Average
Average In Aftevr-Tax Hoae~ Decline in
Kome Price Tsx Rate ownership Cost Home Value

State (Dollars) (Percent~Dollars) (Percent-Dollars
Alsbama § 56,500 42% 0.6%  $40 -0.3x  -4380
Alaska 136,700 06 3.3 360 -2.6 -3,520
Arizona 85,000 71 1.1 90 ~1.0 -§70
Arkansas 57,800 29 1.8 110 ~i.§ -1,080
California 121,700 05 3.0 320 -2,7  -3,300
Colorado 90,700 95 2.6 220 -2.6 -2,3710
Connecticut 118,800 80 4.4 430 -3.9 -4,620
De laware 19,600 .76 1.2 90 -L1 -870
District of Columbia 133,600 17 3.6 390 -2,8  -3,7%
Florida 76,100 2 1.4 110 «1,3  ~1,000
Georgla 83,700 16 1.8 150 1,6 T-1,30
Hawati 153,300 60 1.9 280 ~1.5  -2,420
ldaho 58,100 .02 1.5 90 -1.5 -880
I11inols 95,800 12 Y 410 -4,4 4,170
Indiana 70,800 23 1.8 130 -1.7 -1,230
lova 63,800 67 2.4 170 -2, -1,5%
Kamsas 68,800 00 1.5 100 -1. 4 -990
Kentucky €6,100 02 1.% 100 -1,5 -970
Louisiana 72,500 14 0,2 20 0.2 -160
Maine 67,000 .52 2,2 150 -2.1 -1,400
Maryland 94,200 38 3.6 320 ~3,6§ -3,410
Mascachusects 101,300 o5 4,9 470 ~4,.4 =4,450
Hichigan 19,900 .68 1.7 320 -3.2 ~2,560
Minnesota 81,300 85 1,3 100 -1.2 -990
Mississippl 61,400 81 1.2 8o -1.2 ~160
Hissouri 64,100 .03 1.6 160 *1.6 1,000
Montana 46,600 .17 1.5 80 -1.7 -800
Nebrasks 62,700 12 2.9 200 -2,8 -1,730
Nevads 93,800 3 1.9 160 -1.9 -1,810
Nsw Hampshire 87,100 23 33 290 =31 -2,
New Jeotsey 110,000 .54 6,5 700 5,6 6,170
New Mexico 60,3500 90 1.3 80 =14 ~810
New York 95,300 66 6.3 630 -%.1  -5,880
North Carolina 65,800 9% 1.4 90 1.4 -920
North Dakota 70,800 6 1.8 130 -1.8 ~1,2%0
thio 84,800 b 1.8 150 . ~1,6 -1,350
(klahors 73,800 89 1.4 100 -1,3 -9%0
Oregon 68,700 27 31 230 -2,9 -1,9%
Penrs ylvania 58,100 T3 3.3 1590 -2.4 -1,380
Rhode Island 84,600 0l 3.0 260 -2,5 =-2,150
South Carolina 78,100 8% 1.3 100 1.2 -95%0
South Dskota $6, 200 73 2.4 150 -3,4 -1,360
Tenneasse 71,900 17 1.7 130 -1,7  -1,1%0
Texan 85,300 36 2.1 170 -1,8  -1,570
Utah 35,800 97 1.5 120 -1, 4 -1,170
Yermont 65,500 67 2,4 180 -2.3  ~},480
Vicginis 91,900 28 3.4 230 ~3,4 -~-3120
Vashington 80,900 03 1.6 120 -1,4 =1,170
West Virginia 54,400 .68 1.0 60 -1.0 -570
Wisconsin 27,600 .90 4.7 420 -4,7 =4$,1)0
Wyoaing 60,500 43 0.7 40 9.7 -43Q

SOURCE: NATIQNAL ASSOCIATION OF REALTOR§3.



Appendix G
Demographic Characteristics of Taxpayars who '
Clsia the Real Estate Tax Peduction
Percent of Returns within Returns as Perceant
Fach Category of Total
Iteoizers Itemizers
Clsiming Claining
_ Real Estate Other Real Estate Other
. Deductions Tarpayers Deductions Taxpayers
1. MARITAL STATUS
Single Returas 13.4 54.1 8.4 91.6
Joint and Other Returns 85.6 _45.9 41.3 58.7
Total 100.0 100.0 27.1 72.5
1I. FAMILY STATUS
Returns with no 38.5 70.7 16.8 83.2
dependents
Returns with Dependents 61.5 29.3 43.8 56.2
Total 100.0 100.0 27.1 72.9
Addendun:
Returne vith 2 or uore 40.9 16.4 48.1 51.9
dependents
Returns with 3 or more 17.1 7.4 46.2 53.8
dependents
III. AGE OF HOUSEHOLD HEAD
Less than 20 0.1 12.6 0.3 99.7
20 to 24 _ 2.3 18.4 4.8 95.2
25 to 23 16.8 16,1 22.2 7.8
30 to 35 14.6 10.1 35.1 64.9%
35 to 39 15.3 7.6 42.7 57.3
40 to 44 13.1 5.9 45.4 54.6
45 to 49 10.5 4.7 45,2 54.8
50 to 59 18.7 9.4 42.4 57.6
60 to 69 7.4 6.6 29.6 70.4
70 and Abdove 7.0 10.7 19.7 80.3
Total 100.0 100.0 27.1 72.9 —

Explanatory Note: W¥hile only 27.1 percent of tax returas claim real estate property
taxes as an itemized deduction, 86.6 percent of those who do are joint or other
fanily type returns. Nearly 2 of every 3 (61.5%) property tax {teaizers have
dependents. Thus, tepeal of property tax deductibility can be viewed as snti-fanily.

SOURCE: 1982 Statistics of Income -~ Individual Income Tax Returns.
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Iopact of the Resgao Proposal
on Homabuyers and Renters 1.
Family Iucome ~
$>z>1,soo $36,000 $64,000
Homebuyer Renter Homebuyer Renter Homebuyer Renter
One-Earner Fanily of Four 2/
Federal Tax
Curcent Law $ 957 41,865 $ 2,418 $4,803 $ 6,34¢ $12,674
Reagan Proposal 981 1,451 2,572 3,629 6,629 190,529
Change: $ +24 -5414 +154 -1,174 +283 -2,145
Change: X +2.5% ~22.2% +6.4% -24.4% +4.5% -16.9%
Two-Earner Fanily of Four 3/
Federal Tax
Current Lav $ 622 31,522 4 2,026 46,365 $ 5,729  $11,952
Resgan Proposal 809 1,451 2,358 3,629 6,228 10,128
Change: § +187 -71 +332 ~740 +499 -1,824
Change: X +23.11 ~§.8% +14.7X ~20.42 +8.0% ~18.15%

1/ Mortgage interest and property tax deductions for families vith {ncoses of

2/

3/

$21,500, $36,000, and $64,C00 are based on homes costing $50,000, 485,000 and
$150,000, raspectively. The mortgage interest deduction is the first ,2ar
{nterest on an 80 percent loan-to-value ratio loan with an interest rate of 13
patcent. The preperty tax deduction is 2 percent of property valus. All non=
homeuwnership deductions are the aversge for jolnt returns with {teaized
deductions, according to the 1982 Statistics of Iacomea - Iodividusl Income Tax
Returns. Ranters are assumed to have the saze level of these deductions as
homebayers. s

Child-care credit not uaed.

Income of family i{s eplit two-thirde, one-third batween the two earners.
Two-aarver deduction &nd child-care credit are used.

SOURCE: NATIONAL ASSUCIATION OF REALTORSe.



Appecdix 1
Iapact of the Rasgan Propo”l
on a Typical Seconi Boms 2
1986 Reasgsn Proposal
Current
Lav Case 1 Cage 11 Cass 111
Before-Tex Cost 47,440 37,440 $7,440 $7,440
Marginel Tax Rate 388 25% 252 25%
Total Allowad Deductions $7,440 86,240 §2,500 0
Tax Savings $2,827 41,560 4 625 0
Afcer-Tax Cost $4,613 $5,880 46,315 $7,440
Change 1n Cest ($) — $1,267 $2,202 $2,827
Changa 1a Cost () —— 28% 482 61%
Change in Bome Value (X) - -22 =301 -382
Case I: All sortgsge faterest is deductibla since dividand and interest

{1come raises the liait on {nterzest deducrtzas 35 that {X £ oot
bleding on the taxpayer.

Cass II1  Oaly 82,500 of mortgage interest {s deductible due to thas $5,000
11sft on othar parecoal {nterest deductions. Taxpayer has $2,500
of oon-mortgage interest deductions.

Case III: No mortgage fnterest s deductible dus to tha $5,000 1im{t on other
personal interest deductions. Taxpayer alrezdy hae $5,000 of non—
mortgaga personal interest deducticns.

x/ This table cssumes & $60,000 gacond home purchesed with s $12,000
dovnpaysent snd a $48,000 mortgsge at 1) percent rasulting in abdout
$6,240 of mortgege foterest the first year, Property taxss are
sssused to ba 2 parcent of the property valua or $1,200. The buyer
te sssumed to have a $70,000 sdjusted gross incows, tc file & jcint
roturn with 4 exemptions, and to have othar {temized deductions
totaling $13,000, ths aversge for itemiszing taxpaysrs at this
{acome lavel.

SOURCE: NATIONAL ASSCCIATION OF REALTORSS,
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Appendix J

Conparison of Tax Provisfons Iapacting Commercial Real ¥stats Undear

Current Law and the Fa3gan Proposal

Personal Marginal
Tax Rates

Personal Deductions
Personal Interest
other than wsrt-

gage interest on
principal redidence.

Corporate Tax Rates

Depreciation

Cepital Gafus

Exclusion
Basis fndexed
for iaflation

Constructfon Parfod
Interest And Tares

Iotarest Fxpense

1986 Current
Lav

14 rate brackete
from 11X to 50%

Yes
Investment {nteérest
linited to $10,000

. over iavestment incoma.

15 to 40 percent on
first $100,000, 46
percent above $100,000.

18 year 1ife; 175%
declinivg balance.

60%
No

10 year amortization
allowed.

Fully deductible for
property used in
trede or busicess.

Peagan

__FProposal

) rate brackets
158, 25%, 352

Limited to $5,000,
plus passive
iovestment income.
Expanded definition
of {nterest subject
to l{mit. TIacludes
secondery residence
and limited partoars
share of the {rerest
expense of the part-
haership.

15 to 25 percent oa
first $75,000, 33
percent abova $75,000,

4% of 1aflation-sdjusted
basis. 28 year closeout.

Depreciable Nondepreciadbls

Assets Assets
0 50%
Yes No

Repealed, Added to real
property basis.

Same as current law.



lavestaent Tex Credit

Rehabdilitation Tax
Credits

Section 167K Rules

Installment Sales

"At Risk" Rules

Partnsrships

Mortgage Raveaus Bonds

. Iodustrisl Davzl-
opment Bondo

101 -

1986 Curreat
Lav

———

6% - 102

15% credit for 32
year old nonreti~
dential structures;
202 cradit for 40
year old noaresi-
deatial structures;
23% credit for his-
toric restdantial
and ponrastdentisl
structures.

Rehabilitation
expenses for low
incone bousing
can be depreciated
over 60 months.

Texaticon defdarred
until paymaut
recaivad,

Real ertate exeapt.
Daductions nay
exceed the amount of
aquity plus recoursse
financing,

“Pass-thru” of gains
and losses to
1odividual partoers.
Ioterest fs Tex Exeapt

Interest is Tax Exeupt

SOURCE: NATIONAL ASSOCIATION OF RRALTORS®,

Appendix J
(coatinued)
Reaga:
Proposal
Repealed
Repealed
Repealed

Ro deferrsl if
recalvadlen pledged
a6 collateral.

"At risk” rule extended

to real estata. Curaula-

tive losses 1faited
to equity plus re~
¢ourse financing.

Sane as current law,

Interest Taxed

Interest Taxed
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- Appendix X

I=pact of Resgan Propcsal
on 8 Typfcal Coomercial Raal Egtate Invest ..nt 3./
(Percent Change frox Current Law,
* Mortgsge Rates Unchsnged)

lst Year 1lst Yest
Taxable After-Tar 10-Year 10~Year Long~Tera Change {n
Description Income Cash Flow IRR 3./ Nev 3/ Rents 5./ Value 3/

Reagan Proposal

Case A + 45% - 67X -17% -2 82 ~14%
Case B + 94X -104% =262 - 48% 102 -16%
Casz € +171% -162% -61% ~144% ix -38%

Case A: Property owned by sole proprietor or general partners.

Case B: Liaited partners having full use of the cap on other personal
interest of $5,000 plus net investment income, here {nterpreted as
their pro-rata share of net operatfing income leas deprcciation.

Case C: Liafted partners vho have exhausted their ability to deduct other
parsonal interest 8o 50 {nrerest can be deducted.

SOURCE: NATIONAL ASSOCIATION OF REALTORS®,
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Appendix K
(continued)

1/ Assucsptions underlying typical cosmercisl real astate investment,

Basiss $1,000,000 project acquired 1/1/85 with original basis allocated
$150,000 to land, $50,000 to furniture, fixtures & equipaent, and $800,000 to
resl property.

Finsncing: $250,000 fnttial equity and 30-jear coaventicnal mortgage for
$750,000 at 13.5X fatereet.

Incoms snd Expanses: Net operating income of $100,000 fucreasing at 5% per
year. R

Current Lev Depreciation: 18 years ACRS for real property, 5 years ACRS for
persocsl property.

Projected Value: Startinrg valus of $1,000,000 {ncreasiog at 3X per year.
Kxpentes of Sale: Selling expensas of 62 upon ultimute sale.

Ownarehip: Iodividusl taxpayer(e) in a margical tex bdracket of 507 under
current lav.

2/ Internsl Rate of Raturnt the discount rate at wrich the present value
of all future after~tax bdenefits squals the {nlcial capital contribution.

3/ Kat Pressnt Valuet The aum of ell future after-tax dsnafits less
laitial espitsl contridbuticn, dfscounted to 1/1/86 at 11X par anoua.

&/ Long=Term Rent: The pstcantsgs asount that rents would have to change
for 10~year IRR to ba restorsd to tha level uader current lav, all else
toing equal.

3 Change in Value: The parcentege chacge {u the value of the property that
would 1ikely occur i{n the short-run prior to chengea in rents.

Ncte: Yor purposas of indexing capital sssets, edjusted basis, and luterest
indebtednass & 5 percent inflation rate was assuaed.
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Iapact of Reagan Proposal

on a Typical Nev Low-Income Housing Investasent ,’.’

(Parcent Change from Current Lav,
Hortgage Rates Unchanged)

1st Year lat Year
Taxable After-Tax 10-Year 10-Year
Description Income Cash Flow 18R 2/ nev 3/

Reagan Proposal

Case A + 822 - 782 - 50% - 982
Case B + 97X - 852 - 682 ~167%
Case C +144% -114% -129% -405%

Case A: Property owned by sole proprietor or general partnars.

Case B: Limited partasrs having full use of the cap on other personal
{oterest of $5,000 plus nat f{ovestment incooe, here {nterpreted as
their pro-rata share of net operating income lezs depreciatica.

Case C: Limited partners wvho have exhsusted thaf{r ability to deduct other

personal iaterest so no interest can be deducted.

SQURCE: NATIONAL ASSOCIATION OF REALTORS®,
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dopandtx L
continued)

l/ Assunptions underlying typical new lov-incoms houeing jnvestment.

Basis: $1,000,000 project placed in service 1/1/86 wvith original basis
allocated ;150.000 to laod, $50,000 to furniture, fixtures &.equipeent,
$725,000 to real property, and i75,000 to construction perfod f{ntereat and
taxes (CPIT) which is expensed under current lav.

Financing: $200,000 init{al equity and 40-year mortgage for $800,000 at 12.75%
intarest, insured or gusranteed by a federal, state, or locsl government agency.

Income and Expenses: Regular tensot teat roll of $200,000 plus a reot eubsidy
of $15,000 per year, and operating expecses of $10C,000 {ncrcesing at 5% per
year. The rental incoms is 1lncreased {n tinme only dollar for dollar vith
iocreasiog expenses, for a constant 6.2% cash-on-cash return.

Current Lav Depractation: 15 years, 200T declining balsace for resl property,
5 years ACRS for personsl property.

Projected Value: Starting value of $1,000,000 {3 presumed to remain constant
due to a constent net oparating focome.

Expsnses of Sale: Sslling expenses of 6% upon ultimate sale.

Ownership: Ipdividusl taxpayer(s) in a marginal tex bracket of 50X under
current lav.

2/ Interoal Rate of Return: the discount rate at vhich the present valus
of all future after-tex benefits ejusl the faitisl capital contriluticn,

3/ Met Present Value: The sus of all future efter-tax benefits less
infeisl capitsl contribution, discounted to 1/1/856 at 11X per snoum.

& Long-Term Reat: The percentsge amount that rents vould have to change
for 10-year IRR to be restored to the level under current law, all elez
being equal. -

5/ Change 1o Value: The percentage change in the value of the propercy that
would likely cccur ia the short-run prior to changes ia reats.

Note: _Por purposes of indexiog capital assets, adjusted baris, and interast
indebtedness a 5 percent inflation rste was assuned.
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Appendix M

Deprecfation Allowvances for Structures Per $1,000 Investment 1/

Current lLaw

Cunmulative

CCRS _(Reagan)

. Present Value Cummulative X Diff. % DIff.
Presant From Froa
Years ACRS St. Line Value ACRS St. Linse
1 $50 $30 $20 ~60.0% =-33.3%
2 130 83 ‘6 ~-56.5 -32.1
3 192 130 89 -53.8 -31.6
4 24y 172 118 =52.4 -31.3
5 291 208 144 ~50.4 -30.8
6 323 241 169 -47.8 ~30.0
7 352 270 192 -45.6 -29.0
8 373 295 1) -43.0 -28.0
9 392 318 232 -40.7 -26.9
10 409 338 251 -38.7 -25.8
11 423 353 268 -36.8 -24.1
12 43 366 283 =35.1 -22.5
13 446 377 298 -33.1 ~21.0
14 454 8 312 -31.3 -19.5
15 461 396 324 ~29.7 -18.2
1€ 468 404 336 -28.1 -16.9
17 41 812 347 ~26.6 -15.7
13 478 418 357 -25.3 -14.5
19 480 42 387 -23.7 -12.9
20 na na 375 na na
21 na na 384 na na
22 ns na 91 na na
23 ns na 398 ra nz
24 na ] 405 aa na
25 na na 411 na na |
26 na na 416 na na
27 na na 422 na na
28 na na 427 na na
29 na aa 429 na ns

1/ First year allowance sssumes an asset is placed in service by a calerndar
year taxpayer on July I, without regard to themid-month convention.
calculation agsumes & real interest rate of 8
rate of 5 parcent.

Cumulative present value
percent and an {aflatfon

na/ ot applicable.

SOURCE: NATIONAL ASSOCIATICN

OF REALTORSS®.
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STATEMENT OF SHELDON 8. COHEN, FORMER "OMMISSIONER OF
INTERNAL REVENUE, AND SENIOR PARTNER, MORGAN, LEWIS
& BOCKIUS, WASHINGTON, DC

Mr. CoseN. Thank you, Mr. Chairman. It is a pleasure to be
before the committee today. I ought to say that the views I express
today are my own personal view and not those of a client or of
anyone in my firm. As you can see from the earlier testimony
today, tax reform means many different things to different people.
What we have it is an Internal Revenue Code that has become a
hodgepodge of what were good ideas at the time. When amalgated,
this has created a mess. It is a mess to administer from the Inter-
nal Revenue Service’s or Treasury’s point of view, and it is very
difficult for the private citizen, and from industry’s point of view.

One of the first things I want to say is that any time you deal
with a minimum tax, you have admitted defeat. And the gifﬁcultiy
that we face here in looking at both Treasury I and the President’s
proposals is that we are admitting defeat. That is, we have come
along with a minimum tax, which in effect is a patch which says
that we designed a system that doesn’t work well in many in.
stances. So, we will have a patch to try to make it at least rosmeti-
cally work. I think we could do better than that. It is not simple. It
is never going to be simple.

The economy we live in, particularly in the real estate area, is a
very complex and widespread economy. Therefore, for the Tax Code
to work, it is going to have to mirror the economy and will be
somewnat complex. And indeed, the President’s prcposals that take
over 400 pages to describe are not simple.

In the area of tax shelters, we are dealing with something that I
guess as a draftsman for the Treasury in the early 1950’s, I started.
I was the draftsman of the first accelerated depreciation provision
in 1954. And I should tell the committee that, at a drafting session
across the street over in the Cannon Building at about 2 a.m. in
the morning, I raised the question of a creeping basis or at risk.
The Tax Legislative Counsel, at the time, wanted to shoot my head
off, not because he didn’t agree with me but because it was 2 a.m.
in the morning and we had to report a draft to the committee the
next morning at 10 a.m. So, the basic issue was conceived of at that
time by the five or six of'us in that drafting group. We recognized
the problem. We saw it coming. Here we are some 81 years later
still dealing with it.

I have dealt with the tax law now for 33 years, both as a lawyer
and as an administrator. I think that tax shelters are a poor way
to encourage either economic or social objectives. We are encourag-
ing tax lawyers. I don’t mind that. My children enjoy the good
things of life. Accountants, promoters, and tax shelter sellers, all
are enjoying the good life. However, we are not being very efficient
in our use of our resources. And I should say, as an amateur econo-
mist, that none of this has anything to do with the creation of ca
ital. You gentlemen have heard that term used often. We are talk-
ing about nothing today but skewing the use of capital. The ques-
tion is: Ought we let the economic forces of this countrﬁ' determine
as best they will, and they do it pretty efficiently, where capital
should flow? Or are we going to do it in the tax laws? Now, that is
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not to say that we can walk away from every decision of that kind
or should we. And indeed you wiil see in my testimony that I come
out very strongly for some kind of a historic rehab, either credit or
subsidy. That is an eccaomic and a social judgment that each of us
has to make, and it gets balanced out.

The difficulty is that we tend to put these things in the Internal
Revenue Code, and we pretend, therefore that it doesn’t cost any-
thing to administer them, but it does. There is an Internal Revenue
Service that is falling apart. The audit level is now 1.2 percent.
There is chaos in that. People are losing confidence in their tax
system; and if constantly pile—whether it is real estate or any
other kind of benefits—through the Internal Revenue System, the
system is going to break down. Indeed, a Governor of a State once
came to me when I was Commissioner of Internal Revenue and
said: Stop me from authorizing these private use bonds. He said:
Politically, I must sign this Lill, but all I am doing is providing a
subsidy with no benefit to my State and an open call on the Treas-
ury. He recognized what he was doing because-he-recognized that
he wasn’t providing any benefit that any other State didn’t pro-
vide. They were just competing with one another. And all it was
was an open call on the Treasury, with no particular benefit to any
one particular State.

So, I would say to you that any program that you can design
through the tax system, you can design equally efficiently at an
equal cost of administration through a direct program. The difficul-
ty is that the Congress has traditionally imposed higher adminis-
trative standards on a spending program than it does on a tax pro-
gram. There is no reason for that.

[The prepared written statement of Mr. Cohen follows:]
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Statement of Sheldon S. Cohen

Mr. Crairmen and Members of the Committee:

My name is Sheldon S. Cohen. I am in private
tax practice in Washington, D. C. You will recall that
I servea as chief counsel of the Internal Revenue )
Service during 1964 and as Commissioner from January,
1965 through January, 1969. Thank you for inviting
me to testify on the President's Tax Proposals, part-
icularly as they relate to real estate, housing, and
historic rehabilitation. The views I express today
are solely my own and are not on behalf of my law firm
or any of its clients.

I. The Proposals In General.

I will first discuss the Proposals in general,
and then focus on the provisions that affect real
estate and housing. I will conclude with a few words
on tax administration.

Tax Reform is on everyone's lips these days.

I believe everyone is in agreement that our tax code
should be modernized and simplified. Unfortunately,
everyone does not agree on the ingre@ients cf reform,

The tax coae is not a disgrace. What it is is

a hodgepodge of ideas--each one having some reason (tc
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help this group or solve that problem)--but on the whole,
it is complex and often contradictory. The Code often
has been used when direct appropriation or direct legis-
lation would do just as well. We must stop using the
tax law as an alternative to other types of legislaicicn.

President Reagan to his credit has seized the
issue and his proposals move in the right direction.

The system should be fairer and more economically
neutral, although you cannot enact a tax law which does
not affec%ﬁgeople's behavior -- so neutrality is only
relative. I generally support the President's Proposals,
although 1 prefer muc.. of the first Treasury study of
November, 1984. Indeed, Congressman Gephardt and Senator
Bradley have proposed tax simplification and reform

for several years. Their package would have different
aistributional effects but would be revenue neutral.
Their plan would be an excellent starting point for this
Committee.

1 believe we all favor a progressive tax. The
populists who pushed for an income tax in the 1880's and
1890's favored a progressive income tax also. Even the
three rate structure proposed is mildly progressive.

Rate structure, however, has little to do with simplification.
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Deductions and credits are what createé’coxplexity. 1f

we can eliminate most or at least many of the deductions

and credits, we can simplify tax return preparation and, just
as importantly, increase the perception of fairness and
sirplicity.

The tax relief granted in the President's program is
skewed. I am pleased tc note that many members of this
Committee have raised this issue also. My concern is that
any program which grants its highest percentage of relief
to the upper two or three percent of the income earners
of the country and grants very little if any relief to
our children cannot be all gooq. 1 have a married daughter.
She ana her husband have a small child in a child-care
arrangerent. They both have reasonably good salaries.

They live in a condo and will lose the state and local tax
aeduction, and the marriage penalty deduction. When the
smoke all clears, they get no real tax reduction. On the
other hand, somecne in my bracket gets a 3C% reduction in
rates and loses only state and local tax deduction. My net
reduction in taxes is about 20%. On other occasions I

have told this Committee that the Sheldon Cohens of America
ao not need tax relief. We need relief in the lower and
middle income levei ..

It is hard for me to understand why we are reducing

taxes right now in any event. We are now experiencing
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tremendous deficits generated by the 1981 tax bill.
The President's proposals are supposed to be revenue
neutral--put they do not appear thqﬁ way to me. By
the Treasury's estimate, the proposals, if enacted

in their present form, would cost $11.5 billion by
fiscal year 1990. One of the major revenue raisers
is what I will call the "Windfall Without Profits Tax",
designed to recoup some of the ACRS benefits. This
item alone would raise $56.5 billion in a three-year
period, but nothing thereafter. I am not certain how
many other provisions will cost extra revenues over
time. Many of your Members have experienced similar
concerns.

It would appear to me that the transition rules
spelled out in the current proposals are not adequate.
In the fall, the Secretary of the Treasury announced a
very liberal attitude toward transition rules. Now,
probably because of revenue considerations, much more
stringent transition rules are suggested. I expect that
they will be changea. Indeed, the stuay suggests now that
transition rules are up to Congress. For example, the
President's proposals suggest elimination of the historic

building rehabilitation credit. Perscnally, I oppose that
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rove, unless the credit 1s replacecd by a direct federal
erxperditure, as 1 feel that we rust hive a differential
in cur system to preserve cur historical heritage.
Eit, even 1f you would repeal the credit, the President's
propcsals suigest repeal for expenditures rade after
Decerber 31, 1385. The Treasury study, on the other
hand, would have repealed it on the sare date, except
for binding contracts which existed before that time.
Clearly, the Prgsiéent‘s proposal is unfair--both in its
treatrent of historical buildings and also because we
all know that a binding contract rule is generally used
when changes of this kind occur. It is only fundamental
fairness, since the parties have committed and based their
financing on the law as it stood at the tirme of the
commitment. Thus, more realistic transition rules in
this area as well as others will cost a great deal and
should be accountea for in the revenue estimates.

I generally support the President's proposals
to broaden the tax base by eliminating or cutting back
on various deductions and credits. 1 am not sure he
has gone far enough. The areca of fringe benefits is of
concern to me. Some people have them and others do not.
These two groups of taxpayers are treated differently
by the tax law. Does it recally make a difference whether

I pay for my life insurance or my health insurance cr
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whether my employer does? I think not, and yet the
tax law treats these situations quite differently.
I could go down a whole list of exclusions from
income which are available even under the President's
program.

It will be tough for this Congress and later
ones to hold the line against worthy deductions creeping
back into the Code. You must set a standard to resist
such temptation. Similarly situated taxpayers should

pay the same tax. You should always remember that

i

simplification does provide a benefit to our citizens
ana the IRS.

The acknowledgrent in the current proposals that a
minirum tax is neeied is an acknowledgement of partial
uefeat. 1t reans that the political compromise which has
been 1ntroduced by the President has not acaressed the
problers directly. In order to ensure that all taxpayers
pay sore tax, he chose instead to deal with then indirectly
through a rainiru~ tax.

The Adrinistration proposals at times are contradictory.
For exarple, the proposals encourage equity capitalization
and dividend distribution--at least they say tnev do. On
the other hana, a taxpayer gets a full deduction for inter-
est borrowed to purchase assets for his busiﬁéss. He can

index the asset so that its value for tax depreciation
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purposes grows with inflation. Therefore, he will
probably borrow the maximum possible because it is
generally a good business decision. Likewise, the pro-
posals say they encourage dividénds through a partial
aividends paid deduction. ©n the other hand, the
proposals continue to favor capital gains by a special
tax dedﬁction. This means that if I don't take diQidends,
I can allow them to accumulate in the corporation. That
should cause a rise in the value of my stock, which I
can later sell for a low capital gains tax. These policy
decisions are contradictory. The repeal of capital gains
would do the most to remove conplication from the tax code.

Another interesting thirg happened in the capital
gains area. The President's proposals have an election.
I can either index the basis of ny asset or exclude 50%
of the gain from tax. This is not a simplification measure.
Any time we have an election, taxpayers must raintain the
records, and make both calculations. A taxpayer does
not know which way will be the most beneficial to him
until he makes the calculations.

The tax law which would result from the President's
proposals would not be simple. After all, it took 400+
pages to describe it in only general terms. When it is

wescribed in technical language, I suspect it will be
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almost as thick as today's éode. ‘That is not a reason
not to try--it is merely a statement of fact. The
President seems to feel his proposals will make this a
very simple world--they will not.
II. Real Estate.

In general, I support those provisions of the
Presiaent's proposals that relate to real estate
and housing. However, 1 urge Congress to recognize
that some of the Proposals would repeal tax subsidies
consciously designed to promote social objectives. As
a result, if Congress adopts the Proposals, it should
consider whether to replace these tax subsidies with
direct govermnent expenditures. In particular, if the
tax credits for historic rehabilitation are repealed,
I believe that you should replace the particular credit

with a direct spending progran.

Tax Shelters. -

The President's proposals withdraw most of
the current provisions that have attracted unusual amounts
of investment capital to the real estate and housing
industries through tax shelters. These current perisions

include ACRS (including the more liberal ACRS rules for
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low-income housing), the exclusion of real estate from
the at-risk rules, the exclusion of interest paid or
accrued by a"limited partnership from the limited
partner's investment interest limitation, the liberal
treatment of construction period interest and taxes,

the allowance of rapid amortization of expenses to
rehabilitate low-income housing, and the favorable rules
governing section 1231 assets. Other provisions of the
President’'s proposals change the current practices

that favor real estate developers, such as the pledge of
rortgages as collateral for bonds, and the current deduc-
tibility of certain costs under the completed contract
method of accounting. Other provisions would repeal the
tax.exemption for state or local bonds used to finance
certain types of housing.

My thirty-three years as a tax lawyer and adminis-
trator have persuaded me that encouraging tax shelters
is a poor way to promote a social objective, no matter
how worthwhile thaz objective. Most often, the cost is
high for the result achieved, and the cost is dompletely
hidden. Tax revenues forgone as a result of tax shelters
amount to off-budget expenditures. The amounts of lost

revenue cannot be controlled. They become, in a sense,
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"entitlements” and operate in much the same manner.
Thus, these programs never have to compete against
the amounts spent for defense, social security cost
of living adjustments, and other tough budgetary

3
decisions. Also, we have created a favored class in

the reai éstate business who either pay no tax or
pay at rates similar to the low income groups rather
than their own group -- the very wealthy. The pro-
gressive tax does not exist for these people.
In aadition, the use of the tax shelters to
proniote real estate is unduly costly. Most of the
benefits generated by tax shelters go not to reduce
the cost of housing but rather to the upper income
investors and the attorneys, accountants, and other
intermediaries whose services help create the tax shelters.
Moreover, tax shelters create a significant adminis-
trative burden on the IRS. The IRS is the federal agency
charged with administering the real estate and housing
programs implicit in shelters. This is wrong. We have
a Cabinet Department called HUD which is supposed to set
and administer our housing and real estate programs. The
burdens on the IRS are growing more significant each year,

ana the IRS' resources have diminished relative to its tax
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administration responsibilities. The fact is that the IRS

has less personnel now than at the start of the Reagan

aaministration, although the job is bigger and more complex.
Finally, tax shelters render the tax system complex,

and they give an appearance of unfairness., This is one

of the prime objectives of the current Proposals -- to

eliminate the appearance c¢f unfairness.

4 .

pirect Spending.

Although I generally support cutting back on current
provisions that give rise to tax shelters, Congress
should recognize that some of these provisions provide a
conscious subsidy to certain parts of the real estate and
housing industry. You may consider that continued subsidy
for low-income rental housing are necessary. If so, it can
be easily handled as a direct subsidy program.

The President's Proposals suggest elimination of the
historic builaing rehabilitation credit. I do not favor
this proposal, unless the credit is replaced by a direct
subsidy. I believe we must have some differential in our
system in order to encourage the presexvation of our
historical heritage. It is more costly to rehabilitate
old historic buildings -- particularly when the strict

rules of the Interior Department regarding rehabilitation
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are followed. We should keep the rehabilitation credit
or provide a direct program for this vital need to
preserve the American heritage.

These subsidies may take the form of federal
programs that provide direct grants, or loans favored
by federal guarantees, subsidized interest, or other
favorable terms, There is much precedent for these
types of programs.

Some will say that direct spending programs are
too costly because they requiye a large bureaucracy,
I disagree. Tax shelters are enormously costly, as
discussed earlier. Moreover, the size of the bureaucracy
for direct spending programs is largely at Congress'
discretion., You have chosen to not administer many
programs by putting them in the Internal Revenue Code,
and then ungerstaffing the IRS. The only real difference
between f;deral expenditures made throygh the tax
system and those made directly through government
program; appears to be the level of review conducted
by the administering agency. Benefits accorded through
encouraging tax shelters are provided automatically, and
any requirements are primarily enforced only through IRS
audits, which rely on a very limited sampling. A direct

expenditure program could i-e designed in exactly the same
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manner, that is, to automatically provide the subsidy
upon request, as was the case with certain low interest
student loans up until a few years ago. Of course, if
congress wishes to limit the amount of the subsidy, it
would be necessary to provide a greater level of adminis-
trative review, which would necessitate greater admini-
strative costs.

There are several other implications to the propo-
sition that some of the provisions of current law
that the President's Tax Proposals would elirinate provide
subsidies that should be continued in some other form.
First, the revenue estimates of amounts saved by the
President's Tax Proposals may be optimistic, because some
of the saved revenue should be expended through other means.
Secondly, as a matter of procedure, Congress should
not repeal certain provisions, such as the tax credits
for historic rehabilitation, until the substitute direct-

expenditure program is in place.

At Risk.
The proposals to extend the at-risk rules to real
estate merit adaitional comment. The at-risk rules

have two purposes. The first is to assure that if the

value of the acgquired property falls, the investor
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cannot walk away from his investment with tax losses
that exceed his economic losses. The second purpose

is to prevent investors from artificially inflating

the value of their acquired investment for depreciation
purposes.

The first purpose could be met by some means other
then the at-risk rule, such as by requiring recapture
of the claimed tax benefits, with interest or‘penalty
.charges. Similarly, it-may be possible to achieve the
second goal by limiting the application of the at-risk
rules to purchase money mortgages in which abuse potential
arises, and not to other situations (particularly, loans
from an independent lender).

However, each of these alternatives to the at-risk
rules could be difficult to administer. In addition,
neither alternative by itself solves both problems. As a
result, I believe it appropriate for you to extend the

at-risk rules to real estate.

I1I. Tax Administration.

The retd;n—free system suggested in the President's
Tax Proposals is an interesting idea. I suspect it may
be technically feasible in a few years. However, I would

not want a repeat of this year's Philadelphia computer
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problem. Therefore, I would move very slowly on this
concept. Also, I would suggest that a survey or
sample of taxpayers be conducted before any such idea
is implemented. The Service will now do computations
and billings on a 1040A or 1040EZ. The overwhelming
number of taxpayers make their own calculations anyway.
They do it for two reasons: (1) they don't trust the
IRS and (2) they want to know whether they owe money or
are owet a refund. Therefore, only a small number of
taxpayers accept the offer to compute taxes. To estab-
lish an elaborate system which most people choose not to
use would be expensive. I hope the IRS will do careful
surveys before it moves ahead on this type of program.

One more note of caution. Lower rates with few,
if any deductions, will make life simpler for many people.
It will also assist the IRS with its tremendous adminis-
trative burden. I believe the IRS does an excellent job
administering a very complex law. If a tax reform proposal
passes, the IRS would still have a very complex law and
tremendous job to do. I hope this Committee and the Congress
will make sure that the IRS is adequately funded and staffed.
This bill, if it passes, will not relieve the Service of
very much of its work. The IRS is underfunded and under-

staffed right now.
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I should remind this Committee that "higher"
rates of tax are only relative. The effective rates
of tax are only relative. The effective rates of tax
in the proposals are not dramatically different than
before. After we have had them for several years, people
will say they are too high. That happened in 1964 when
we reduced rates dramatically. People were pleased for
a short while and then began the pressure of more and
more relief. It will happen again.

Also, I want to remind the Committee of Mrs. ﬁvelyn
Gregory. Everyone remembers the famous case nf Gregory
v. helvering. It stands for the principle that we look
to the substance of the transaction rather than its form.

Mrs. Gregory went through a very elaborate
series of transactions intended to avoid a dividend
~tax. Mrs. Gregory did this in 1928 when the maximum
rate was 25%. Therefore, I warn you that even in the
face of lower rates, taxpayers will not stop their
efforts to reduce their taxes by more than you feel
appropriate. You must draft the law carefully, and we

need an adequately staffed IRS to operate the system.

52-228 0 - 86 - 5
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The CHAIRMAN. Dr. McDaniel.

STATEMENT OF PAUL R. McDANIEL, PROFESSOR OF LAW,
BOSTON COLLEGE, NEWTON, MA

Mr. McDanieL. Thank you, Mr. Chairman. I appreciate the invit-
tion of the committee to appear before you this morning. In the
summary of my written statement, I would like to focus on three
points: First on the differing effects of the President’s proposals on
real estate generally; second, on tax shelters; and third, if time per-
mits, on the rehabilitation tax credits. First, with respect to the
impact on real estate generally, I think it is fair to say that the
President’s proposals will have differing impacts on differing kinds
of real estate investments. And in my statement, I divide those into
three very broad categories.

In the first category, with respect to commercial real estate, such
as office buildings, shopving centers, and the like, the question is
whether the at-risk rules—those rules that are most likely to have
a major impact on real estate investment—would have a deterrent
effect on investment in that kind of real estate. It is probable here
that our experience with respect to the application of the at-risk
rules to equipment leasing and research and development costs will
be instructive. In those areas, where we have had at-risk rules for
a number of years, we have found the investments have not
stopped, whether through tax shelter vehicles or otherwise, because
investors have been willing, in fact, to go at risk with respect to
those investments. Now, in a shopping center or an office building
with two or three prime tenants lined up on long-term leases, you
are in a situation very similar to the R&D or the equipment leas-
ing investment; and it may well be that investors would be willing
to go at risk since they would have highly creditworthy tenants in
the buildings.

When you move to upper and middle income rental housing, the
matter becomes more complex. Here, you do not have long-term

creditworthy tenants, such as General Motors or IBM, but instead . -

shorter term and multiple tenant situations. Investors may be less
willing to go at risk, and one of two likely responses can be predict-
ed. One, rents will rise to provide the requisite amount of income
to establish at-risk basis for the investor; or two, the mortgage am-
ortization schedules will be revised in order to permit the investor
to have a sufficient amount of at-risk basis during the course of the
investment.

With respect to low-income housing, it is probably that the at-
risk rules would end low-incom.e housing programs in the country
as we_have them at the present time. It seems very unlikely that
investors would be willing to go at risk with respect to those invest-
ments. Rents, by law, cannot be adjusted to provide an adequate
rate of return to investors, and it seems unlikely that the mortgage
amortization schedules therefore can be adjusted. So, in this situa-
tion, I think the committee is going to have to consider either ex-
empting low-income housing from the at-risk rules or providing an
alternative form of subsidy, perhaps a direct refundable tax credit
to the builder-developer to provide funds for this program.



127

Second, in the area of tax shelters, the real estate tax shelter
will undoubtedly continue. Tiiis is because the President has decid-
ed that one of the fundamental building blocks of tax shelters will
continue, namely the improper measurement of income. By the
President’s decision not to use economic depreciation, we have
guaranteed one of the building blocks of the tax shelter will
remain. And, as the Treasury data shows, the present value of the
depreciation schedule plus indexing of depreciation for inflation
can under some circumstances be greater for the tax shelter inves-
tor than under existing ACRS rules.

There is a serious and, in my view, fatal flaw with respect to the
President’s proposals that are probably going to make tax shelters
more attractive, and that is the decision to index depreciation but
not index debt which is used to finance the acquisition of the
project. By this proposal of the President, it is quite possible to
borrow and invest in an asset, realize no economic gain or loss on
either the asset side of the transaction or on the debt side of the
transaction, and still walk away with a check from the Treasury
Department. I can illustrate that with a simple example later, if
the committee would be interested. But it seems likely this phenu-
menon will be the new building block on which real estate tax shel-
ters are created and will be a highly lucrative one.

There are other possible responses to the tax shelter problem,
The President has recommended some. I would suggest that the
committee consider two others: one, a proposal which was made
earlier, the limitation on artificial losses proposal, which restricts
deductions to the amount of income generated by a particular
project; or alternatively, I would suggest that we eliminate the sell-
ing of tax benefits which goes on through tax shelters by providing
a refundable tax credit directly to the builder-developer, the one
who is really carrying on the economic activity in the project.
Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. .

[The prepared written statement of Myr. McDaniel follows:]

't
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1 appreciate the invitation of tle Comnittee to testify in its
hearings on the impact of the President’'s tax reform propcsals on
housing, real estate and rehabilita’ion.

I am Professor of Law at Bostor College Law School and am Of
Counsel to the law firm of HillA& '3arlow, Boston, Massachusetts.
In my testimony today, I am not representing the interest of any
client, institution or group.

I. THE PRESINENT'S FROPOSALS

The President's Tax Proposalr to the Congress for Fairness,
Growth and Simplicity contain a aumber of provisions that will
affect housing, real estate and rehabilitation of older
buildings. The period of time cver which a building could be
depreciated would be established at 29 ysars (as compared to 15
years for low income rental housing and .9 years for other
depreciable real estate under exristing law). The basis of
depreciable assets (but not asscciated debt) would be indexed for
depreciation. While preferential capital gain rates would be
retained for land, all gain on tte sale of depreciable real estate
would constitute ordinary income. The at-risk rules would be
extended to real estate. A limited partner's distributive share
of interest expense incurred by the partnership would he treated

as investment interest and would be decductible by the limited
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partner ¢nly o the extent of investment income plus $5,000. As
under present law, the minimum tax would continua to apply to the
excess of accelerated over straiqht-lfne depreciation and to the
excluded portion of long-term capital gains.

The President's proposals also call for the recapture of
“excess deprecliation” taken by iaxpayers between 1980 and 1986.
The excess depreciation is the amount of depreciation taken by the
taxpayer over, in the case of depreciable real estate, a 40-year
life. The purpose of the recapture provision is to prevent a
windfall to taxpayers as the top marginal rates for individuals
are reduced from 50% to 35% and from 48% to 33% for corporatjions.

The existing 15, 20 and 25% tax credits for rehabilitation of
older and certified historic structures would be repealed.

It is quite difficult to 2ccess the overall impact of the
President's proposals on investment in real estate and
rehabilitation of older structures. This difficulty arises
because a number of the proposals move in opposite directions in
their impact on real estate investment. Moreover, because of that
fact, different investors will face different tax results
depending on the investment objectives they may have, i.e.,
whether they are long-term or relatively short-term investors.

The following analysis suggests some possible effects on diffgrenc
types of real estate investments. It should be noted, however,
that the analysis takes into account only those provisions that
have a relatively direct impact on real estate investment; it does
not take into account the effect reduced marginal rates would have

on investment in real estate.
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I1. KREAL ESTATE AND HOUSING

1t appears likely that the proposals submitted by the
President will have different effscts depending on the type of
real estate investment involved. The underlying reason for these
differing effects is the failure by the President to provide a
neutral system of depreciation and indexing which would have
insured that all real estate investments were subject to the same
tax regime. Had the President adopted the racommendations of
Treasury 1 to employ economic depreciation for all &ssets and to
index both the basis of assets and debt, then the distortions
among types of real estate investments that are going to continue
would have been eliminated. Aas a result of the decision not to
adopt economic depreciation and full indexing of assets and dzbt,
the President’'s proposals were necessarily driven to a series of
second-best responses to attempt to rrevent abuses arising from
the failure to adopt provisions that would correctly measure
econiomic income. As is the case of all second-best tax solutions,
a new set of distortions and conplexities will inevitably be
created.

A. Commerciul Real Estate

Ir the case of commercial (non-rental housing) real estate
such as shopping centers and office buildings, a number of the
President's proposals have an impact on investors.

Depreciation. As noted above, the President has proposed that
the costs of depreciable real estats be written off at a 4%
declining balance rate over a 29-year period. Thess rules would

replace the existing 15-year period and 200% declining balance
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method for low-income housing and the 19-year period and 150%
declining balance method for other depreciable real estate. The
basis of depreciable assets would be indexed for inflation but the
debt used to acquire the assets would not be indexed for
inflation, i.e., a taxpayer would be entitled to deduct the full
amount of nominal interest incurred on debt used to acquire
depreciable real estate.

As the Treasury analysis indicates, under certain assumptions
the present value of the new depreciation schedule plus indexation
can actually exceed the present value of unindexed depreciation
under ACRS. The critical assumptions in the Treasury analysis are
that an investor holds a piece of real estate for 29 years and has .
a 4% after—-tax real rate of return. If an investor held a
property for less than the 29 years assuned by the Treasury and/or
had an after-tax real rate of return higher than 4%, the present
value of the depreciation deductions would not be as great as
reflected in the Treasury figures.

Nonefheless, the Treasury data do indicate that, in present
value terms, investment in real estate may not be significantly
affected by reducing the acceleration of depreciation from the
exlsting ACRS rules when the change is coupled with indexation of
basis for inflaticn.

However, permitting indexation of the basis for real estate
{or any other investment) without requiring the indexation of debt
is a serious flaw in the President's proposal. A simple example
will illustrate the point. Suppose a t;xpayer invests in a plece

of vacant real estate at a cost of $100. He holds the land for
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one year during which time the rate of inflation is 10%. He has
borrowed the $100 to acquire the land at_a 10%1 interest rate. At
the end of the year, under the President's proposal, the taxpayer
could adjust the basis of the land for inflation, sell it for
$110, and realize no gain or loss. On the other hand, he would be
entitled to deduct the full $10 of "interest" even though
obviously he has incurred no interest cost in real dollar terms.
Or, to put the matter another way, the taxpayer in a transaction
in which no cconomic gain or loss was recognized on either the
asset or the debt side of the equation nonetheless walked away
with $5 from the Treasury solely from the tax advantage of being
able to deduct nominal interest while being able to index basis
for gain or loss purposes.

The same analysis holds true in the case of depreciable real
estate. Here the asset which the taxpayer has acquired is a pot
of depreciation deductions which will taken into account over
time. Although the computation of the benefits is more complex
than in the example using vacant land because depreciation
deductions are taken over time, the basic economic point remains
the same. A taxpayer will realize a tax profit from the Treasury
even if his economic depreciation exactly corresponded to tax
depreciation.

I rec;gnize that the proper indexation of debt for inflation
is a complex'matter. Treasury 1 had proposed to index both assets
and debt. The Treasury 1 proposal, insofar as it applied to debt,
had its defects but it represented an attempt to provide a

practical, socond-best approach to the problem. Hith some



134

modification, I believe it could provide satisfactory, if not
perfect, results. It may be, however, that present learning does-
not give us workable rules for the correct treatment of debt in an
inflationary economy. If that is the cace, then introduction of
indexation indexation of the basis of assets for inflation should
be deferred until we have found a workable solution for the debt
side of the transaction. Indexation of asset basis only will
simply introduce into the economy a different set of distortions
than we experience at the present time from the failure to index
both debt and assets. It is likely that the new set of
distortions will prove more undesirable than those experienced
under present rules which index neither assets nor debt. .

Mccordingly, I recommend to the Committee that if indexation
on the asset side is to be adopted, then debt must also be indexed
for inflation to prevent new investment decision distortions and
inequities. If a workable method of debt indexation cannot be
developed at the present time, then indexation on the asset side
should not be adopted until such time as indexation of debt can be
implementad in a workable manner.

The President's proposals with respect to depreciation
implicitly assume that a subsidy should continue to be given for
jnvestment in depreciable assets. That subsidy is given in the
form of acceleration of depreciation over that which would be
allowed in the case of economic depreciation. As is well-known,
the effect of accelerated depreciation is to provide a subsidy to
taxpayers in the form of interest-free loans. Altﬁough the

demands of tax simplification and tax equity require the adoption
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of economic depreciation, tax policy cbjectives can be

accommodated to accelerated depreciation. That is to say, tax

inequity can be avoided even if Congress decides to provide a

subsidy through the tax system in the form of accelerataed

depreciation. Legislative action which the Committee should _
consider must begin with the recognition that a vaxpayer is being
granted a loan from the government in the early years of ownership
of the asset. That lcan is repaid in later years as accelerated
depreciation falls below economic depreclation. The appropriate
tax policy response, if this form of investment subsidy is
adopted, is to impose an annual interest charge on the tax that
would have been paid had economic depreciation (or a reasonable
equivalent therecf) been employed. (The technique suggested here
is similar to that involved in the case of interest-charged

DISCs.) The interest would, of course, be deductible since it

would represent a cost of producing income. This treatment would

be entirely consistent with normative income tax measurerment
rules. That is, receipt of a loan in and of itself does not
represent income to the taxpayer. However, income does result if
the taxpayer is not charged a market rate of interest.

Accordingly, tax equity objectives can be achieved in the case of

the subsidy provided by accelerated depreciation if an interest

charge at the applicable federal rate is imposed on the loan that
is effected through accelerated depreciation.t” '

1/ Of course, there may be other objections to accelerated
depreciation viewed from spending program criteria, e.g., the
emount of the tax loan is a function of the taxpayer's top
marginal rate, no loans are extended to nontaxpayers, the

loans are unsecured, etc. These are problems of program
design rather than of income measurement, however.
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Recapture of Excess Depreciation. The President proposes to

recapture the benefits of "excess depreciation” for property
placed in service by taxpayers between 1980 and 1986. As noted
above, taxpayers received an interest-free loan when tﬁey took
accelerated depreciation during those years. The amount of that
loan was a function of the taxpayer's marginal tax rate, typically
50% for individuals and 46% for corporations. The tax loan, at
the time it was taken out, was required to be repaid when
depreciation deductions fell below economic depreciation. As long
as the taxpayer's marginal tax rate was the same at that time, the
full amount of the loan would be repaid to the Treasury. By
virtue of the President's proposals to reduce the top marginal
rates for individuals to 35% and the top corporate to 33%, the tax
lcans taken out through accelerated depreciation between 1980 and
1986 would not be recovered in full by the government; instead, a
part ‘ ‘

of the loau would in effect be forygiven because the loan repayment
would be made by using a 35% or 33% rate whereas the loan was
taken out by using a 50% or 46% rate. It is to prevent this loss
of 40% of the loans that were made through accelerated
depreciation that the President's recapture proposal is intended
to address.

The President's proposal is conceptually sound in many
respects. However, in the case of real estate, it does haQe some
effects that should be noted. 1In the first place, the recapture
proposal may accelerate the repayment of the loan by a significant

period of time. The repayment of the loan is to be made under the



137

President's proposals in 1986, 1987 and 1988. Real estate leases
Mmay be longer than five Years and the crossover peint between tax
deprecxatlon and economic depreciation would likely not occur
until later than 1988 for many assets placed in service during
1980-86. Moreover, it should be noted that the definition of
excess depreciation of recapture proposal means that taxpayers
will be subject to the recapture rule even if they have_taken
straight-line depreciation with respect to their property. This
result occurs because the economic depreciation figure used for
depreciable real estate is 40 years whereas tax derreciation was
computed using a 15, 18, or 19 year life. The recapture proposal
2lso has the effect of converting what would have been capital
gain income into ordinary income. This result occurs because,
under existing law, a investor who takes straight-line
depreciation with respect to real estate is not subject to any
recapture upon sale or exchange of the property. But, as noted
above, the recapture of excess depreciation applies even if the
taxpayer has taken straight-line depreciation.

While the President's recapture proposal is sound in
conception, nonetheless the Comenittee may want to considor the
&bove situations in which it would significantly alter the
expectation of investors who acquired depreciable real estate
during the 1980-85 period.

At-Risk Rules. The President proposes to extend the at-risk
rules to depreciable real estate. As a result, taxpayers would be
entitled to obtain depreciation and other deduétions only to the

extent of their equity investment in the broperty. 1In the case of
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commercial real estate such as shopping centers and office
buildings a number of responses might be made by investors. For
example, if_a particular project such a shopping center or office
building, can line up prime tenants on long-term net leases,
investors might be willing to be at-risk with respect to the
underlying mortgage indebtedness. They would be willing to take
this step if the credit worthiness of the prime tenants assures
that debt service payments would be made out of cach flow
generated by the project. 1t is the case, however, that many
office building leases provide for an initial term of, say, five
years with option in the tenants to renew the leases for
additional specified periods. Whether investors would be willing
to be at risk with respect to the mortgage in such situation is
more speculative.

The willingness of investors to go recourse vhe?é a
high-quality lessee is involved in the transaction has been amply
demonstrated in che case of equipment leasing transactions. The
at-risk rules have applied to equipment leasing transactions since
1976. Nonetheless, large scale equipment leasing goes on despite
the at-risk rules. This result has occurred because, where a
high-quality lessee is involved, the investor is willing to be
at-risk with respect to the mortgage indebtedness because of the
credit worthiness of the lessee. It is possible that this
éxperience would be replicated in the case of single-tenant
buildings. But, real estate mortgage loans are typically for a
much longer period of time than equipment loans. Investor
willingness to assume liability for the longer time period is

uncertain.
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Investors in some projects may be unwilling to be at risk with
respect to the mortgage financing. Here, it may be possible to
restructure the ratio of equity investment to debt and to modify
the loan principal repayment schedule to avoid loss of deductions
to investors.

It is likely that in marginal cases the at-risk rules weculd
deter an investor from going into a particular project. This
result could occur where the builder/developer was unable to find
prime tenants who were willing to enter into relatively long-term
net leases. I cannot predict the magnitude of this reéponse.
This result, if it were to occur, would be consistent with the
underlying economic premise of the President's proposals, i.e.,
that the tax system should not be used to subsidize marginal
investments and provide the profit that otherwise would not be
present from a transaction which required market rates of return
to attract investors.

Investment Interest Limitation. The Presidenc has proposed to

treat as investment interest a limited paitner's distributive
share of interest expense incurred by the partnership. Investment
interest would bu allowed as a deduction only to the extent of the
investor's investment income plus $5,000. It is unlikely that
this proposal would have a significant impact on investors in real
estate parinerships. This result should be anticipated because of
the method of computing investment income from real estate upder
section 163(d). In determining net rental income from real estate
which is subject to net leases, straight-line depreclation is

employed. As a result, there is generally a sufficient amount of
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rental income under this definition which can shelter investment
interest.

Repeal of Section 1231. The President's proposals would

repeal Section 1231 and thus treat the gain on the sale of
depreciable real estate as ordinary income in its entirety. Undev
present law, the gain is subject to the recapture rules only if
accelerated depreciation has been taken; the balance of the éain
is provided capital gain treatment. 1If straight-line depreciation
has been taken, n» recapture is involved. 1In the-case of
long-teré_investments, it is probable that the change would have
little impact on rea. estate investment. A tax due in 20 or 30
years has little present value as a potential liability. However,
the proposal could have an impact on fransactions in which the
investors look to realiza real appreciation in value from the
investment and contemplate a sale within 5 to 7 years. To some
extent, of course, indexing of tne basis of the asset for
inflation would offset the loss of capital gain treatmeat.

It is clear that proper tax rules require the iecapture of all
depreciation previously taken as qrdinary income, whether that
depreciation has been taken on a straight-line or accelerated
basis. Once that step has been taken, then arquably the gain in
excess of original cost should be treated as capital if the
President's proposal to retain preferential treatment for other
t&pas of capital assets is accepted. However, losses on such
asgets should then be treated as capital losses rather than as

ordinary losses as under present.law.
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Because the President's proposal retains ordinary loss
treatment for the sale of depreciable assets, the treatment of
gains and losses from depreciable real estate is consistent. That
treatment is not, however, consistent with that of gains and
lo;ses from other types of capital assets.

Minimum Tax. The President's proposals would strengthen the
minimum tax somewhat and would apply to the excess of accelerated
over straight-line depreciation and to capital qains realized in
the case of gains from the sale of land. Given the small revenue
impact of the President's minimum tax proposal overall, it is
unlikely that changes in the minimum tax would have any
significant impact on investment in cormercial real estate.

B. Rental Housing (Other than Low Income Housing)

Depreci;tion and Indexation. The impact of the revised

depreciation rates and indexation of basis should be similar to
that discussed above with respect to commercial real estate.
At-Risk Rules. The at-risk rules could have a significant
impact in the care of rental housing. Unlike commercial real
estate, it is generally not possible to sign residential tenants
to long-term, net leases. The uncertainty of the occupancy rates
and the credit worthiness of individual tenants thus would likely
make assumption of mortgage liability by investors distinctly more
undesirable than in the case of commercial real estate. The
question then is whether rentals can be adjusted uﬁward to provide
an adequate cash flow to nzrry a higher early debt service in
order to provide investors with sufficient at-risk basis against

which to offset deductions.
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b
It is possible that adjustments can be made so that rental

housing investments will continue torbe attractive despite the
existence of the at-risk rules. Thus, ir some recent
transactions, institutional lenders reportedly are requiring that
irdividual investors in rental housing make an equity investment
ranging from 30 to 50% of tha cost of the project. In such cases,
the equity investment would appear to provide sufficient at-risk
investment to support tax losses for the initial years of the
investment. Then, the debt service on the nonrecourse loan would
have to be set so that, once the investors had used up their own
equity investment by taking tax losses, additional at-risk basis
would be generated to support depreciption and other deductiors, in
later years,

Of course, even assuring that the at-risk rules would liave an
adverse impact on investment in residential real estate, the
further issue is whether the federal government desires as a
policy matter to subsidize lower rants in rental heuvsing ranging
from the middle to the luxury categories. Again, the President's
proposals assume that if the investment is not sapported by
adequate market rentals, thén the tax system should rot make the
investment economically viable. This is siwly another way of
stating that, in the President's view, rental subsidies for middle
to luxury level housing do not have a sufiiciently high priority
to justify federal expenditures, at least where the investor is
unwilling to place his own funds at vjsk in the nroject.

Other Limitations. The other liwmitations discussed above with

respect to commercial real estate sre_equally applicable to
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investment and rental housing and the considerations appear to be
similar.
C. Low Income Housing.

Depreciation and Indexation. The President's proposal

eliminates the present differential between low income housing and
other rental housing in terms of depreciation rates and periods.
Under existing law, low income housing is placed in the 15-year
cost recovery class and a 200% declining balance rate may be used
vwhereas other rental housing is in the 19-year clas: and is
limited to a 150% declining balance rate. Under the President's
proposals, all depreciable property, including low income housing,
would be in the same depreciation class and would use the same
depreciation rate.

Whether the Committee wishes to retain a differential between
low income housing and other rental housing is a matter of federal
housing policy, not tax policy. If it is deemed desirable to
maintain a distortion in favor of investment in low income
housing, then presumably a 25-year class could be created for
low-income rental housing and/or a more accelerated rate of
depreciation could be provided.

At~-Risk Rules. The application of at-risk rules to low income
housing projects would probably terminate them. This is because
the rents thét may be charged in subsidized low income housing
projects are limited and are well below market rentals. As a’
result, rents cannot be raised to provide the yield necessary to
attract investors. Moreover, the high risk nature of such
investments would make it unlikely that investors would be willing

to go at-risk on the mortgage that finances the project.
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Thus application of the at-risk rules to low income housing
really—invoives a determination whether the federal government
wishes to continue the tax subsidy to low income housing that is
essential if any low income housing is to be built in the
country. While the tax subsidy for low income-housing repeatedly
has been demonstrated to be highly inefficient, nonetheless it is
the only federal subsidy that enables low income housing to be
built. There is a further question whether a more efficient
subsidy, tax or direct, could be designed to support the
co..struction of iow income housing, a point which is discussed in
more detail below.

It would, of course, be possible to exempt investment in low
income housing from the at-risk rules. The need to exempt low
income housing, however, should not he used as a justification to
retain the exemption from the at-risk rules for all other
residential rental real estate and commercial buildings. While
federal tax subsidies are undoubtedly required to supplement the
lower rentals received in the case of low income housing, there is
no similar justification to require subsidization of rentals paid
by tenants in shopping centers, officr buildings, and luxury
apsrtment houses. A 1977 study by tha Congressional Budget
Office, "Real Estate Tax Shelter Subsidies and Direct Subsidy
Alternatives"” revealed that only 18% of federal tax benefits for
real estate actually went to low income housing. In order to
benefit low income housing, it is therefore quite unnecessary to
provide the same benefits to other types of depreciable real

estate.
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III. TAX SHELTERS

The question may be asked whether the President’'s proposals to
modify the depreciation rules for real estate and to reduce top
marginal rates for individuals will eliminate the real estate tax
shelter. The short answer is that they will not, although the
pricing of tax shelter investments will undoubtedly be affected.
One fundamental building block on which a tax shelter iz based is
the mismatching of income and expenses which resulls from the use
.0of accelerated deductions for Zepreciation in the case of real
estate. So long 4s this condition exists, tax shelters will be
with us. Moreover, as noted above, the President’'s proposal to
index the basis of assets for depreciation but not debt used to
finance the acquisition of that asset may &ctually enhance the
attractiveness of the real estate tax shelter under cectain
circumstances. \

There are several responses that the Cownittee can make to
deal more effectively with real estate tax shelters. Those
responses may be briefly summarized as follows:

Economic Depreciation: Adoption of economic depreciation, as

proposed in Treasury 1, coupled with indexation of both debt and
assets would eliminate the real estate tax shelter. Real estate
investments would only be undertaken if they held out the promise
of trua economic gain. The sale of tax subsidies would be, by
definition, eliminated.

The failure to adopt the approach of Treasury 1 inevitably
drives policymakers to second-best solutions. The Preaident's

proposals with respect to the at-risk rules and investment
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interest are reflections of second-best approaches and they carry

with them the difficulties discussed above. Other second-best

solutions that should be considered by the Committee include:
Limitation on Artificial Losses: The proposal has besn made

in the past that taxpayers should only be entitled to deduct tax
losses from an investment :o the extent of income qeﬁetated by
that énvéstment. This would appear to be a more effective
response to the tax shelter problem than any of those proposed by
the President. It would cut across all types of real estate
investments in what would appear to be a more neutral manner than
do the President's proposals. Utilization of this technique
should be given serious consideration by the Committee.

Limited Partnerships Treated as Corporations: It would also

be possible to attack the tax shelter problem by treating more
limited partnerships as corporations and thus prevent the flow
through of tax benefits to individusl investors, at least insofar
as those are associated with debt incurred by the entity.
Treasury 1 proposed that all limited partnersghips with more than
35 limited partners be treated as ccrporations. Alternatively,
the Committee could consider treating all limited partnerships as
corporations if they are required to register with the Securities
and Exchange Committee or with a state regulatory commission.
Rather than considering second-bztt tax solutions to the tax
shelter problem, the Committee could r3vise the method of
providing the subsidies on which tax stelters are based. A tax
shelter is created by a real estate devsloper/builder becauce of

the need or desire of the developer to realize his development fee
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upfront. In a typical tax shelter transaction, the financing
obtained for the project will pay from 90 to 100% of the actual
costs of building the project. However, the financing will not
pay the developer's and builder’'s fecs. In order to ogtain their
fees, the builders and developers sell the tax benefits associated
with the project to the investor group.

There are other ways to provide the federal funds to the
builder/developer that would not require the introduction of the
investor group into the picture. Congress could provide a
refundable tax credit to the builder/developer equil to, say, 10%
of the costs of the project which are financed by third party
lenders and indemendent investors. The credit should be
refundable and tsxable. The building costs would be depreciated
using economic depreciation. Providing a refundable credit to the
builder/developer would insure that he or she would get a fee up
front and would eliminate the need or ability of the
builder/developer to sell tax benefits. In turnm, this action
would eliminate the need for investors who presently siphon off a
significant part of the tax benefits for themselves. It would
also eliminate the need for syndicators, lawyers and accountants
who likewise siphon off a significant percentage of the tax
benefits. The use of the refundable tax_credit thus would make
fedoral suhsidies for real estate more efficient and the tax
system more equitable. '

Of course, as 2n.alternative, Congress could consider the
provision of direct psyments to builders/developars in lieu of the

tax credit approach.
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Either of these actions would eliminate the real estate tax
shelter since investors would be confined to economic depraciation
and the builder will have realized his fee in the form of a
refundable and taxable tax credit or direct grant.

IV. REHABILITATION TAX CREDITS

The President proposes to repeal the tax credits provided for
rehabilitation of older structures. ‘Present rules provide a 15%
tax credit for rehabilitation of property which is more than -30
years old, a 20% credit for property which is more than 40 years
old, and a 25% tax credit for certified historic structures. In
the case of property qualifying for the 15% and 20% tax credits,
the basis of the property must be reduced by the full amount of
the credit. In the case of certified historic structures, the
basis of the property must be reduced by one-half the amount of
the credit.

In assessing the President's proposals to repeal the
rehabilitation tax credits, it is necessary to distinguish between
tax policy issues and federal subsidy issues.

From the standpoint of tax policy, the treatment of the 15%
and 20% credit property presents no income measurement problems.
Because of the full basis reduction that is required, the ambunt
of the credit is included in income over the depreciable life of
the property. That is exactly the same result that would occur if
the federal government made a direct grant equal to 15% or 20% of
the rehabilitation costs. The tax policy issue with respect to
certified historic structures is that the basis is reduced by only

one-half the amount of the credit and thus, in effect, only
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one-half the amount of the subsidy is included in income. If the
full amount of the credit were requireé to be included in income
in the case of rehabilitation costs for certified historic
structures, then tax policy income measurement concerns would
disappear. (As noted above, the selling of these subsidies in tax
shelter operations could remain a concern for tax policy even
there are no income measurement problem, and hence no tax equity
issues, involved.)

If the Committee were to require a full basis adjustment for
the tax credit for rehabilitation costs with respect to certified
historic structures, then the issues presentéd by the
rehabilitation tax credits would bs exclusively those involved in
providing federal subsidy. Congress must be satisfied that there
is a need to provide a federal subsidy for rehabilitation of older
and historic structures because there is a market deficiency which
would drive investment away from rehabilitation and toward new
construction. This might be a matter of special concern in the
case of certified historical structures where it is perhaps less
than clear that the market would place the requisite value on
maintenance of historically significant buildings.

If the tax subsidy remains, however, there do appear to be
some problems of program design and control that the Committee
should investigate. For example, in order to qualify for the
credit for rehabilitation of historic structures, the project must
be certified by the Department of the Interior. There is a marked
lack of incentive for the Interior Department to deny

classification e2s a certified historic structure in view of the
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tact that the certification has no impact on the Department's
budget. There is thus very little assurance that costs of the
program are being controlled.

Two approaches could be taken by Congress to provide more
effective coutrols on the federal spending run through the
rehabilitation tax credits:

1. The current year direct budget for the Department of the
Interior could ba charged by the amount of the credits which it
had approved for the prior year. This would provide an incentive
for careful evaluation of proposals to classify structures as
historic.

2. Alternatively, Congress could put a cap on the amount of
allewable credit which could be approcved by the Department of the
Interior in any one year. For example, if Congress decided that
it wished to spend no more than $100 million per year through the
tax credit for rehabilitation of certified historic structures,
that ceiling could be placed on proposals that could be approved
by the Department of the Interior. This step would force the
Department to establish priorities among competing projects and
make sure that federal funds were expended only for thez highest
priority projects from the standpoint of their historic
significance.

CONCLUSION

In very broad terms, the President's proposals call for the
elimination or reduction in numerous tax expenditures, including
those provided to real estate investme;t. Implicit in the revenue

neutrality stricture which the President has imposed is the
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further proposition that all revenues derived from cutting back or
repealing tax expenditure programs should be ueed to finance rate
reductions for individuals and corporations. Congress, of course,
when it repeals or cuts back a tax expenditure always has three
choices before it: it can use the revenues to finance rate
reductions; it can use the revenues to reduce the deficit; or it
can use the revenues to finance alternative direct expenditure
programs. At the heart of the debates that the President's
proposals have generated lies the question whether the subsidies
provided through the tax system should be cut back or repealed,
and, if so, whether the revenues should be devoted entirely to
rate reductions rather than to, say, deficit reduction.

As has been demonstrated above, in the case of real estate
(and in the case of other industries as well) subsidies can be
provided through the tax system which are consistent with
principles of tax equity. However, it not possible to do so and
provide the magnitude of rate reduction csalled for by the
President without significantly increasing the budget deficit.

It is clear that cutting back or removing the existing tax
subsidies for real estate would require the restructuring of real
estate transactions and could eliminate marginal projects. But,
as noted above, this result would be eniirely consistent with the
underlying ecoﬁziic philosophy of the President's proposals to let
the marketplace determine the structure and extent of real estate

investment unaffected by subsidies provided through the tax system.
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The CHAIRMAN. Mr. Cohen, let me ask you to clarify a statement.
Did I sense that you don’t like using the Tax Code for incentives at
all, or did you mean that just in the real estate field? I noticed that
you made reference to finge benefits also.

Mr. ConeN. Mr. Chairman, I don’t like it at all in the sense that
it does create a tremendous administrative burden. On the other
hand, I rvecognize that if they are broadly based and if the commit-
tee has determined that it 1s more efficient and more effective to
do it in the tax code, that they ought to do it through the tax
system. But I think it ought to be a conscious decision. Unfortu-
nately, in the past, we have willy-nilly, without analyzing adminis-
trative burdens or other types of problems created—expertise, for
example, lack of—just dumped the burden on the Internal Revenue
Service. In fact, I have said before some of these committees that if
you constantly did that, you could do away with 11 departments

and put everything in the Internal Revenue Service.

- The CHAIRMAN. In other words, you are saying it is all right to
us}:e_ltge Tax Code for incentives if, one, they are socially worth-
while?

Mr. CoHEN. Broadly based.

The CHAIRMAN. Is that the same thin%?

Mr. CoHEN. And broadly based, 1 would say. Yes.

The CHAirMAN. The historic rehabilitation credit is not what you
would really call broadly based.

Mr. CoHEN. No, and in fact, I said that if you are going to repeal
it, 'H:u ought to——

e CHAIRMAN. Should we repeal it because it is not broadly
based? What are you recommending?

Mr. CoHeN. I am recommending that it is a socially desirable
R;ogram; and if &ou are going to repeal it, then you and otker

embers of the Congress ought to take into account, in your other
activities on other committees, and in the appropriations process.
There are many thiggs in the Internal Revenue Code today that
just can’t be jettisoned, as Dr. McDaniel pointed out a moment ago
in the low-cost housing area——

The CHAIRMAN. Let’s go to the definition of broadly based be-
cause, hopefully, ar‘kvjtlhing we encourage with the Tax Code is so-
cially worthwhile. d this is a matter of judgment, but I don’t
think we consciously do it thinking, aha, this isn’t socially worth-
while, but let’s do it anyway. So, come to the broadly based part of
it. What do i)lrou mean by hroadly based? How many people does it
have to touch? What is that definition?

Mr. Couen. I think you must look at the administrative aspects
of the Internal Revenue Scrvice, and that is not done up here very
often. Each of the very specialized kinds of deductions—in the real
estate area we are talking of a much broader area, but when we
are talking about very specialized deductions, you don’t have in the
Internal Revenue Service the expertise that they do in other de-
partments in particularly narrow-based areas.

The CHAIRMAN. Does broadly based mean the number of people
who use it or the number of people who benefit from it? What does
the definition mean? Forgetting for the moment the problems of
administering it. Does there  have to be 10 percent beneficiaries?
Or, like in health insurance, 80 percent beneficiaries? Or can it be
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a very narrow base of beneficiaries but, indeed, one that is regard-
ed as eocially worthwhile—and low-income housing is one. That is
relatively narrow base of beneficiaries, relatively speaking, but
most people in the Congress regard it as a worthwhile base of bene-
- ficiaries. -

Mr. CoHEN. As Dr. McDaniel said, there is an equally efficacious
wgt)‘rhto do it directly by subsidy.

e CHAIRMAN. We are going to get to that in a minute, but first,
I want to know if it is all right to call something broadly based
that only 5 or 10 percent of the people benefit from

Mr. Conen. I would rather not, but that is a question of judg-
ment. Each of these is a judgment call. I can’t say that there is any

magic administrative answer that I can give you that if it applies
to 500,000 people it is OK, and if it only applies to 50,000 people it
is not.
hTh’f CHAIRMAN. So, that is a judgment call for Congress, too,
then? .

Mr. CoHEN. Absolutely. Absolutely. The difficulty is that we
haven’t looked at it very often. Here is a chance to look at it

T}l:e?CHAlRMAN. Mr. Williams, let me ask you a question, if I
might?

Mr. WiLLiams. Sure.

The CHAIRMAN. The at-risk provision, at the moment, applies
retty much to all activities other than real estate and equipment
easing.

Mr. WiLLiams. That is right. -

The CHAIRMAN. And indeed, if we were to have a level playing
field, it would be easy to make it level by extending it to equipment
leasing and real estate. What is the justification in your mind for

seperating out real estate—and you can comment on equipment
leasing if you want—from almost everything to which the at-risk
rules do apply? '

Mr. WiLniams. I don’t know that much about equipment leasing
so anything I would say there would be unusually ignorant, not
just my normal standard of ignorance. [Laughter.]

But as to at risk, real estate as you know has been historically
financed on a project-by-project basis. It is not financed on a corpo-
rate basis. It is typically done by local and regional developers. It is
very capital intensive. It tends to be large dollars, in relation to
any standard gou may use. If you are the only developer in Ros-
well, NM, and you build a small warehouse there in relation to
that activity, it is large dollars. And therefore, it doesn’t have
access to equity capital. i here has never been a big equity market
for real estate a thin tier of upper level, 10 or 15 percent of the
dollars. Lenders historically have underwritten real estate on a
project-by-project basis. They have very strict unde»rwritingl stand-
ards. Admittedly, some have slipped in the Thrift industry, I think,
here in the past 2 or 3 years, but in the main, it has been a very
discif)lir_ned underwriting. That is wh{ in the 1974-75 real estate
problem, you didn’t have a lot of foreclosures on large buildings be-
cause the lenders have very strict underwriting criteria. So, there
are very strong lending standards generally applied. Historically,
- those have been without any personal liability on the part of the
developer because, again, the people who would be willing to un-
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dertake that kind of risk typically are those who don’t have any-
thing to risk. That is, if someone with no net worth is going to
build a $50 million office building in Dallas, he will si anything.
It doesn’t matter because he is not good for any of it, and the
lender underwrites it. So, what you are doing is raising the risk
profile of those who are making the most si?niﬁcant investments
In real estate today. And I have a number of friends of mine in the
business say that if that is the case, I will go out of the business. I
am not going to risk everything I do, because I do have something
at risk, on every deal that I do. So, I think it just doesn’t make an
sense. I don’t know about a level playing field and fairness and all
that. I think there is another way to deal with these shelter abuses
that have occurred with financing. As was mentioned earlier, the
Treasury invites and exception in at risk for third party institu-
tional debt. I think that is a very appropriate way to do it. If the
problem really is jacked-up debt, for example, on wraparound fi-
nancing or vendor financing in order to generate deductions, let’s
deal with that, but let's don’t change the whole industry that has
been patterned in one way for 40 or 50 years and jump the risk of
everybody involved in the industry more than it already is for no
good reason. It doesn’t raise that much revenue, and I think it will
deter people who really can afford to take the risk to be in it. I am
sorry. That is more than you wanted to hear on that.

The CHAIRMAN. Senator Bentsen.

Senator BENTSEN. Let me pursue that just a minute. It seems to
me that if you follow Treasury’s viewpoint here, you still get the
same buildings built, but they are built by extremely wealthy indi-
viduals who can take on that kind of a risk or ginnt corporations,
But the typical entrepreneur who has been doing it, doesn’t do it
any more. So, it seems to me that the way to attack the inflated
nonrecourse loan is to go to third parties, if you have a recognized
financial institution—a bank, an insurance company, an S&L,
whatever it might be—who would not be prone toi givs that kind of
an artificially high loan.

Mr. WiLLiAMS. Yes, sir.

Senator BENTSEN. And I think that is probably the way to handle
this situation. Some of the things that concern me are that there is
no question in my mind but that real estate has the biﬁest adjust-
ment of any one sector under this particular piece o egislation.
You are going to have some very major economic dislocations take
ﬁlaoe, and I am concerned, too, about sorne of the problems that we

ave with financial institutions todffy; end as you see these proper-
ty values go down-—as they will if this is passed in its present
form—I think you are going to see some more failures—substantial
failures—in financial institutions. The one other is the one that I
guess everybody here is talking about and that is favoring for
social purposes the rehabilitation of historical structures. Is some-
one differing with that point of view? I think you get beyond the
market forces in that one because you have a situation with down-
town rehabilitation where I'ou have got all the utilities and your
transportation there, and I don’t think that is really figured in
when you move out to suburbia. The overall bond issue for the city
normally takes care of that. So, I think you have a very fine and
good economic purpose to try to encourage the rehabilitation of
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those old buildings. I am one who thinks that in some instances
we do have to have those incentives in the system. Now, on the re-
capture of the accelerated depreciation, I am one who fought
against taking buildings down to 15 years. I thought that was too
sweet a deal. And Mr. Williams, I would agree with you that in
Houston, a good part of what is happening with the vacancies is
what has happened to the energy market, but I think that is also
coupled with too sweet a deal for real estate on depreciation on
major commercial buildings. The problem is now going back too far
the other way. That is what we are prone to do here. In looking at
recapture, that is a situation where it is a retroactive action.
you tell me what the difference is? I think what they did—Sheldon,
ou were talking about 2:00 in the morning. I think it was about
1:100 in the morning, and all of a sudden they realized they were
short,

Mr. CoHeN. It is a plug, sir.

Senator BENTsEN. They didn’t have enough money. I think they
reached up there and picked up $57 billion on recapture and they
gut it on ACRS, and they ignored all the: other iteins under section

12. If the rationale applies to one, it applies to the rest of them. I
dgn’t?underst.and. Can you tell me why it shouldn’t apply to all of
them

Mr. CoHEN. One of my partners calls it “a windfall without prof-
its tax.” [Laughter.]

That makes it very difficult for people to know what is really
meant when we pass tax legislation here and how they can have
some continuity in their planning. What does it mean when you
change the at-risk rule? at will be the differences? What will
the davelopers do different? Will it not be just big corporations and
the vex& wealthy building the buildings?

Mr. WiLLiaiss. That would be the tendency. I think the tendency
of this bill on the whole would be to drive our business toward
large financial institutions, many of who are tax exempt, by the
wag. And as you know, that is the pattern in England and Holland
and other places where there are less tax aspects to real estate de-
velopment. Second, others would find ways to give limited guaran-
ties or some other way to structure a form of guaranty where you
don’t risk everything. You would slow the flow of capital from——

Senator BENTSEN. You know, if you have a fellow who got a $20
million or $30 million—whatever it is—on his finencial statement
in the way of a liability, the next financial institution doesn’t go
back to see that that is backed by a 80-year lease from General

- Motors. They don’t look beyond that normally.

Mr. WiLLiams. That is right. I think you would see a slowing of
the flow of individual cuapital into real estate because the individ-
ual would then have to be a general partner. If he is going to make
a small investment in a real estate deal, he doesn’t want to be ex-

to the risk of the entire transaction. And incidentally, I
think that is one other aspect of this bill, whether it is the limit on
- deductibility of interest or at risk. What has occurred since 1981?
.. Now, this is the good part of the tax law change of 1981. The bad

fart. I would agree with you, is they went too far. We did not need
.. -1b-year depreciation and didn’t ask for it, and it drove a lot of in-
vestments that were not sound—
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Senator BrENTSEN. Let me tell you that some of your folks sure
asked for it. I had a real hassle with them. I can remember.
{Laughter.}

I can remember I won that vote on Friday, and on Saturday or
Sunday they won it.

Mr. WiLLiams. Yes, sir.
| Senator BENTSEN. And the next Monday morning, we were
osing.

Mr. WiLLiams. One of the good things that has happened since
that bill is what we call in the industry “the securitization of the
industry,” and that is to say that small investors can now make
real estate investments. Now, that wasn’t true in the past. You had
to be a wealthy person or a very risk-prone type of person, as
maybe we are, to be in the business. But you now have securitiza-
tion so that a small investor could own a piece of a real estate
project, just as he could own a stock or a bond; and that was not
possible, in the main, before that. Now, eliminating “at risk” is
going to change that. What investor out there is going to be willing
to be a general partner in a $50 million office building in Dallas,
TX, for a $50,000 investment? So, you are going to stop the small
investors from coming in. The limit on deductibility of interest does
exactly the same thing. Who has investment income, this netting
out requirement? Only rich people have investment income, that is,
interest and dividends. If he can only deduct investment interest
against investment income, it is only the rich people who are going
to be able to invest in real estate. So, I think there are gome unin-
tended conse%uences that are adverse to the industry, and I would
say, beyond that, to the economy that stop the small investor from
investing in real estate deals. Tl‘;at is why maybe I am overstating
it, but I say there is an anti-real estate bias. :

The CHAIRMAN. Senator Long.

Senator LoNG. Mr. Cohen, 1 was trying to recall how long you
served with the Government. When did you first go with the Gov-
ernment?

Mr. CoHeN. I became Chief Counsel of the Revenue Service in
December 1963, sir. I became Commissioner the next year, in De-
cember of 1964, I started service January 1965. That is 20 years

0.
Senator LoNGg. Let’s see. You became Commissioner when
Lyndon Johnson was President?

Mr. ConEeR. Yes, sir. That is right. -

" Senator LoNG. He had a very high regard for you. He recom-
mended you very highly as I recall, partly on the basis of your col-
legiate record. I think you had an extremely high record, and you
are not supposed to brag about it, but what was it? You had a very
good record in college, did you not?

Mr. Congn. Keep talking, sir. I like that. [Laughter.)

My mother would be happy to hear that.

Senator LoNag. I am trying to recall that. Where did you gradu-
ate from?

Mr. ConeN. I was around 36, and thought & young man ought to
have the job. -

Senator LoNG. Yes, sir. Anyway, nov you were serving in Treas-
ury about the time of Stan Surrey, and I think part of what you "
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say sort of would be in agreement with Mr. Surrey. He was serving
as__—_

Mr. CoHEN. As Assistant Secretary for Tax Policy.

Senator LonG. Do you pretty well agree with the views he es-
poused during that period—during those years?

Mr. CoHEN. Not entirely, but a great deal.

Senator LoNG. He is a very brilliant man. It did confuse me,
looking back on it. I admired Mr. Surrey in many respects and still
do, but he came up to Capitol Hill, lobgying me and urging me to
vote for the investment tax credit.

Mr. CoHEN. I happened to oppose it, as you did at the time, sir.

Senator LoNG. At that Fartxcular time, I didn’t think it was a
very good idea. And part of what I objected to about it was that we
were going to let these people have a tax credit, and then that tax
credit was for, say, 7 percent at the beginning, and then let them
write off the full 100 percent. So, it seemed to me as though it
made pretty good sense to let them have the seven percent, but I
didn’t think that they should be able to depreciate something they
never paid for to begin with.

Mr. CoHEN. You wanted a basis adjustment. I didn’t want it at
all but I lost that battle.

Senator Long. I insisted and prevailed in the beginning that we
have a basis adjustment. And after a while, I was presuaded,
mainly by the administration, to relent on that over a period of
years. But Mr. Surrey came up and made a strong argument in my
office to me that I ought to be for that and that it would do a lot of
good for the country. And then later cn, I found out that he wasn’t

or it. So, I'e made a deal down there at the Treasury. [Laughter.)

Can you recall what it was that he was for, that he got in sup-
port of consideration for this investment tax credit?

Mr. ConeN. He was pushed into it by President Kennedy who
was strongly convinced by some economists that this was the way
to go. There were a number of tradeoffs, and I am not exactly
sure—I don’t recall right now—which were the issues he was for.
But Stanley Surrey had the magniﬁcent ability, once the decision
was made, to declare victory and march on in front of the parade.
In this instance, he did.

Senator Long. He came to my office. He made a strong pitch for
it and made the impression on me that there was a man who was
sincerely trying to é)o something for the country. It turns out that
he wasn’t for this thing at all. He thought it was a lousy idea.
[Lavghter.]

- And it violated all of his principles, yet there he was, seeking to
vell me and other people on the Committee in supporting the thiig.
Now, I happen to think that, purely as a subsidy and nothing else,
as a tax subsidy that it did a lot of good. Later on, I persuaded
Lyndon Johnson—maybe while you were the Commissioner~—

Mr. CoHeN. Yes, we suspended it.

Senator LoNag. To call it off because it was overheating the econ-
= omy. It was not only stimulating growth; it was stimulating it too

-much. The interest rates were too high. And yet, it would seem to
‘me that if you wanted to provide a subsidy to get things moving,
‘measured asainst that time, that would be a classic example of
- where you did it. And my impression is, and just take that one
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thing, although we have done other things along that line, it was a
better thing than to go by the appropriations route because any-
body could read the rules, and with a good lawyer, he could follow
the rules. If so, he would get the benefit of it; and the alternative
would be to agply to some Government bureau for a permit and
then, par for the course, if you go there the boss is out. They say he
is on annual leave or something. Come back next month. And then
you go back, and you get the application filed. It eventually goes
from that office to some other office. And after a while, with the
help of your friendly Congressman, you might try to get t1e thing
approved. But it seems to me that it is 8o much better to do it the
way we did it, if you are going to do it at all. That is, everybody
gets the benefit of it. They can all claim it. And I just wonder if
you are going to have a subsidy, and I am not embarrassed at all to
call it that and accelerated depreciation subsidies because they are.
If you are going have subsidies, shouldn’t they really be considered
based on which would be the best way to do it for the benefit of all
concerned? Sometimes it might he done by appropriation. I am sure
it would be many times, but other times, as in this case, I think it
is better to do it by the tax law.

Mr. CoHEN. The difficulty with doing it the way we did it is that,
here, we have been doing it now for 20 years, on and off. It got
built into the system. Economic forces didn’t take effect. The mar-
ketplace didn’t evaluate projects on their economic merit. It valued
them on their tax merit. And therefore, we did things that were
designed by this committee and the other committees that consid-
ered that bill at a static time. There was no reevaluation, periodi-
cally. You could design a subsidy program which would have no
more supervision than the Intenal Revenue Code. You won't, but
you could. You could provide it as an entitlement program. That is
what we are fighting about right now in a variety of entitlement
programs, that they are openended. So is this. It 13 an openended
call on the 'I‘reasurﬁ.

The CHAIRMAN. By that, do you mcan that there is no entitle-
ment program if you want to invest $100,000 in a machine? You
just come to the Government and say: “Give me $10,000.”

Mr. CoHgN. You show us the receipt for the machine, and we will

ive you $10,000. It is the same thing. That is exactly what you
ve done. You don’t have to have any more supervision on one
than the other. .

The CuairMAN. I would wager that even that simple a system
would be more expensive to the Government than using the Tax
Code, by the time they got around to issuing the $10,000 check.

Mr. CoHeN. 1 understand. You could provide for a deduction
against the tax system. I wouldn’t raind that. But one of the diffi-
culties that you don’t look at, and we are seeing that in the over-
sight committees right now, is that the revenue system is falling
apart. The audit level is down to 1.2 percent. The collection prob-
lems are astronomical. The computer system is breaking down.
They don’t have enough personnel. There is a whole variety of
things that are occurring which tell me that something has to stop.
We can’t kee'ﬁlputting more people in ‘here, because you won’t do-
thatkseither. erefore, we have to h:lp administer a system that
works.
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The CHAIRMAN. Senator Wallolel.

Senator WaLLoP. Thank you, Mr. Chairman. As I listened to the
statements ard testimony of the witinesses, I am reminded once
again of one concern that I have increasingly have about this pro-
posal. In only one area of it, they have described a problem that is
reflected in other areas, and that is that by extending depreciation
and putting the windfall recapture or the depreciation penalty tax
on real property, you create a huge problem in determining reve-
nue neutrality use, basically, what is happening is you are ac-
celerating near-terin revenue which will take care of the problem
for 4 or 5 years. Then, at the end of 5 years, it isn’t there any
more, and a tax increase or some other kind of excercise as we are
doing now is going to have to take place. It strikes me that the def-
icit will probably be a continuing problem throughout that spec-
trum of this tax bill, and a %enuine tax refcrm really ought to ex-
change permanent revenue losses with permanent revenue gains,
and this is one area where it clearly does not do that. An it is

oing to have to be visited. I just make that observation. Then, as I
isten, I have an overwhelming sense of anic, and I would just ask
the table what market forces outside the Tax Code exist in real
property construction, home ownership, or otherwise. Is there any
marke{glace out there that isn’t taxdriven now?

Mr. WiLLiAMS. Mtxnl comment on that?

Senator WaLLoP. Anybody inay.

Mr. WiLLIaMS. This theme has occurred several times. From our
observations in the commercial real estate development business,
and this is true back from when our company started in the late
1940’s until now, the tax aspects have not been the driving or main
reason for any building we have ever built in the history of our
comfany, which is about 17 or 14 billion dollars’ worth of pro{ecta.
So, I think the idea somehow that most of real estate is developed
because of tax reasons is simply outside the marketplace.

Senator WaLLop. Mr. Williams, that flies in the face of the testi-
mony from the table here that, if we do anything to these tax
structures, the real estate business—commercial real estate, home
ownership--ig oing to collapse. So, I mean, it either was a factor

- and perfectly legitimate—I am not complaining about its having

been one; I don’t complain about anybody having taken advant&tage
e

- of a Tax Code that was put there to create certein effects, And

fact that those effects were created is useful to us. But either you
didn’t have some look at those tax benefits or, if they weren’t a
factor in there, the loss of them would be of less consequence than
the testimony at the table would indicate.

Mr. WiLL1amMs. Yes, sir, but that would be true of any form of in-
vestment. If you quadruple the tax on the sale of stock, that would
certainly have an effect on stock. Then, you could say that the rea’
reason that people invested in stock was tax reasons, So, surely,
taxes are a part of all of this; every form of investment conside:s

- that, but eventually debt has to be paid back. You hove got to build

i

- a building with a” view toward its income and not with a view

- toward its tax benefits. You eventually have to pay the debt buck
. or you lose your whole investment. So, our business as ‘developers
- i8 primarily to build buildings that we can rent and get income
! from in order to pay back the debt. Now, if you cannot finance out
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the entire project—and as you know, we are an industry primarily
debt financed—then you have to bring in equity investors to make
up the gap or lower your overall cost of funds in order to complete
the project. But essentially, I think that most real estate developers
in this country do not do gusiness primarily because of the tax rea-
sons. Surely, taxes are a part of your investment analysis, but they
are of every form of investment analysis as well. Now, housing
might be different on that.

Mr. KoeLEMUJ. Senator, may I comment? You know, the market
forces are that the baby boom results are going into the market-
place; there has been a migration from the North to the South and -
to the West; and the Tax Code really is only one aspect of what is
going on. Now, I agree with you that the effects of the Tax Code
have had a tremendous impact on, and encouragement of, home
ownership. We are the best housed country in the world. There is
no country anywhere that can outshine us in that, and I am sure
that the deductibility of interest has had a great influence on that.
While many tax incentives would be removed, the mortgage inter-
est deduction is retained because to recall it would affect home
ownership, which I think is basic to this country.

Senator WaLLop. Mr. Chairman, I am not quarreling with any of
that, and I am not asking anyone about the benefits we have had. 1
am just not certain of what the real marketplaces are. And I just
want to say to Mr. Williams that that has not been my bueiness,
but it has been some of my investments over the course of time,
particularly in the San Francisco area. And I can guarantee you
that it was a high consideration of mine and a very useful one. It
weas a perfectly legitimate one, but it was necessarily—aside from
the fact that it was a plausible deal in the long run, what made it
shine over other investments that were open tr. me at the same
moment in time was clear'y the Tax Code.

The CHAIRMAN. It was clearly what?

Senator WaLLop. Clearly the Tax Code. I mean, I had options as
to where to place investment capital that I had, all of which had
relative degrees of promise; none of which had the relative degree
of immediate promise that the commercial real estate development
of office parks in the San Francisco area could offer me. You know,
I have no hint of conscience about having exercised it. It was a
very useful investment, but it still was necessarily the princ'i&al
driving force, given 2 otherwise equal long-term performances. The
principal reason I went with it was the short-term performance of
the Tax Code.

The CHAIRMAN. Senator Symms,

Senator Symms. Thank you, Mr. Chairman. And gentlemen,
thank all of you for your testimony here this morning. I want to
ask a question aimed at predictabi{ity. One of my big concerns is
that about every 2 yéars, sinco 1976, there hus been a change in
the Tax Code. And it just scems like to me—and I think I was the
one who said here when we started the first round of hearings that
probably the greatest reform we could do for the American taxpay-
er would be to adjourn this committee for about 10 years and let

ple find out what we have already done in the last 10 yeara——
Fl;egughter.] : ' .
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Because it started in 1976, 1978, 1981, 1982, and 1984, and now
we are here in 1985. If this were a true flat tax and took out the
bias of the Tax Code against savings by something on the order of
the Hall-Rabushka plan, or based on that, then I think I could get
very enthused about it. But let’s just say, for example, that we
come up in this committee—we work through this proposition—
and come up with something close to what the Presi ent has sent
over here as a final product. I want to ask you two questions. The
first question is: How long of a transition period should there be
between where we are now and going into the new system? And
second: Would it be better once we have achieved the goal—and
let’s say you have a top rate of 30 percent or 35 percent and differ-
ent ded ictions that are now in preferences or are now in the code
are rep.oved—that we just set this thing on a 10-year program and
say that, on the basis of 10 years, it is going to change by 10 per-
cent a year until we get there, so you don’t have a big location. So,
I want to ask first: How long a transition period shou d we have to
allow taxpayers to elect to go under the old system in a transition
to a new one? Or second: Would it be better to have a 10-year fit,
that this gust changes 10 percent a year until you get to where you
are going? Let's just start down there at the end, and you can move
right up the table. .

Mr. McDanIEL. I think you have to g0 on an item-by-item basis,
Senator. I don’t think you can adopt a flat rule that says 10 years
is the right number for commercial real estate, and it is also the
right number for low-income housing, and it is also the right
number for machines and equipment. But you are clearly right
that, as you are reducing subsidies run through the tax system, you
have got to have an appropriate transition rule. But I do think the
. time period will vary and the methodology will vary from special
. Pprovision to special provision.

Mr. CoHeN. The difficulty with the current package that was
sent up here is that it has no transition rules, the transition rules
it contains are draconian. Most of these rovisions, if you were to
follow the President’s recommendations, gecome effective January
1—boom-—with no binding contracts rules or no other rules that
would allow for the dislocations that always occur. And that is one
of the black holes in this thing. I don’t know--it has a cost of $10
or $11 billion—some people have said $8. I have seen many num-
bers thrown out. You need transition rules, both for equity in
terms of this committee and the Weys and Means Coramittee’s tra-
ditional mode of operation. You also need it in terms of business
adjustment, as you have (fointed out. That is, to let the market
forces gradually take hold, because we have had an industry or
groups of industries, not only in this area but other areas. Wherev-
er you are going to make dramatic changes, it is better to make
them gradually than it is to, you know, just take a right-hand turn,

use taking a right-hand turn is very sharp, and it does cause a
lot of dislucation.
- Senator Symms. Move right along down the table. I am running
- out of time here.
~ Mr. KoeLemw. Senator, some of the provisions in the proposal
. are just not fair and would not be cur by any transition period
E use there would be some discrimination. There is no economic
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income housing would not be hel by a 10-year transition period
unless we come up with some direct spending programns to take
care of that issue. However, if you make long-term changes, you
need some substantial transition periods because investments in
rea!l estate are not financed on a short-term basis.

Senator Symms. Right on that line, on low-income housing, are
you fairly confident the rents will go up if this bill passes in its
current form?

Mr. KoeLeMu. I can guarantee you. Besides that——

Senator Symms. How much approximately?

Mr. KoeLeMu. It is our estimate that rents will go up anywhere
from 21 to 28 percent, as reflected in our testimony. I believe tax-
exempt bond financed housing will go up anywhere from 88 to 45
percent if you remove the use of industrial development bonds. The
existing stock of subsidized housing units will suffer the most, I
think, and I have stated that to the Secretary of Housing and
Urban Development. He will become the greatest owner of subsi-
dized rental units because they will be returned to him.

Senator Symms. I am out of my time, but if you could answer
very briefly, Mr. Williams.

Mr. WiLLiaMs. I will make it very brief. On the traneition rules, I
think again we could go to some period of phase-in, but second,
let's don’t retroactively affect existing deals. Let existing deals
atand. Don’t go back on investments that were made based on cer-
tain rules and then change the rules. On the phase-in, our industry
can adjust to anything over a period of time. Now, this is because
there 18 a basic demand out there for real estate. This is not an
industry created by the tax laws, and somehow I think that is an
idea that is around here. And that is wrong. There is a fundamen-
tal demand side here. Now, what I think this bill does, though, is it
is going to shift the industry away from private, entrepreneurial,
aggressive, local, regional people to institutions. So, yes, the indus-
try can adjust, but it is going to be different folks. And it is goix§
to be big institutions that are going to be doing it and not individ-
uals and local and regional.

Mr. Moore. Let me just make a comment, Senator. I think defi- .
niteli/ a phase-in should happen, but I agree with Don, that we
should leave well enough alone with those that have invested now
and start it after that. But my maip concern in this whole thing is
that we should really encourage smali investors to invest in real
estate and particularly home ownership. And when we have a tax
reform bill that is going to make i\, more costly to own homes, then
I think we are just going agains! the whels thrust of the United
States. And what is really going to happen is that we are not going
to have people, when they retire at age €5, able to have an equity
in many cases on which to retire, and we are going to have to take
care of tnem in their elderly years. And it seems to me that we are
going away completely from that concept. And on the other hand,
we are not doing anything to balance the budget or cure the budﬁ;:
deficit problem, which is really something that bothers me on thi
whole reform bill. '

Senator Symms. Thank you very much, Mr. Chairman.

The CHAIRMAN. Senator Bradley.

neutrality in some of the aspects of the progosal. For example, low
04




163

Senator BrapLEY. Thank you very much, Mr. Chairman, and I
thank the panel for their testimony. I think it is to the point, and I
think that it is very helpful. I have been intrigued by this side of
the panel talking about what drives real estate investment and the
fact that it is market O}Jpoxtunity, laws of supply and demand, mi-

ation patterns—all of those aspects of economic life apply very

irectly to the real estate industry as well as many other indus-
tries—and that a coraponent, and I would guess from the testimo-
ny, a small but significant component is the tax system itself. Last
year in this commitee, Senator Dole proposed that we not have the
industry even worry about taxes; let’s just exempt the real estate
industry from taxes. Would you be supportive of that? )

Mr. KorLeM1s. No, Senator, I would not be.

Senator BRADLEY. Why?
tm1!\'11'. KoeLEML). Because everybody should pay a fair share of

es.

Senator BRADLEY. Would you be supportive o/ thet?

Mr. WiLLiams. I would have the same opionica as Mr. Koelemij. I
don’t know, if you look at the industrly as a whole now, what its
niet tax position is, and certainly it is favored. That might be sim-
pler.

Senator BRADLEY. All right. Mr. Moore.
~ Mr. Moorg. That is a difficult question to answer, but I think

. you would have to look at the revenue side of it. Would it some
way, somehow bring the revenue side up, which has got to haﬁf»en
some way, somehow? On the surface, no. I don’t think it would fit
either way because everybody should pay their fare share.

Senator BRADLEY. Prior iestimony has been that if we simply ex-
empted the real estate industry from tax, the Federal Government
would have about $10 billion more in revenue. That gives you an
idea of the size of the subsidy that exists in the Tax Code today. So,
you wouldn’t have to pay any taxes, but you also wouldn’t get any
subsidies from the Federal Government. that make any sense
to you, Mr. Cohen?

r. CoHEN. No, of course it doesn’t. In a typical real estate trans-
action where I see in a 2-for-1 deal in the first 5 years, and those
are not unusual, you actually are putting up no cash. Federal is
tax-free. You put in the money and you ge: it back through the tax

m. In a 2%-to-1 deal, you are ahead. It is hard to get much
ve that. I would agree with Mr. Williams that, certain dy when I

- advise an investor, I advise an investor to look for a solid piece of

- real estate to go along with tax attributes. That doesn’t mean that

- the marketplace is operating that way. It isn’t. The marketplace is

- operating as much in a tax selling deal as it is in a real estate sell-

A u&ge deal, at least the part of the marketplace that I look at quite

- often.

+ . Senator BRADLEY. So, would you be supportive of exempting the

. real estate industry?

* .Mr. CoHgR. It would be cheaper.

... Mr. McDanigL. Senator, I think what the Joint Committee staff

- i telling you is that, if all the subsidies for real estate were con-
verted to direct subsidies and the industrg paid texes based on eco-

-“nomic income, the amount of the subsidies are $10 billion more

¢ than the taxes that would be paid. Having said that, you are told




164

something about the subsidies, but it doesn’t tell you whether the
industry ought to pay taxes or not. I would suggest that what real
estate ought to do is pay taxes and then-we will decide the level of
subsidies as a separate and independent matter. Whether that is
more or less than the taxes they pay is a judgment about subsidy
levels; it is not about its tax system.

Senator BRADLEY. Let me ask the three panelists at the end: Do
you think that if the Administration’s bill was adopted that you
would see an increase in real estate investment trusts? Take into
consideration the fact that the at-risk rule would be eliminated but
it doesn’t apply to the real estate investment trust.

Mr. WiLLiaMms. I think the short answer is yes. That is already
occurring, by the way, and part of it is due to the uncertainty over
the tax laws at the moment, as well as this whole shift toward an
orientation to income in real estate. So, I think the short answer is
yes, and it is already underway.

Senator BRADLEY. Could you share with us why that shift has
taken place?

Mr. WiLLiaMs. The shift is taking place today because of several
reasons. One is accessing public capital for real estate markets,
whether it is small, medium size or large investors. We are a cap-
ital-intensive business. We are an enormous user of capital, and
that is simply an evolution that is occurring—of accessing public
capital, and real estate investment trusts are a very good way to do
that. Secondly, because of their flow-through tax treatment, there -
are essentially tax deals where there are deductions in excess of ’
money invested, and they have already gone out the window. What
you all did in 1984 essentially cured most of that. So, most real
estate investments today are being done primarily from an income
standpoint, not tax standpoint, anyway, and the REIT is a good
form of vehicle to do that. So, you both access the public and you
get to the income orientation, which I think the industry is moving
towards, anyway.

Senator BrapLEy. Could I ask one more question? A consistent
theme here, and I find it very interesting, is that if we went with
something like the President’s bill, you would see a change in the
financial sources for the real estate industry, and it would be much
less individual and would be much less small investor. It would
become big and institutional. HUD has a study that says 60 per-
cent of all rental buildings of one to four units, and 80 percent of
all tenants live in buildings of fewer than 20 apartraents. Now, a
lot of these are owned not by comPanies but by “mom-and-pop” op-
erations. Also, a lot of these don’'t know anything about the Tax
Code. They don’t take accelerated depreciatio. My question to you
is: What kind of information can you provide for the committee to
demonstrate that, under the present tax sysiem, you do find a lot
of small individuals utilizing the tax system in order to produce
low income or other housing and that, absent that tax subeidy,
wouldn’t be built? My impression is that the mom-and-pop oper- -
ation on the corner that has two apartments above the store that
they rent out, they don’t depreciate that. Sixty percent of all the
apartments are in that one-to-four apartment dwelling level. So,
how can we get a fix on what numbers are? Any panel member?
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Mr. KoeLEMw. I would like to answer that. I am a homebuilder. I
own rental properties, some of which are duplexes, quadriplexes,
and some which are FHA subsidized projects that we built in the
early 1970’s. I will try to get you the information that the number
of 60 percent is incorrect. What I mean to say is this: I know from
our type of activity, we might build a group of quadriplex buildings
which are subject to an individual permit that is then syndicated
and small parts are sold to investors. Now, that then relates to the
individually built and constructed quadriplex, but 1i is put together
in a limited partnership; and we have 60 units in one limited part-
nership. I guarantee you that the tax incentive goes with that. And
I also want to add that that tax incentive or benefit is ultimately
reflected in the rents that we have to charge, and the removal of
some of those incentives will raise those rents. There is no question
about it. I will try to get that information to you to see what of
that 60 percent is really owned by larger owners than the individ-
uval mom-and-pop operations.

Senator BRADLEY. The more information we can have, the better.

Mr. KoeLEmL. Yes.

[The information from Mr. Koelemij follows:]




National Association of Home Builders

15th and M Streets, NW, Washington, D.C. 20003
Telex 88-2600 (202) 8220400 (800) 368-5242

sohn J Koelornij
1965 Prosident August 7, 1985

Honorable Bill Bradley
United States Senate
Washington, D.C. 20510

Dear Senator Bradley:

At the Finance Committee hearing on July 16 you noted that
60% of rental units are in 1 to 4 unit structures and that 80%
are in structures of 20 or fewer units, and you suggested that this
indicates that much of the rental housing stock consists of "Mom
and Pop" operations which are not sensitive to tax provisions. I
promised to provide further information on that subject.

As I noted i.. response to your question, many large-srale
rental properties consist of numerous structures with individual
structures often containing four units or less. This is confirmed
by the Census Bureau's report on Residsntial Finance, which showed
that most rental properties with 50 or more units consisted of
multiple structures, with about 40% of such properties having S
or more buildings. However, it is also true that a substantial
share of rental housing is in "Mom and Pop" arrangements where the
owners have modest incomes and are not real eatate professionals.

These small operations were once the dominant source of rental
housing, but they are now something of an anachronism. Most such
properties were built before World War II, and many of the current
owners received the properties through inheritance.

In about half of the 2 to 4 unit properties containing rental
units, the ownar is an occupant as well. A study in Maseachusetts
showed that a large percentage of the tenantes are relatives of the
owners. Thers is little turnover among tenants in such unite. As
a result, few of these units are available to people in search of
rental housing.

As in any competitfive market, rento are determined by the cost
of providing additional or “marginal® units, although the nature of
the housing market is such that it may take several years for rents
to adjust to changes in the costs of providing additional rental
housing. New additions to the supply of rental housing conesist
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overwhelmingly of larger, professionally-managed properties. The
amount of new construction of rental housing {s very sensitive to
changes in the tax treatment of investors and to the availability
of tax-exempt financing.

As we stated in our testimony, the immediate effect of tax
reform would not be higher rents, but a cutback in new production.
Over time, the lack of new construction and of rehabilitation of
the existing stock will cause tighter markets and higher rents.
Although the full irmpact on rents will be evident only after a
substantial time lag, rent increases in the short run would still
be sufficient to offset any benefit of tax reform for low- and
moderate-income renters.

Economic logic, the empirical evidence, and the overvhelring
congensus of expert opinion all suggest that the elimination of
tax preferences for rental housing will rebound to the detriment
of renters. Most ranter households have low or moderate incomes
{the median incomz of renter households is only about half of the
median for homeovmers and fully 27% of renter households are below
the official povarty line). Rent already accounts for a dispro-
portionate =:2:e¢ of the budgets of those households. It could be
-=- and has %e¢en -- argued that the tax system s not the appropriate
vehicle for assisting renters, but there is no realistic alternative
available at this time and it would be callous to withdraw this
assistance under the guise of achieving "economic neutrality®,
Moreover, the experience of the past two decades provides little
support for the idea that direct expenditures are a more efficient
or effective mechanism than tax incentives for meeting housing needs.

We would be happy to provide additional information to you or
your staff on this or other housing issues.

ohn J
Presidd&nt

ocelemi)
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The CHAIRMAN. Senator Grassley.

Senator GrassLey. Mr. Chairman, I am going to momentarily
pass.

The CHAIRMAN. Senator Heinz.

Senator HEinz. I feel that I should follow Senator Bradley’s lead,
Mr. Chairman, since I just walked in. I want to apologize to our
witnesses for being late, but a number of us were meeting with our
House colleagues on a subject that is even more important than
tax reform; namely, the budget. And I have nothing to report, but.
hope springs eternal. I want to observe that the issues that are the
subject of this hearing today are of particular importance to me,
not just as a member of this committee but as a member of the
Banking, Housing, and Urban Affairs Committee. We have, for a
number of years, relied upon the incentives, the subsidies in the
Tax Code to help us with provision of housing, which the middle
name of the Banking, Housing and Urban Affairs Committee. The
cutbacks in Federal funding for housing, of course, have been very
substantial. We don't have any new section 8 grcﬁram any more.
We have some rehab and some existing section 8. No one contends,
for the moment, that we are staying even with respect to low and
moderate income housing production or provision. And of course,
the President’s proposal could have a major effect on rental hous-
ing production, particularly in low-income rental housing. And for -
the first time, the President’s plan eliminates all distinctions be-
tween rental housing and commercial buildings, and further, it
eliminates any distinction between low-income housing and other
housing. And that is of great concern to me because we need to be
sure that, after the cutbacks we have done in Federal spending pro-
grams on the production of low-income housing and housing gener-
ally, that we don’t end up really calling a halt to that kind of hous-
ing. The other observation, Mr. Chairman, I want to make is that
with respect to the third part of the title of the committee—Bank-
ing, Housing, and Urban Affairs—namely, urban affairs, we have
not exactly been moving in with larger and larger Federal support
mechanisms for our cities. We have ﬁeen cutting back on urban de-
veloEment action grants, mass transit, community development,
block grants, and so forth, but the one reason, I think, that so
many of our cities have been able to continue to improve their core
areas has been the tremendous success of the historic rehabilita-
ticn tax credit. Now, when I met with the Pennsylvania president
of the Mayors’ Association—a Republican—a miracle—from York,
PA, he did his usual lobbying on behalf of the State and local tax
deduction and its present ration. But what he said was that: Sena-
tor, the one thing that really is working--{ou know, you have in
the Federal Government all this redtape—if there is one thing you
really have to %reserve above all—whether it is going to help
Philadelphia or York or Pittsburgh or Scranton or Erie or Johns-
town or Altoona—it is the historic rehabilitation tax credit. That,
he said, is our urban policy. Now, a question: Do you agree or dis-
agree with that assessment? Anybody? Mr. Moore?

Mr. Moogk. I think most of us in the real estate industry would
agree wholeheartedly with that because rents are %oing to have to
go up in order to get a reasonable yield in return. If you don’t have
some of these incentives for rehab or low income-housing, then
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what we are going to have is, No. 1, is probably a lesser supply
which is going to cause a higher demand, and fewer people are
going to be willing to take the risk without these rents going re-
markably higher.

Senator HEINz. Let me ask this question. It is maintained and
perhaps by some of Kou—l didn’t hear your testimony earlier—that
in a sense it is not the end of the world to reduce all the tax breaks
of commercial property. Maybe it is for Don Williams. I don’t
know. But at least with commercial properties, you can argue that
the users of commercial properties tend to be fairly well-heeled or-
ganizations, corporations, from General Motors on down, whereas
the user of low-income housing or just plain rental housing is not
in the same financial class at all. And that is an argument, of
course, for maintaining a distinction between the treatment of com-
mercial properties and housing rental properties. My question is:
Would anyone argue against retaining a distinction based on that?
Dr. McDaniel, could you talk to that?

Mr. McDanigL. I think the question really is: Could you design a
program that is more efficient and doesn’t cost the Federal Govern-
ment 80 much money for the amount of housing we are getting?

Senator Heinz. I assume we are smart enough to do that.

Mr. McDANiEeL. Yes, I think you are.

Senator Heinz. I don’t want to put that to a vote. [Laughter.]

My time has expired.

Senator GrassLEy. Mr. Chairman.

The CHAIRMAN. Senator Grassley.

Senator GrassL.ey. Mr. Cohen, you devote quite a bit of time in
your statement to tax shelters, and I don’t think you answered
something that has been of interest to me. And that is, assuming
the President’s proposal would be passed as is—and of course, it
won’t—but let’s assume that it would be, do you think that it
would have a damning impact upon the business of tax shelters—of
selling tax shelters and putting together tax shelters? :

Mr. ConeN. For about 15 minutes. We can figure out other ways.

Senator GRASSLEY. So, in other words, it would not have?

Mr. CoHEN. Yes; any economic judgment, and I think it has been
raised before, is an af{er-tax judgment. Any businessman who goes
into a transaction—or an investor—looks at the after-tax yield.
And the depreciation, even after the President’s proposal, is not
bad. It will adjust rates. It will adjust prices, but the marketplace
will ﬁust to that; and I believe investors will adjust very rapidly
and will see that good real estate, as has been descri here by
Mr. Williams and others, is still a good investment, taking into ac-
count its tax attributes and will continue to invest.

Senator GrassLEY. Then, you have not seen a parallel reduction
in tax shelter business with the reduction of the marginal tax rate?

Mr. Conen. That is strange. Everybody predicted that there
would be less tax shelters when we went from a 70-percent rate to
a 5C-percent rate; instead, it went the other way. There was a pro-
liferation. What had happened is that it had become popularized;
and once it became popularized, then it was only a question of pric-
ing it and making it attractive in the marketplace. And it was
slightly less attractive, but it was more popular, and therefore, it
was bought in greater amounts. And I suspect that the numbers
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are larger in terms of—and I am talking about tax shelters in their
better sense. That is, something that has economic viability to it
and not the fly-by-night mineral shelters and some of the others
that were almost frauds from the beginning.

Senator GRASSLEY. My second question would be both to you and
to Dr. McDaniel. What is g‘our response to the assertion on the part
of realtors and home builders and builders generally that rents are
going to rise as a result of this tax bill passage and the extention of
ACRS and other things that encourage the investment in rental

erferty?

r. McDANIEL. I think that is a likely response, and it will vary
across different t of real estate. The President’s proposals are
based on the fundamental proposition that rents should rise to the
market level and should not be kept artificially low by means of
subsidies, whether tax or direct. So, the question really 1s: Does the
committee and the Congress want to continue subsidizing lower
th?an l;mrket rentals through the tax system for all kinds of rea!
estate

Senator GRAssLEY. Mr. Cohen.

Mr. CoHEN. It will take a while. I suspect that, if this were to be
enacted on, let's say, January 1, 1986—which I suspect it won’t, but
if it were to be—you won’t see any effect immediately, because
there are market forces out there and there is so much housing. As
iime_goes on, yes, it will have an effect because there will be less

ousing. -

Senator GRrassLey. Would you generally feel that the 28 per-
cent—TI think I heard that in previous testimony—that rents might
rise as being in the ballpark? :

Mr. CoHeN. Not being an economist and not having gone through
the studies, I can’t say. I do know that it would go up. I can’t pre-
dict how much.

Senator GrassLey. Dr. McDaniel.

Mr. McDANIEL. 1 haven’t see the assumptions that are cranked
into those estimates, so I wouldn’t be able to comment.

Senator GrassLey. Thank you, Mr. Chairman.

The CHAIRMAN. Mr. Koelemij, I think there is going to be a tax
bill, and possibly this year if we get it in time from the House.
Most people say they will not vote for a tax bill that loses money.
They want at least a revenue-neutral tax bill. Now, after we have
passed it, 8 or 4 years down the road, some of our assumptions mltﬁr
not pan out; but at the start, we want a revenue-neutral tax bill.
Assuming that, I am going to go down the list of things that the

opposes, and ask you what to do to make up the difference.
You are opposed to the elimination of deductibility of State and
local taxes, to the limitation on deductibility of nonbusiness inter-
est, to the elimination of mortgage revenue bond financing, to the
curtailment of the use of builder bonds, to the longer depreciation
period for buildings, to the elimination of capital gaing treatment
on the sale of buildings used in trade or business, to the elimina-
tion of tax-exempt financing for multihousing construction, the
elimination of the 5-year writeoff of rehabilitation expenses for low
income housing, to the re of the rehabilitation tax credit, to
the extension of at-risk rules to real estate, to the windfall recap-
ture tax, and to the repeal of special rules to deduct construction
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period interest. I had not made notations alongside that list, but
my guess is that is about three quarters of the revenue in the bill.
If we adopt all that you suggest and we want a revenue-neutral
bill, what should we do to make up the difference?

Mr. KorLEM1. Senator, the question first arises: Do we need a
bill? [Laughter.

I had to say that.

The CHARMAN. All right, but we have a bill.

Mr. Korremus. As I said before: If it ain’t broke, don't fix it. But
in the revenue estimates that we have looked at, we expect that we
first have an obligation to bring to your attention the effect that
this proposal has on housing and our ability to house people in this
oountri. That is an obligation we have. So, when You gentlemen
start the markup of the pmﬁgeal, we hope to be able to submit to
you, and to be reacted to, what we feel is absolutely necessary. In
our deliberations of these items, which we are doing right now—we
are meeting in Wisconsin, and I came up to testify before this com-
mittee because I think it is very important—we will look at some
alternatives. For example IDB's maybe limited to housing only, or
targeted better. Also, the question arises: Do we have to give all
the benefits that are in this proposal, that is, do we have to gotoa
$2,000 exemption, which is one of the main big costs of this propos-
al? Do the people of this country really expect to get the $2,000 de-
duction, since they are going to have to pay for it in higher rents
or housing costs?

The CHAIRMAN. At the moment, though, you have no guggestions
as to revenue?

Mr. KoeLemw. Not at the moment, Mr. Chairman.

The CHAIRMAN. All right. Now, among this list that I have
read—and I do think there will be a bill—and my hunch is you
wor’t get all of these. Can {ou put them in some priority order as
to which are the most valuable to you?

Mr. Korremw. It would be presumptuous of me at this time, but
I can tell you this. Some of the items that deal with the ownership
of real estate that affect rents are very important. The other two
items deal with the removal of the installment sales treatement of
homeowner bonds and the removal of mortgage revenue bonds
which was recently reauthorized. This seriously affects the ability
of first-time young families to become homeowners, and we would
try to hang onto those as ones that we need, or that the country
needs. We will be able to bring ﬁ':u some more alternatives or com-
promises, if you might call it that, but I think it was our purpose
with this analﬂsis to show you on a broad basis how it affects real
estate, that it is not all beneficial.

The CHAIRMAN. Mr. Williams, as to commercial real estate, and I
think you hear me talk to the National Realty Committee, and I
think you heard Senator Long or Senator Bentsen or somebody alse
ask if we have made things too rich for commercial real estate in
the t; and I used the expreesion that there is a certain fee
on the committee that it “didn’t move," and it is not faced wi
Japanese competition yet. And maybe tbere is a way to do it, but
they haven't been able %o bring over 40-story prefabricated buildings
and set them up. [Lauvghter.}
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What would happen to the commercial real estate industry if they
lost most of the present tax preferences? If you lost at risk and if you
have a vseful life depreciation, and there was no encouragement to
build th:zm except as to a straight eccnomic encouragement? You
would have none of Malcolm Wallop's investments in real estate
because he thought it was a better tax preference than other
aLt:é'gg'Eives at the time? Would commercial buildings still be built as
n ?

Mr. WiLLiams. They will be built, Mr. Chairman, because the
market demand is out there. Somebody will build them. I think
what you will have is what I described earlier as the pattern of
England where, because Eyou have no depreciation, most of the com-
mercial real estate in England is owned by tax-exempt organiza-
tions, very large pension funds. So, you have a nondynamic
market. You have it noncompetitive. You have very high rents.
You are %robably familiar with the rents in London and other
places in England; and of course, they also have a l‘:‘ﬁh degree of
regulation there. So, you will have an industry. It will be, in my
view, substantially smaller. It will be dominated by a very few,
large, tax-exempt organizations because a pension fund doesn’t pay
tax, anyway, so it doesn’t matter to them. I think that would be
thfa ggnsequence of an extension of this type of an approach to real
estate.

The CHAIRMAN. Senator Long. - :

Senator Long. I want Dr. McDaniel to give us a little more detail
on what he had in mind when he said that the indexation will lead
to tax shelters. Could you give us a concrete example, if you have
one in mind, of how that can lead to a new tax shelter or shelters?

Mr. McDANIEL. Yes, Senator. Let me start with just a quick ex-
ample involving vacant real estate, but the principle is the same.
Suppose that you invested $100 in a piece of real estate and held it
for a year, during which time the rate of inflation is 10 percent.
"You borrowed $100 to buy that piece of real estate at an interest
rate of 10 percent. You sell it at the end of year one for $110. You
are allowed to index the basis on the asset side, so you will have no
gain or loss, on the debt side of the transaction, however, you will
still be able to deduct the full 10 percent of interest. Therefore, in a
transaction in which there is no economic gain or loss on either the
debt or the asset side of the transaction, the taxpayer is going to
walk away with $5 from the Treasury Department. Now, the prin-
ciple is exactly the same when the asset that you are buying is a
pot of real estate deductions instead of a vacant piece of real
estate. The mathematics are a little different, but the principle re-
mains the same. So, actually, you are going to make the tax shelter
richer if you index one side but not the other of the transaction
than it is today.

Mr. CoHEN. And you will encourage more heavily debt financial .
investment, which mekes everything more risky at the same time.

Senator Lona. All right. Thanks very much.

The CHAIRMAN. Senator BradleK.l

Senator BRaDLEY. Thank you, M. Chairman. Not so long ago, I
was in a conversation with a majo: figure in monetary policy, and
he offered the view that he had just ‘ome back from Califcrnia and
he couldn’t get over the fact that t re were still banks cut there
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that were loaning sizable sums of money for redundant real estate
investments. And they were loaning the money with the under-
standing that, even if they rented up to 95 percent immediately,
they would never really be able to repay that debt. This individual
went on to speculate that the only thing that was going to get this
kind of sreculative binge of loans out of the system was tax reform,
essentially taking away the subsidies and thereby shaking the
bankers to the point where they again decided to make loans, not
on the basis of speculation, but on the basis of real value. And I
Point to a New York Times article here, not so long ago, that says:
‘Building Boom in Los Angeles. Glut causes lowest rents in six
ears.” Or in the Wall Street Journal: “Office Glut is Bonanza for

enants as Landlords Cut Rents and Add Perks.” My comment to
you is in these deals, you have sucked in the whole banking
system. So, there is a lot at stake here. What do you have to say to
us about that?

Mr. WirLiams. May I just take Dallas as a case in point, Senator
Bradley, because we have an overbuilding situation in Dallas. Iron-
ically, on the other hand, we are going to have net absorption in
Dallas this year of plus or minus 9.5 million square feet of office
space. That is net absorption. So, the business is expanding. We
have a healthy economy out there, and the demand for real estate
ia very strong. So, that is one factor. Second, we do have overbuild-
ing, but it is difficult to generalize about it. Let’s just take Dallas.
Dallas is a series of probably 15, and let's say 5 or 6 major submar-
kets. Several of those submarkets, such as Oak Lawn, at the
moment are seriously overbuilt. Others are very healthy and are
absorbing space on a very healthy basis. So, you have some kind of
good new and bad news in this situation. So, there is still net
demand for good quality, well sponsored real estate today. We are
having, in fact, a record year in leasing in our ccmpany this year.
Now, we are not ﬁll'oud of the rents on all of these things, I will
admit to that quickly. Second, banks have already slowed the flow
of credit into real estate, This overbuilding problem is well per-
ceived, and I think that that has already occurred. The reregula-
tion of the Thrifts is, I think, the most important factor in slowin
the flow of unneeded, if you will, capital into real estate. So,
think to some extent that is true, but only partially true, and the
problem is already being dealt with, and the answer to it is not in
the tax laws. I repeat that I really don’t believe that the building—
we will start $2 billion of new buildings in the United States this
year, and we are not starting them because of the tax laws. And if
we have a problem in those buildings, we are going to have to write
checks. We are not going to be bailed out by tax investors. Now,
admittedly, thet wea true in 1982, due to the 1981 Act, but the 1984
act took thos: excerses out to the point that you don’t have a deep

. shelter industry for real estate today that is hailing out poor
¢ projects. Invistments are beinﬁ made today on in:ome and not on
- tax shelters. I think we are fighting a ghost of the past on this.
Senator BraDLEY. So, your point is that this excessively generous
loan policy has been corrected?
Mr. Wu.Liams. Yes, sir.
Senator BRaDLEY. And is in the process of being corrected?
Mr. WiLLiAMS. Yes, sir. -
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Senator BRADLEY. Let me ask you this. Do you see any tension—
and you had a long list that Senator Packwood read, a long list of
things that you don’t want to see eliminated—do you see any ten-
sion between what we call the gentrification tax subsidy, which is
the rehab credit, and the low income housing subsidy? I mean,
there is only a certain amount of capital. Is your downtown area
going to be tor Yuppies, or are you going to have low income Amer-
icans taken care of? You have a certain choice there. Would you
admit that there is a tension?

Mr. KorLemis. Well, yes, there is, Senator, and I think that the
remodelling of downtown would not directly always benefit low-
income ple because mostly it starts with buildings that will
house oftices. Where businesses have the courage to go into a dela-
pidated downtown area to start to rejuvenate the community .and
to come back, residences will then be rehabilitated or gople will
be zafe to come back to rehabilitated downtown areas. So, there is
some competition and some preference in one direction, which
w:tgl% be toward the commercial use of those properties to a great
extent.

The CHAIRMAN. Senator Symms.

Senator Symms. Thank you, Mr. Chairman. I might just inquire
of the Chair before I start any questions here that I see it is 11:15,
and we still have another panel. Is that to go on yet this mornin,

The CHAIRMAN. We will go on this morning, and we will go right
on through the noon hour if we must.

Senator Symwms. I find this a very fascinating panel, but I think I
will withhold my questions and, maybe if I need to, submit some
for the record so we can move onto the next panel. I know I have
another meeting at 11:30, and I wanted to hear what some of the
rest of them have to say.

The CHAIRMAN. Senator Grassley.

Senator QRraAssLEY. No questions, Mr. Chairman.

The CHAIRMAN. Senator Heinz.

Senator HriNz. One question, Mr. Chairman. I think I will direct
this question to Mr. Koelemij. No, I am sorry. I think I ought to
direct it to Bill Moore. Don Williams, in his testimony as I under-
stand it, suggested depreciable schedules provide basic adjustments
for inflation and fairly reflect the expected life of current construc-
tion in the relative lives of the various categories of depreciable
assets, which is_moving toward what the President has proposed.
Do I‘3'ou support Mr. Williame on that particular a%;;roach?

u ';' MooRe. On increasing the depreciable life? Is that your ques-
ion -

Senator Heinz. It has to do with both adjusting the basis for in-
flation and presumably what would amount to a net stretch-out of
depreciable lives b on real lives. .

r. Moorg. I think our industry could support a stretch-out of
degreciable life. Qur analysis indicates that atﬁousting the basis for
inflation and then taxing the excess at ordinary rates on a good in-
vestment is certainly a deterrent to building and owning office
buildings or investment real estate.

Senator Heinz. Let's focus on the second part, and everybody
would like to have their basis increased for inflation. Let’s be sure
we understand what we are talking about in terms of the basis of
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expected life for current construction and the relative lives of the
various categories of depreciable assets. What we are talking about
is depreciation in effect based—somehow and I am not sure how
easy this is to do—on an estimate of the physical life of these
assets, if I understand Mr. Williams' proposal. Now, that could, in-
stead of having an 18-year life for a structure, be a 40-year life, if
that is the entire arrangement including the depreciable, or the
step up in basis, and you could live with that?

Mr. Moore. I don’t now that I would want to live with 40 years. I
think I would go along, and I think our industry would go along
with some adjustment like that, bottom-lining the whole thing. I
think we would want to see by doing that that we are in effect
going to solve what we think is a huge problem in the Federal defi-
cit. Nobody seems to be talking about that much, in shifting this,
but you know, if we are going to shift it and we are going to
change, I think .our industry—those of us in real estate—stand
ready, willing, and able to do it—at least stand our fair share of it.
Just to do it and have nothing happen to the Federal deficit doesn’t
make a whole lot of sense to me.

Senator HeiNz. Well, that is another committee. [Laughter.)

I am just kidding. Thank you, Mr. Chairman.

The éummn. nator Chafee.

Senator CHAFEE. No questions, Mr. Chairman.

The CHAIRMAN. Gentlemen, thank you very much. Now, let's
move on to a el of Joseph She&lard, Ban'{)e igas, Allen rot,
Lee Henkel, ly Oldham, and Michael Liberty. I would like to
ask those who are leaving to move out quickly, please, so that we
can start this panel right away. If you are done, if you could move
out into the hallway and close the door, we would appreciate it.
Lewis Payne will be testifying in place of Lee Henkel. And we will
take the panel in the order they appear, and we will take Mr. She-
pard first. As I told the previous witnesses, your statements in
their entirety will be in the record. If you would hold your com-
ments to b minutes, we would appreciate it. You can see how long
‘we go with questions anyway, even when they are held to that
length. Mr. Shepard.

STATEMENT OF JOSEPH A. SHEPARD, PRESIDENT, COUNCIL FOR
RURAL HOUSING AND DEVELOFMENT, WEBSTER GROVES, MO

Mr. SuepPARD. Thank you, Senator. My name is Joseph Shepard,
and I am chairman of The Lockwood Group in Webster Groves,
~ MO. I am also president of the Council for Rural Housing and De-
velopment, on whose behalf I am testifying today. The council is
-~ composed of over 150 organizations who develop and finance low
*  income family and elderly rental housing in rural America under
* the section 515 program, administered by the Farmers Home Ad-
ministration. We appreciate very much this opportunity to sug%‘est
:  to the committee ¢ es to the administration’s tax proposal that
. are essential if such housing is to continue to be built in this coun-
- try. What 1 would like to do, rather than spend my allotted b6 rain-
- utes with specifics on the changes we would like to recommend, is
. basically make a few comments regarding the iraportance of these

changes to low income and elderly housing.
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The CHAIRMAN. That would be fine.

Mr. Sueparp. Congress acted purposefully and knowingly in
making these various incentives available, realizing that, without
them, very little such housing would be built. Basically, there are
only three incentives that attract anyone to develop real estate.
They are cash-flow, the possibility of appreciation, and thirdly, po-
tential income tax benefits. In the case of low-income renta! hous-
ing, the first two elements are missing. Generally, under Federal or
State housing assistance statutes, the cash flow is limited to a very
low percentage of return on investment. In addition to tight re-
straints on return on investment, the Government also controls the
rents of any given development. Furthermore, with low-income ten-
ants, there is a practical market limit on what rents can be
charged. Generally, rental projects for low-income families and el-
derly do not show significant appreciation in the market. With a
Government guaranteed or subsidized mortgage comes tight rent
control and cash disbursement control. Even if these Government
controls were to be lifted, many of these developments still would
not experience substantial appreciation because small room sizes
and lack of amenities make such projects unable to compete at
competitive market rent levels. In addition, they are very low on
the target list for possible condominium conversion. In any event,
such conversions are precluded by a generally applicable require-
ment that locks in such housing for rentals for a 20-year period.
Thus, absent very unusual circumstances, the chance for apprecia-
tion is just not there. Accordingly, tax incentives have provided the
only major inducement for investment in low-income family and el-
derly rental housing during the past two decades. Furthermore, the
existing inventory of low-income housing financed by HUD and
Farmeérs Home will need refurbishment in the future. In the ab-
sence of tax incentives to invest more capital in elderly and low-
income housing, the Federal Government runs the risk of having
this low-income housing turned back to it. Both Houses of Congress
have recently included funds for section 515 in their budget resolu-
tions for fiscal year 1986, indicating a Congressional desire that
these important programs continue. However, this congressional
action will become a nullity if the administration’s tax proposals,
doing away with the traditional incentives to build low-income
rental housing, ere adopte:. CRHD thus views it essential that the
past practice of more favorable tax treatment for low and moderate
income housing be continued. Mr. Chairman, I would also like at
this time to make a few comments on a study that was just, frank-
l{, completed for publication yesterday. The study was prepared for
the Tax Fairness for Housing Coalition, of which CRHD is a
member, by the Joint Center for Housing Studies at MIT and Har-
vard Universities, and the Horton Econometric Forecasting Associ-
ates, Inc. The conclusions are striking. Newly constructed apart-
ment units receiving tax incentives under present law, including
tax exempt financing, that rent, for example, for $319, would have
to rent for $539 ung r the administration’s tax proposal to be fi-
nancially feasible. Because such higher rents are not obtainable in
the mariet, there would be an annual 160,000 unit decrease in the

roduction of new rental units. The resulting doubliné; up of house-
oids will result in lower housing quality for hundreds of thou-



177

sands of families. For existing units, the study predicts that by
1991 rents would increase by 20 to 24 percent over nontax reform
levels. Even assuming rent increases more modest than the 20-per-
cent figure, such increases would more than offset any advantage
low and moderate income households might gain as a result of the
proposed tax cuts. The study points out that a married couple in a
renter household, with two workers earning less than $25,000 a
year could expect tax savings of less than $100 a year. However,
assuminng just a 10 percent rent increase, their annual rental ex.
penses would jump from $350 to $600 per year.

The CHAIRMAN. T have to ask you to conclude, Mr. Shepard.

Mr. SHEPARD. Those are my basic comments, and I would be
more than happy to answer any questions you might have on spe-
cifics of the legislation.

The CralrMAN. I think there will be questions.

Mr. SHEPARD. Thank you.

The CHAIRMAN. Mr. Zigas? Do [ pronounce it right?

[The prepared written statement of Mr. Shepard follows:]
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My name is Joseph A. Shepard. I am Chairman of The Lockwood
Group, Webster Groves, Missouri, and also President of the
Council for Rural Housing and Development, on whose behalf I am
testifying today. The Council is composed of over 150
organizations who develop and finance low income fanily and
elderly rental housing in rural America under the Section 515
progranm administered by the Farmers Hone Adrinistration. we
apprecxate this opportunity to suggest to the Committee changes
to the Administration tax proposal that are essential if such

housing is to continue to be built in this country.

An important preface to my remarks is the underlying
rationale for the favorable tax treatment accorded by Congress to
low and moderate income housing in all tax legislation for the
past two decades. Congress acted purposefully and knowingly in
waking these incentives availatle, realizing that without then

very little such housing would be built.
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Basically, there are three incentives that attract
developers to build any real estate development. They are cash
flow, possibility of appreciation, and income tax benefits. 1In
the case of low income rental housing, the first two elements are
missing. Generally, under federal or state housing ?ssistance
statutes, the cash flow is limited to a very low percentage
return on investment, In addition to tight restraints on the
return on investment, the government also controls the rents AE

any given development. Further, with low income tenants, there

is a practical market 1limit on what rents can be charged.

Generally, rental projects for lower income families and
elderly do not show significant appreciation in the market.
With the government quaranteed or subsidized mortgage comes tight
rent control and cash disbursement control. Even if these
government controls were to be lifted. many of these developments
still would not experience substantial appreciation because small
room s.zes and lack of amenities make such projects unable to
compzie at competitive market rent levels. In addition, they
are very low on the target list for possible condominium
conversion. 1In any event, such conversions are precluded by a
generally applicable requirement that “locks in" such housing for
rentais for twenty years. Thus, absent unusual circumstances,

the chance for appreciation just is not there.
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Accordingly, tax incentives have provided the only major
inducement for investment in low income family and elderly rental
housing during the past two decades. The situation is now
exacerbated by the fact that the government has virtually no
program to subsidize the construction of new rental units. The
only remaining exception is the Section 515 program of the
Farmers Home Administratioa for the construction of rental units
for low income families ard elderly in rural areas. However, as
stated- above, the Section 515 subsidy alone is not enough to
induce developer participation in view of the rent control and
the limitation of return on equity, and the very small likelihood

of significant appreciation of the project.

Further, the existing inventory of low-income housing
financed by HUD and FilA will need refurbishment in the future.
In the absence of tax incentives to invest more capital in
elderly and low income housing, the federal government runs the

risk of having this low-income housing turned back to it.

Both houses of Congress have recently included funds for
Section 515 in their budget resolutions for Fiscal Year 1986,
indicating a Congressicnal desire that these important programs
continue. However, this Congressional action will become a
nullity if the Administration's tax proposals, doing away with
the traditional incentives to build low income rental housing,

are adopted.



181

CRHD thus views it essential that the past practice of more
favorable tax treatment for low angd moderate income housing be
continued. The following is an analysis of the key
Administration proposals affecting the development of Section 515
housing and our recommendations as to how they shou}d be modified
so that the development of such housing - as well as other low

and moderate income housing - can continue.

I, At Risk

The Administration would extend the current "at-risk" rules
to all real estate. We believe it essential that the present
"at-risk" rules be preserved for all rental housing with respect
to unrelated third party arms length lenders (banks, insurance
companies, federal, state and local agencies, etc.). Further,
the present rule should be maintained in the case of low-income
family and elderly housing for seller financing, which is subject
to controls established either by FmHA, HUD or by the appropriate

state housing agency.

As a practical matter, very few, if any, developers of low
income housing projects would risk Personal liability by
investing in additional housing. The low income of the tenants
coupled with the perceived extra wear and tear on the property
make the risks all too real, especially in comparison with

alternative investments such as shopping centers.
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On this point, we may not be too far from the
Administration's position. The proposal on at-risk suggests that
Congress may wish to consider limiting the scope of the rule in
the case of‘real estate to those cases where there are
artificially inflated values. This would not be the case when
there is an independent third party lender such as a bank or a
state or federal agency. 1In addition to being consistent with
the Administration's position, the exception also would be
consistent with the preliminary position taken by the Treasury in
its negotiations with the Department of Housing and Urban
Development that would have exempted low income housing from the

new real estate at-risk positions,

There should also be a narrow exception for seller financing
in the case of transfer of federally and state assisted projects,
such as Section 515 projects. There is strong public policy in
favor of infusing new money into older projects and this only
occurs on a sale. Some seller “take back" financing is necessary
to make a sale feasible, as there generally is not the cash
available to pay the seller in full in an elderly or low income

family housing project transaction.
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il.__Interest Deductibility

In contrast to the Administration's proposal, we believe it
essential that the interest of a limited partner be categorized
as "business interest" not subject to the investment interest
limitation. At the least, there should be a permanent exemption

from the proposal for low income family and elderly housing.

It is illogical to say that one's inter®st paid as a part of
an investment in a limited partnership ic any less business
interest than in-erest paid for irvestment in a general
partnership or a sole proprietorship. This distinction is so
illogical that it cannot support the drastic tax treatment

difference proposed by the Administration.

At the very least, low income family and elderly housing
should be excepted from this interest deductibility limitation.
As emphasized in our introductioa, tax incentives are an absolute
necessity to nake such projeccs feasible and the ability to

deduct interest paid is a key part of such incentives.
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III. Depreciation

We believe it essential that Congress retain the current
15-year depreciation period, 200% declining balance method for
low income housing instead of lumping such housing in Category 6

under the Capital Cost Rec:..ery System proposal.

Let us again emphasize how important it is for low income
elderly and family housing to have extra incentives under the tax
law. In the past, because of the absence of a cash on cash
return, low income housing has always enjoyed different
depreciation treatment from other rental housing in particular,
and all real estate in general. Putting such housing in the same
category as all other real estate eliminates this important
differential, thus effectively ending the development of such

housing.

1V. Construction Period Interest

We strongly oppose the Adninistration's proposal to repeal
Section 189 permitting current deduction of construction period
interest for low income housing. This provision should be
retained as Section 189 of the Internal Revenue code now provides
an incentive to construct low-income housirg by providing an

immediate deduction for interest expenses incurred. Along with
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accelerated depreciation, this is a major incentive that makes
possible the production of low and moderate income housing. For

that reason, this incentive should be retained.

V., Capital Gains

We urge Congress to provide an exception for low income
family and elderly housing to the Administration's proposal to

eliminate capital gain treatment for depreciable property.

The Administration proposal discriminates among different
types of capital items. It is public policy turned upside down
to propose that a six months stock market speculation deserves
capital gain treatmen: while long term investment in apartments
that house elderly and low income families does aot. To begin
with, elderly and low income family housing projects have less
than the usual appreciation. Subjecting such appreciation to
ordinary income on sale would make these investments even less
attractive. Moreover, the Administration's proposal
discriminates against hard assets in favor of highly liqu{d paper

assets,

VI. Other Proposed Changes

The Administration proposal contains other changes affecting
the development of rental housing. They include the elimination

of tax exempt bonds to finance rental housing, the repeal of the
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tive year write-off for tehabilitation expenses (Section 167(k})),
and the elimination of the.historlc tax credit which can be
utilized for multi-family renovation. Developers of rural
housing under the Section 515 program rarely use these inceatives
since Section 515 is for the most part new housing that is
dizectly financed by the Farmers Home Administration. However,
from an overall perspective, these changes, especially the

. elimination of tax exempt financing, effectively eliminate the
poésibllity of any development of rental housing for elderly and

low and moderate income families no matter where located,

Transition Rules

One of the most troublesome aspects of the Adrinistration's
proposals are that they already have effectively stopped the
development of real estate, including low incore rental housing.
This is true because generally the Administration's proposals
apply to all projects where the property will not be placed in
service by December 31, 1985, This transition date is in sharp
contrast to the prevalent practice in the past of exempting those
transactions where a "binding contract" has been entered into by

the effective date.

The lack of a reasonable transition rule affects real estate
development at every stage. Many projects now under const: :tion

cannot be completed before January 1, 1986, Accordingly,
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develcpers whe have started a project under one set of tax
assumptions now f£ind that they are operating under far less
favorable ones. The “"placed in service" rule also assures thak
many projects not yet started will not be started as it is too
late in the year to start and ccmplete a project by December 31,
Thus the Administration's proposal is choking off signiflcant
development activity at this timo. This is most unfair to
developers who have incurred aiqnificant pre-construction
expenses in land options, architectural fees and the like, to say
nothing of loss of jobs by construction workers, or tenants' loss

of housing.

Accordingly, if adopted at alil, the new depreciation
schedule, the "at risk"™ provision and the change in capital gain
treatment should not be applicable if a binding contract for the
construction of a project is entered into befove January 1, 1986

or “he effective date of the Act, whichever shall be later.

Concerning the non-deductibility of interest by a limited
partner, the $5,000 limitation ($10,000 in 1986 and 1987) would
be phased in over a 10 year period, so that beginning in 1986
only 10% of interest unders.the proposed change would be subject
to limitations., 20% would be subject to the new rule in 1987,
with an addit:ioral 10% included each year until full phase-in in
1995. However, the proposal is still retroactive and unfair as

it applies to investors in existing limited partnerships who made
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their investment on the good faith assumption that their
investment interest would be deductible. Accordingly, the
propoéal, if enacted at all, should ﬁave an exception to the
January 1, 1986 effective date in the case of interest from

investments entered into prior to January 1, 1986.

Thank you for the opportunity to appear before you today.
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STATEMENT OF BARRY ZI1GAS, PRESIDENT, NATIONAL LOW
INCOME HOUSING COALITION, WASHINGTON, DC

Mr. Zicas. Yes, you did, Mr. Chairman. Thank you. Mi.. Chair-
man &nd members of the committee, my name is Barry Zigas, and
I am president of the National Low Income Housing Coalition. We
are & national organization representing tenants in assisted hous-
ing, nonprofit development organizations, developers and managers
of assisted housing. It is a pleasure to be here today, and I appreci-
ate the opportunity to share our views with you on President Rea-
gan’s tax reform proposals.

First, let me say at the outset that fow income Americans today
face a genuine and very pressing housing crisis. Over 4 million
households today still live in substandard housing. Over 7 million
very low income households are eligible for Federal housing assist-
ance but do not receive it. Over half of the renters with inconies
below $7,000 a year, which was about 50 percent of the renter
median in 1983, at that time paid more than 60 percent of their
income for rent. An even higher percentage of those with incomes
below $3,000 did so. A recent GAO report revealed that over 10
years ago 54 percent of renters with incomes below 80 percent of
the median—those section 8 eligible—paid more than 30 perent of
their income for rent. Ten years later, in 1983, that had increased
by 10 percent to 64 percent of them. For the vast majority of these
tenants, the major problem is the affordability of the housing they
occupy. But a reduction in the tax-based subsidies will probably
lead, as we have hLeard, to higher rents generally for low income
tenants and, with low income tenants already paying thse ridicu-
lously high rent burdens, this would be an insufferable burden.
Since 1980 meanwhile, the Federal role in housing has been re-
duced drastically. As Senator Heinz mentioned earlier, we have
had low income housing spending reduced by over 60 percent by
1981. There are no remaining substantial direct subsidies for hous-
ing development or rehabilitation for low income people, and there
has never been anything like this kind of withdrawal from what
has been, until now, a 50-year bipartisan commitment to the goal
of a decent home and a”suitab e living environment for every
American. Compare if you will the direct spending cuts that we
have suffered in the last 5 years with tax policy and tax spending.
While low income spending has been slashed, high-income spending
on housing is up to record levels. This year, according to the Joint
Tax Committee, over $40 billion will be spent on subsidizing upper
income home owners, and over half of that will be for mortgage in-
terest deductions. And $10 billicn will be spent directly on low
income people in rental subsidies, and about $6 billion in various
tax preferences and subsidies-—those we are discussing today—will

lost in revenue. Tax incentives are the only remaining source of
funding to underwrite low income development and preservation.
message today to you is that low income Americans do face a
crisis, that the Congress has already made a decision in its budget
and appropriations and authorizing policies to say no to increased
and even stable direct spending on low income housing neede T.i
result has been, for low income people, scaring rent burdens, over-
crowding, and homelessness. The withdrawal of the current tax

52-228 0 - 86 - 7
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subsidies will eliminate the only remaining presence of the Federal
Government in low income housing development and/or preserva-
tion. And what will the effects of this be? Potentially, higher rents
for the very lowest income people in the country, potentially disas-
trous effects on the existing stock of low income housing already
insured and, in some cases, subsidized by the Federal Government,
and a withdrawal of the private sector from new initiatives that we
see cropping up in cities around the country to take advantage of
these incentives to support nonprofit development of low income
housing and community development. The current system is not
perfect, Mr. Chairman. It could and should be better targetted. My .
testimony reviews a number of areas where we could do this to es-
tablish uniform definitions of income, adjust income for family size,
provide for the use of tax-exempt bonds to finance blanket mort-
gages for limited equity, low income cooperatives, and other means.
But Congress must understand that the price of the elimination of
the current situation will be very high for the low income renter. It
will not be paid by high income investors. It will not be paid by
middle men and brokers. In the end, it will be paid by low income
people already suff2ring unprecedented high rent burdens, partial-
ly as a result of the deliberate withdrawal of the Federal Govern-
ment from direct spending programs on their behalf. The proposal
is consistent with many other administration proposals we have
seen in the last 5 years.

Low income housing spending was cut, so we could reduce the
Federal budget deficit. So, low income housing is down by 60 per-
cent, and the budget deficit has more than tripled. Now, low
income people are told that the only remaining federally financed
low income development incentives should be repealed in the name
of equity. Yet, the true, real subsidies for housing—those for
wealthy home owners—are not being touched, not even discussed.
These provisions can and should be improved. We stand ready to
work with the committee and its staff to try to improve them and
simplify them and make the subsidies more direct and more benefi-
cial to low income people. The Congress would be acting irresponsi-
bly if it followed the disastrous budget cuts for housing assistance
for the poor with the elimination of these remaining incentives and
no replacement.

[The prepared written statement of Mr. Zigas follows:]
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Mr. Chairman, distinguished memders of the Committes, my name is Barry
Zigas. I appear before you today as President of the National Lov Income

Housing Coslition. The Coalition is an national organization of {ndividusls and
orgenizations providing sdvocacy services for low income housing. I appreciate

this oppertunity to share our views on the Administration's tax reform proposals

with you.

Mr. Chair=zan, the need to overhaul the inzome tax system is clear and
undeniable. The unfairness of the present Cods, its complexity, and its
inefficiency in meeting social and fiscal goals sre well-documented. However,
unlecs the Congress is willing to meke drastic changes in ite other fiscal
priorities at this time, it must categoricelly reject the President’'s proposals
to sliminate the current incentives in the Code for investment in the
preservation and developmant of housing which is affordable to and occupied by

low income households.

Although the President's prcposals ace touted as. increasing equity and
fairness in the Code, the proposals wiich relate to housing have exactly the
oppolitg effect. The proposals leava untouched the most inequitable and biesed
portions of the Code relating to hcusing and wreak havoc on those which provide
some messure of benefit to lower income housing consumers. Many billions of
dollars in lost tax revenue vhich are limited alvoet exclusively to high income
homecwners would be protected under this plan. At the siae tiue, the meagre
sudbsidies l;ov provided to encourage low income houvsing would t;c elisinated, On

squity considerations alone, these proposals should be rejected.
Mr. Chsirman, my staterent will cover the following aress:

o What is the current need for lov income housing sssietance?
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° What are the characteristics of those who receive direct housing
assistance? -
° What are the trends in federal support for housing assistance, and

vho really benefits from the current system of support?

What effects will the tax reform proposals now before you have on

low income housing preservation and development?

WO NXEDS BOUSING ASSISTANCE?

The implications of the President's tax reform proposals for low ircome
housing cannot be fully understood without an appreciation for the magnitude of
the housing crisis currently confronting low incose people. Despite 50 years of
federal effort to reach ths goal of a decent home in & suitadble living
environment for all Americans, in 1985 millions of low income people live in

inadequate shelter, and/or pay exorditant amounts of their income for housing

costs.,

Over the years, many different atteupts have been made to quantify the unmet
nesd for low income housing. In 1981, President Resgan's Commiseion on Housing
found that over 7 aillion very low income renter households either lived in
substandard housing, and/or psid sore than 30 percent of their income for rent,
Since 1981, the 30-parcent of incoms standard has been used as a banchmark for
housing affordatility, This figure is an increass from the traditional and
familiar messure of 25 pearcent of incoms. 1In itaelf, this increase masks a
substantial degres of housing need vhich the lower figure would roveal., Even

vith the incressad figure, howaver, the need is overvhalping.
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In 1983, the Ammual Housing Survey found that median renter income vas
§12,900. At the ssme time there vere 8.4 million reater households with incomes

bclt;w $7,000 per year, or roughly 50 percent of the renter median. Among thess

renters,
o 90 percent paid more than 25 percent of their income for rent,
[ 80 percent paid more than 35 percent of their incoms for rent.
o $5 percent paid more than 60 percent of their income for rent.

Among the 2.2 sillion households with incomes below $3,000 per year—the
lowest ircome group {dentified in the AR3--over 80 percent paid more than 60

percent of their income for rent,

In an analysis of 1980 Census information, the Low Incoms Housing
Information Service found that more than twice as many renter households are in
nead of low cost housing than exists tc serve them in the private market, While
ovar 7 millico renter households vere idenitified by the Census es e¢srning 50
percent or less of the resnter medisn income, only about 3 million units vere
identified as renting at or belov 25 percent of 50 pexcent of rxenter median
income, Moreover, since 1970, vhile the number of very lov income renters has
decreased, the gap between their need for affordable housing and the amount of

housing affordadle to thes in the market actually grev by over one-third,

Lov incoma housing nead is not confined to renters. The 1983 AHS showed
that the median income of ovrers with homes with nortgages vas $31,000,

Bowever, owoers at or dbalow 50 percent of the wedian represented only 16 pcruont’
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of ovners with sortgages, despite the fact that there are nearly as many owners
48 renters with incomes delow $10,000. Whils only 24 percent of al} the
morgtgaged ovners paid more than 30 percent of their income for gross housing
costs, 78 percent of the owners with incomes at or bdelow 50 percent of the
mdian did, While only 5.9 percent of all owners with mortgages on their homes
paid more than 60 percent of their income for shelter costs, 93 percent of those
vith incomes below $3,000 did, 62 percent of those vith incomes between $3,000
and $7,000 did, and 30 percent of those with incomes between $7,000 and $10,000
did,

There are a number of vays to determine low income housing need. While
other federal assistance prograes rely on measures relating to the poverty
income level, HUD's assisted housing programs have since 1974 relied on a
different measure. Under HUD's programs, "low income" is defined as income
below 80 percent of the area median incoge. "Very low incowe™ is $0 porcent or
less of area median. In our discuseions, ve have used S50 percent or less of
renter median income, which is a much more restrictive definition than either
poverty level or HUD's. Yet even using this highly restrictive definition, the

3

need is staggering.

Under a variety of programs enacted since 1937, the federal Sovarnment has
succeeded in bringing its inventory to alwost & million households under subsidy.
in 1985, Altogether, about 10 million individuals are served in these prograns.
Yot by any measure, this total falls far short of mesting the lov {ncome housing
crieis. Participation in low income housing progréms is still a matter of
patience and luck. Recent surveys have shown that the averags vaitirg list for
4seisted housing in a cross section of cities ie 20 wonths. In one clty, the

wait for Section 8 lxiu‘ting Housing Certificates for families {s over 300
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months, or nearly 30 yearsl Cities routinely close their waiting lists to new
applicents because current applicants have so little chance of receiving

assistance.

The table balow shows bow many renter households were served by fedoral

housing assistance programs according to the 1980 Census.

Table 1

Renter Households by Selected Measures of Need, 1980
(ouseholds in thousands)

Below Below delev Below
Povarty 125X of 50X of 80% of
level poverty median nedian
Renter households 8,956 9,204 11,154 16,833
In subeidized housing 1,430 1388 2,405 2,680
Not in subsidized housing 7,526 7,316 8,749 14,153
T in sudbsidized housing 16,02 20,52 21.6X 15.92

Source: U.S, Census data. Prepared for presentation by Cushing N, Dolbeare,
Chair, National Low Income Housing Coalition.

The irability to pay the cost of decent ho sing translates into poor housing
quality, as vell as high rent burdens. Almost three-fifths of all rentecs
living in substsniard or overcrowded housing in 1980 had . ncomes below §7,000
per year. Owners face! a similar dilemma: the lcwer their income, the more

likely they were to be consumars of substandard housing, rcgnrdiela of their

rent or housing cost burdens.
30 LIVES IN LOW INCOME ASSIS.XD BCTUSING?

Beceat Census reports on recipients of non-cash benefits provide a clear and
illuminating picture of tte residents of BUD's low incomc housing assistance

programa. Among the 3.2 willion households living in olthn; pudblic housing or
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Section 8 units, the median income in 1984 vas $6,275, or about 30 parcant of

the national housshold sedian of $20,885, Only 23 percent of the 7.5 millica

ceater households living belov the poverty level lived in these units in 1984,

4n increade since 1580 Census counts vere published, Fifty-two percent of the

residents in these uni.s live belov the poverty level,

A sajority of the residents of public and Section 8 housing are senior
<itresns v¢ Maale headed households. The sajority of the la¥ter live in

temilies with minor children present. Tully 43 percent of these households

receive Food Stawps; 45 percent receive Medicaid; and 28 percent receive A¥DC

paymants. About two-thirds of the tenants are classified as having no cash

income.

In short, HUD's assisted housing programs overvhelmingly serve the poorest
households in the nation. Tenants in these prograss are most likely to
represent population groups which have special needs-—-the elderly and single
parent households vith minor children—and are least likely to be able to ‘

compate effectively in the private housing market.

THR TRXED IN DIRKCT ASSISTANCK FOR LOW INCOMX BOUSING
4
While the need for affordable low income housing has grown dramatically over
the last 10 years, and remains at crisis levels despite 50 years of federal
intervention, the last five years have seen an unprecedented vithdrawal dy the
federal government from a 50-year bipartisan tradition of support for the goal
of providing every American family vith a decent home in a suitable living

environaent at an affordable price.
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Since 1981, appropriated budget asuthority for low income housing assistance
bas heen cut by over 60 percent, from $31 billion in FY81 to $10 billion in
FY85. 1lanant rents have been increased by 20 percent, from the traditional 25
percent of income to 30 parcent of income. Subsidies for the construction and
rebabisitation of housing for low income people has all but ceased. The Section
8 Nev Construction and Substantial Rehabilitation programs were repealed in
1983, Only the Section 202 program for housing for the elderly and handicapped
renaing to provide federal development asaistance to lov and very low income

people.

Instead of subsidies for the renovation and construction of housing, the
federel government has placed the major emphasis of its federal housing
assistance efforts on providing subsidies to tenants in existing housing,
through the Saction 8 Existing Certificate program and a nev, desonstration
progras of vcuchers. Unfortunately, this shift in emphasis has deen accompanied
by the largest reductions in funding for any single domestic discretionary

sapending program,

To {llustrate the ground which has bean lost through this budget reduction,
assume only that the Congress had abolished nev construction and rehabilitation
prograns and shifted the entire FY81 budget authority allocation for HUD to
existing _houaln; programs. This $31 billion would have been encugh to provide
ar entitlement to Section 8 Existing Housing assistance to svery household
wligible to receive it. And vhen every household had been served, HUD could
have returned over §$5 billion in budget suthority to the Coagress for use in

other programs!

Instead, Congress approved massive cuts in assistanca. In 1985, fever-

|
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househclds are boi;:g added to the inventory of ass{sted housing than at any tise
in the last 10 years. Meanwhile, homelessness is raging in citis: throughout
the country, hous'ng suthorities report they are experiencing unprecedested
overcrowding in che units they managi, and rent burdens among lov incows

householde are skyrocketing.
THE TREMD IN HIGCH INCOME ASSLIYANCY

The federal government has alwvays been particularly genercs ir. assisting
middle and upper income Americane cope with their housing lirdens. With the
4dvent of federal mortgage insurance in 1934, and the boor in homrownerrship
vhich started after World War II, major oub(id;.n bugan to flow through a
variety of provisious in the federal tax rode. The rost expensive of these
subsidiea—inzome tax deductions for mortgage {interest and properiy téxes--—vers
not even del{berata attempts to subsidize homeownership. BHowever, they have
become enghrined in the American tax lexicon as housing subsidies which are
necessary and justifiable tc help peonle a-hieve the “Amsricen dresm” of
homeownership.

THe trus role of these deductions in ¢resting a nation o homeownere is
debatable—only a third of all taxpayers actually {temize their returns, and
among all hoseowners, less than haif do so. Hhe_t 16 clear, hovaver, is the
dollar value of these drductions to thore vho are fortunate enough to receive

them.,

In 1986 alone, the Joint Cormittes on Taxation estisates the combined cost
to the federal governzent ¢ ¢ homeovnsr tax ex, enditures at over $40 biltion.
Over one-half of this subsidy is accountod for by mcrtgage interest deductions,

and another quarter by those for property taxes.
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_  Thie spending, vhich dvarfe thes $10 billion in outlaye HUD will make {n FY8s
on behalf of low income households, is unusually vell targetted—to very high
inconme households, According to CBO and Tressury Department snalyses, over 70
percent of the dollar value of these expenditures flove to taxpayers with
incowes above $30,000 per yesr. These are fami{lies carning 150 percent of the
national household median, and over twice the median income of renters. And the
flow of sudsidy {s disproportionately beneficial the higher on the income scale
you are¢. There are no effective rastraints on this lpcndh;g. In FY86, while
the Administration proposed a total elimination of any additionsl assistance for
‘lower income housing subsidies, OMB projected a 10 percent increase in tax

sudesidy spending on behalf of homsowners. Such outlays are uncontrolled,

unmonitored, and unrecoveradle.
‘THE TAX RXFOEM PROPOSALS

In light of the sevare reductions in direct spending on behsalf of low income
people's housing needs in the last five years, housing advocates, developers and
owners have come to rely to an incressing degree on investor incentives in the
Tax Code to provide the subsidies necessary to provide affordsble housing to
lover income houssholds. The ute of these incentives is not new. They have
been used in conjunction with most of the development-oriented sudsidy programs
of past years. But in the absence of direct spending programs to assiet low
income people, tax expenditures vhich favor low income housing have becons the
only mesns availadle to preserve and expand the supply of housing affordable to

lov income people.

The tax reform proposals arnounced in late May would eliminate every single

one of the investor deductions which encoursge investment in lov income howusaing.
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The budget savings from these propossle are modest-—total spending through these
investor deductions and tax exempt financing will amount to about $6,9 billion
in FY85, according to the Joint Committee on Taxation. That is about 13 percent
of sll housing-related tax expenditures. The chart at the end of my statement

shows the relationsihps among the different forms of tax subsidy over the years

1984-1990.

The specific provisions of the Code in which the Administration's proposals

would jeopardize lov income develcpment are the following:

o - e¢liminstion of the 3-year write off of rehabilitaticn expenses
through Section 157(k);
A}
° elimination of the preferential lepreciation period currently

allowed for low income housing investments;

o elimination of the 25 percent tax credit for historic
preservation;

o extension to real -itate partnershisp cf the at-risk rules;

o change in the capital gains treatmenc of real estete profits; and

o change? in the deductidility of interest paid by partnersips.

In vhat specific wvays vill the tax reform proposals affect low income
housing? First, the elimination of inveator ux.pufcrcncu will jeopardize the

preservation and liveadility of thousands of units of existing housing
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subsidized through special FHA mortgage insurance programs. Many thousands more
vhich currently receive no subsidies will 2120 be placed in jeopardy. The bulk
of the FHA-insured and subsidized stock of housing constructed under the Section
236 and 221(d)(3) programs for low income renters is reaching the end of the
recapture period for tax benefits already taken. At the same time, many of
theso buildings need the modernization and repair vork any property in service
for nearly 20 years requires. The original investors, faced with the end of the
recapture period and the need for additional capital investment to preserve the
anits, are either aelling out their intecests entirely, or seeking to
recapitalize their original invectwents to provide nev cash for the needed work.
The rents vhich curreat tenante are able to sfford vill not be sufficient to
capitalize the needed maintensnce vork and ongoing operations, as well as
transaction costs without subsidies. ﬁuu are no direct subsidies availadle to
underwrite this work. Tax preferences ther:by become a critical factor in
making the reinvestaent in these properties economically feassible. They are
also a major factor in attracting investment into these px;opettiu in the firet
place.

A second major area in vhich the tax proposals vill hurt low income horuing
is housing rehadilitation. Through the five-year write offs provided through
8action 167(k) and the incentive of the historic tehsbilitation tax credit,
investors throughout the country are oncouugcd to invest In uhubiliution
projects which provide housing opportunities on a highly targetted Laeis to low
income tenants. This program's cost is minimal. But without chis incentive and
others like it, there ie little likelihood that investore will be attracted to

4ny rehsbilitation projects involving low income housing.

Yinally, what little developaent is going on today to provide affordable

N
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housing resources through tax exempt financing of wultifamily and single fanily
housing by state and local agencies vould be stopped dead by the Reagan tax
proposals. Wholesale displacement of existing tenants is epidemic throughout
the country as developers purchase and rehabilitate older rental properties for
luxury rental or condominium markets, Without the use of federally subsidized
tax exempt mortgege funds, there is no reasonable means by vhich-to mitigate
this displacement, or offer tenants an af‘fordable alternative to private gector
developaent of existing housing resources. Even with IDB financing, the subsidy
is too shallow, as this Committee and others have heard in recent veeks, But
vithout IDB financing, there is absolutely no chance that even the minimal

displacement mitigations which have taken place could have been structured.
THE MEKED FoR RXFORM

The current tax incentives for low income housing investment are far from
perfect. 1In a perfect world, the governaent wvould take the Treasury
Department's advice, and consciously decide to subsidize rental housing for all
low income people who need it. The Administration would request adequate funds
for such an effort, and would run it efficiently, Congress would face up to its

obligations and asppropriate sufficient funds to undervrite such a program.

We are not living in a perfect world. Congress in the last five years has
agreed with the Adaministration that the need for deficit reduction outweighed
the reed for lov income housing assistance. The result has been masgive cuts in
direct spending for low income housing rental assistance. The faderal
governnent has withdrawn almost completely from direct subsidies for housing

development,
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The consequences of these actions should be clear. Homelessness is on the
rise in alaost every major city in the nn:ion. Rent burdens and overcrowding
are higher than at any tise in the recent past. Meanvhile, the federal budget
deficit has more than tripled. Low incone housing has been sacrificed, and to

no apparent good effect.

Despite these cuts, nonprofit development groups and other sponsors continue
to find ways to preserve and expand the supply cf atfordable housing for low
income people. Without direct subsidies, these efforts rely almost exclusively
on & combination of tax subsidies and local and state government intervention.
As they operate today, they provide only a saall fraction of the housing we

need. But they are the only devices left to carry on this task.

The tax preferences slated for elimination in these proposals serve to
attract investment capital into projects in the firet place. They also create
the means by which rents can be lowered sufficiently to begin to be affordable
by people in the upper reaches of the eligible income group for low income

assistance,

The tax preferences are inefficient. They are insufficiently targetted,
Too much of the benefit fails to reach low income people. The tax system alone

is a lousy way to meet the housing needs of lowv incoxme people,

But the tax systea is the only way left for thoes of us trying to serve low
income people. The elimination of the tax preferences might serve some ideal
80osl of tax purity. But the direct result of repeal wvould be to close off the
last remaining means by which low income housing needs can be met in a small

vay.
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There are reforms which Congress could ensct to increlu‘ the benefits these
progrars provide to low .inco:e people. For instance, all of the deductions and
allovances should be based on & unifors definition of low and noderate ircowe,
rather than the hodge-podge currently in place. Tax advantsges for lov income
housing development should be available only vhere the units secve those with
incomes below 80 percent of the area median income. Moreover, incentives should
be deeper for units which serve those vith incomes below 50 percent of the ares

®»edian, to encourage development of units for those most in need,

When calculatihg tenant incowe under these preferences, adjustments should
ba made for family size. The qualifying income of a single person should be
lover than for a fanily of five. Sponsors and developers using the tax
preferences should be required to lower costs for the assisted units so that
they are available to a range of family sizes at rents which are ressonable for

the family size.

Congresr should explore increasing the percentage of units which must be

allocated to low income residents to qualify for tax exempt financing,

Currently, at least 20 percent of the units wust be set aside for lover income
households. We believe this could be increased without destroying project

¢conomice in many, if not all such deals,

Strong incent.ivu should be placed in the Code to encourage owners of rental
housing to sell to tenants, rather than nev outside investors. These incentives
might include a complete t'otgiveneu of any capital gains for such sales.
Congress must act to provide incentives in the tax system which will encourage
the conversion of older rental units to cooperative or others forms of ownership
by the tenants now in place. The alternative is 2 continuing destruction of

affordadle housing resources through speculation.
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Other reforss may be possidle in these prograze to target them more highly.
And there is nothing sacred adout the various forms wvhich tax preferences have
taken over the yesrs, Pechaps more effective vays can be found to achieve the

same goale of equity attraction and cost reduction to low.income consumers.

The proposals presented by the Administration, however, must be rejected in
their curcant form. Unless Congress is prepared to replace these incentives
vith dramatic increases in direct spending, or nev, more efficient means of tax
subsidies, the current systes should not be eliminated. 1he savings to the
Treasury vould be minimal. The damsge to low income housing consumers vould be
tremandous. And by bypassing any reform of homeowner mortgage deductions,
Congress would de violating its own and President Reagan's first proposed test

by vhich to judge any tax refora: equity and fairness.

The preservation of tax preferences for low income housing vill affect the —
revenue totals raised #fter a tax overhsul. But providing tax incentives for
low incope housing investment need not de a budget buster". First, the amounts
involved are small, both in absolute and relative terms. But more importantly,
Congress could raise offsetting revenus through tax reform which would shift the
tax burden away froa low income renters and more tovard those better able to
afford ic,

For instance, Congress should consider reforning the mortgage interest
deduction provisions of the Code. The Adainistration's proposal to cap euch
deductions to principal residences is sound in principle. Other steps could

41s0 be taken. The amount of deductions could be capped, so that ouners in the
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very highest tax brackets receive somevhat less in deductions. The entire
deduction could be shifted to o refundadle credit, vhich vould shife its

benefitse substantislly toward those vith more. modest incomes, At the same time,

the smount of the credit could also be capped.

The Adninistration's proposal to eliminate deductions for state and local
property taxes, by itself, will do substantial hare. Byt Congress should
consider shifting this to a capped, refundable tax credit. This vould shife the
benefits further down the income spectrum, alloving many owners who do not
currently take advantage of the deduction to do s0. It would also limit tax

losses taken by the very vealthy, and raise sonme revenus in the process.

Congress should also consider -odifying\nou of the other tax preferences
provided owners. If the total daferral of capital gains on housing sales vere
to be modified to provide only a partial deferral of 8ains up to a certain
limit, and the balance taxed at a very low rate, sudstantial smounts of new
revenue would be reised. The impact on individual buyers and sellers would be

ainimal,

In all these examples, Congress should take the revenues raised and earmark

thes for spending to preserve and expand the supply of low income housing.

Congress must rememder that the tax code as currently structured provides
the vast bulk of its subsidies in housing to the very rich. Analysis of tax
retucrns by the CBO and Treasury Department show that over 70 percent of the
dollar value of the homeowner deductiou-‘tlov to taxpavers with incoaes above
$30,000, or 150 percent of median. According to the Joint Committee on

Taxation, not sven half of all taxpayers even claim the deductions until incoma
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rises to $30,000 or more. And the voluse of benefits is heavily skewed toward
the very wvealthy. The 4verage dollar value of the mortgage interest deduction
per taxable return is only $3.70 for taxpayers earning under $10,000. But it
rises to $415.50 for taxpayers in the $30,000-$40,000 range, and soars to

§2,509.09 for those with incomes of $200,000 and more.

In the veeks to coame, the National Low Income Housing Coalition and the
groups with vhich ve are vorking on tax reform will be availble to you and your
staffs at sany time to review nev proposals, to expand on this presentation, and
to assist Congress in developing a progressive and equitable retooling of the
Code. I sppreciate this opportunity to share our views on tax reform with ycu,

and vill be happy to ansver any questions you may have st this time,
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Housing-Related Tay E€xpenoitures, 1584-1990
(1n billions of doll. rs}

1984 1989 ‘784 1987 1988
Historic structcere preservation
Corporations [ 0,1 (L 0.2 0.7
Individuals 0.2 [ 1.2 1.4 .S
Subtotal 41 0.4 1.5 1.7 1.8
Exclusion of interest on rental housing bonds
Cerporations 0.7 9 i.1 1.3 t.6
Individuals 0.9 0.6 0.8 0,7 0.8
Subtotal 1.2 1.5 1.6 2.0 2.4
Murtgage revenue bonds
Corporatiaons 1.2 1.2 1.8 1.7 i.8
Individuals 0.5 0.6 0.6 0.8 1.0
Subtotal 1.8 1.8 24 2.5 2.
Accelerated depreciation on rental housing
Corporations 0.2 0.2 0,7 0.z [
Individuals 0,7 a,7 1.4 1.3 t.4
Subtotal 0.8 0.9 1.7 1.7 1.7
Five-year asortization of low Lncome housing rehad (1874
Corpecrations X 1 1 3 3 3
Individuals 1 [ 4 3 1
Total corporate 2.2 2.5 .2 Y 4.0
Total individual 1.9 2.1 M 4,z 4.7
TOTAL INVESTOR DEDUCTIONS 84,0 $4.6 $4,9 7.9 $8.7
Fercent corporate ST.6% 54,1 d6.3%  35,8%  46.0%
HOMEOWNER CEDUCTYIONS
Mortgage interest 2. 25,5 27.% U TT.8
Property ta:es 8.8 3.6 to, 2 11.7 1.2
Subtatal AT 8.1 7.7 42,0 37,0
Capital gain deferral 4.9 5.6 3.9 6.4 6.9
Capital gain exclusion 1.6 1.9 2.0 2.1 .z
Residential energy credit 2,0 0.0
Supply incentives 0.4 0.9 0,6 0,1 Q0
Conservation 1ncent: DI 0,7 Q.7 0.0 Q.0
Subtotal 0.8 0.8 .9 0, a0
0.0 0,0
TOTAL HOMEQWNER DEDUCTION $79.4 $47.4 $46.1 $50,46 $56.7
Total corporate 2.z 2.5 RN .6 4.0
Taotal individuai 31,4 45,5 49.8 54.9 60,9
TOTAL HOUSING-RELATED $43.6 $47.9 $5T7.0 $58.5 $44.9
Fercent homeowner F0.4%  90.4% 90.9% 91,77 91,5%
Percent 1nvestor 9.6% 9.57% 12.0% 12.5%  13.4%

1589 1€9.)
0.4 O )
1.7 1.3
2.1 2.7
1.8 .1
0,9 1on
2.7 Tt

.7 -]
t.1 1.0
2.9 Z.
[ Ui d

.4 1.5

7 2.0

3
L4 ]

3.2 4.5
S £.5

$9.7 $10,0

45.2% 45,

37.9 4.7

15.1 17.1

ST.0 9.3
7.9 8.
2.9 0.7
0.0 0.0
Q,0 0,0
0.0 (U]

$67.0 870,14
4.2 3.5
£8.1 7S.8
$72.7 880,11
91.8% 87.5%
12.9% 12.9%
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Housing-Felated Ta« Expenditures, 1984-199)
R 1n billions of doilars)

1984 1985 1986 1987 1988 1989 1990

Fercent corpcrate S.2% 5.2% S.14 0 So% 5.0%  4,9% S.6%
Fercent 1ndividual 94.8% 94.8% 94.0% 97.8%1 93I.8% °4.2% 94,4y

Sum of 2ll tax eipenditures

Corporations 81.% 98,9 119.9 127.5 115.8 147.1% 159.0
Individuals 248,90 270.T 04,6 IIX1 361.6  299,0 478.9
Total $209.5 $765.1 $474.5 $440.5 $497.4 $546.1 $597.9

Housing as percent of total -
Corporations 2.8% 2.6% SU7R 2.8Y 2,9% 0 2.9%  2.8%
Individuals 16,77 16.8%  18,3% 16.5% 16.8%, 17.1% 17.2%
Total 13274 1201% 12,5% 12,74 17.0% 13.0% 13.4%

t Less than $50 millien (167 total for 1986-1990 15 $2.0 billion}

Source: Joint Committee on Taxation, Estimates of Federal Tax Expenditures
For Fiscal Years 1985-1590, April 12, 1985 (1983 and 1985
figures from 1984 report).
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The CHalrRMAN. Thank you. Mr. Cymrot.

STATEMENT OF ALLEN CYMROT, CHAIRMAN-ELECT, NATIONAL
MULTIHOUSING COUNCIL; AND PRESIDENT AND CHIEF EXECU-
TIVE OFFICER, KEMPER.-CYMROT, PALO ALTO, CA

Mr. CyMroT. Good Morning, Mr. Chairman and the committee,
My name is Allen Cymrot. I am the president of Kemper-Cymrot, a
real estate investment firm. I am also chairman-elect of the Na-
tional Multihousing Council. That is the organization I represent
this morning. Over the years, the Congress had deliberately cre-
ated tax incentives for the production and preservation of rental
housing. Those incentives have worked. Thanks to these tools
which have stimulated rental housing production, American ten-
ants have unprecedented supply of affordable rental housing.
Thanks to these tools, in addition, rent increases have been sub-
stantially less than increases in the cost of home ownership. The
President’s tax reform proposal would reduce most of these incen-
tives and would make rental housing unable to compete effectively
for investment dollars. To understand the investment decision, you
must realize that basically there are three components of invest-
ment return on rental housing. The actual cash resulting from
tenant rents, the tax benefits available to investors, and the possi-
ble capital appreciation. Previously, there was a differentiation be-
tween construction, existing, and subsidy housing. Now, by homog-
enizing all three, I think a lot of the confusion exists in the fact
that different witnesses appear before this committee with differ-
ent points of view, depending on which weight is put onto each of
these investments. A just-completed study by an economist from
Harvard University and Wharton Econometrics Forecasting Associ-
ates, which I would like to introduce in full for the record at this

-time, indicates a 44-percent increase in the cost of capital. My own
personal experience is, and I know this to be true, is that investors
ay who are willing to accept a cash return of perhaps upward of

6 to 8 percent along with tax benefits and potential appreciation
would require substantially higher cash returns, such as in the
areas of 12 or 13 percent without the tax benefits that currently
exist. The only way this increased return can be achieved is by a
substantial increase in rents. However, it is important to remem-
ber that the rental population is fundamentally low and moderate
income individuals ang families. The income of the average renter
is only about half the income of the average homeowner. The Har-
vard Wharton Study estimates that by 1991, the cost of the antici-
pated decline in rental housing production -will have increased on
an average of some 20 to 24 percent more than it would have under
the existing law. The Harvard study also found that most of those
low- and moderate-income families pay more for their housing than
they do in Federal-taxes. Accordingly, this study found that these
increases in housing costs would more than offset any savings
these families have from the enactment of the President's proposal.
-As has previously been mentioned—but I think it important to
mention again—for a family in the $25,000 earnings category, the
tax savings would be approximately $100 a year. However, such a
family paying $300 to $600 rent a month would find their housing
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costs increased to somewhere between $350 to $720 a year for just a
10-percent rent increase. That is upward of seven times the poten-
tial tax savings on the proposed reform. Further, the President’s
proposal would severely limit the ability of passive investors—
today, one of the main sources of capital for rental housing—to re-
alize the legitimate tax benefits attributable to their investment.

For example, mortgage interest deductions could be denied to in-
vestors, even for payments to a bank or to a third party lender
with respect to rental housing held in a limnited partnership or sub-
chapter S corporations under the proposal to expand the invest-
ment interest limitation. The construction and ownership of rental
housing typically requires substantial amounts of mortgage financ-
ing. Accordingly, this potential disallowance of the mortgage inter-
est deduction, virtually by itself, eliminates rental housing as a
competitive investment option for a large segment in the invest-
ment public. This narrowing of the potential investor market will
dramatically increase the cost of investment capital for rental
housing. Similarly, denying investors the tax benefits attributable
to nonrecourse financing of rental housing through expansion of a
so-called at risk rules to real estate would increase the cost of cap-
ital investing in housing with no corresponding economic benefit.
The proposed changes affecting rental housing are not designed to
correct abuses under current tax law.

Potentially abusive real estate transactions have been effectively
dealt with under the 1983 and 1984 Tax Acts. Therefore, the issue
you face and which the American people are entitled to know
- about is whether none abusive incentives should be eliminated at
the price of a substantial increase to the cost of housing for one-
third of the American public, with the inevitable reductions in
their standard of living. Put another way, for some meager tax sav-
ings, do the people of this country want to pay significantly higher
rates? Do they want more doubling up due to an inadequate supply
of housing? I think the answers to these questions is obviously—no.
Thank you very much.

(Laughter.]

[The Harvard-Wharton study is in the official committee files.]

[The prepared written statement of Mr. Cymrot follows:)
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STATEMEMT OF ALLEN CYMROT
ON BEHALF OF THE NATIONAL MULTI HOUSING COUNCIL
BEFORE THE COMMITTEE ON FINANCE
URITED STATES SENATE
JULY 16, 1985
CONCERNING THE IMPACT OF THE PRESIDENT'S
TAX REFORM PROPOSALS ON RENTAL HOUSING

Mr. Chairman and Members of the Committee on Finance, my
name is Allen Cymrot. I am President and Chief Executive .
Officer of Kemper-Cymrot, Inc., a subsidiary of Kemper
Financial Services. Keaper-Cymrot specilalizes in organiZing
and managing real estate investment programs in rental housing
through limited partnerships:

1 appear before you today as the Chairman-Elect of the
National Multi Housing Council, which is a nationwide
organization of over 6,000 members, representing all aspects of
the rental housing industry. Together, NMHC meabers own or
operate hundreds of thousands of rental units.

Four years ago, this Committee acted to alleviate a
serious impending housing shortage by creating a new incentive
for the production of rental housing: accelerated cost
recoveéy ("ACRS"). This incentive, together with tax-exempt

(*IDB") financing for rental housing, has worked. Since 1981,
we have experienced three years of record rental housing

production which tas loosened cnce-tight rental housing markets

.
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and contained the real increase in rent levels to 6%, well
below the real increase in the cost of homeownership.
Affordable rental housing is now available for newly-foraing
and relocating households such as young married couples and
elderly Americans. Even the once intense battles over the
conversion of scarce rental housing to condominium use have
abated, in part due to the constant new supply of rental
housing being built as the direct result of these tax
incentives.

The President’'s tax reform proposal eliminates all
incentives for the production of rental housing from the
Internal Revenue Code ("Code"™). __First, the proposal
significantly curtails cost recovery benefits for real estate,
especially in the early years of ownership. However, if a more
realistic discount rate than 4% is used, the propo;;d CCRS
depreciation is far less generous than ACRS throughout the life
of a real estate asset. Moreover, the President's propoal
recharacterizes the inflation-adjusted gain from the
disposition of rental housing (which is treated as capital gain
under current law) as ordinary income. Under current law, an
investment in housing may be depreciated using the 175%
declining balance method without increasing the amount of

ordinary income (the excess of the accelerated depreciation
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over hypothetical straight-line depreciation) realized on
.disposition of the property. This ability to utilize
accelerated depreciation without tax penalty, which is not
avallable to investors in commercial real estate, has enabled
housing to remain competitive and to attract the needed amount
of investor dollars. Finally, fhe President's proposal
eliminates tax-exempt IDB-financing as a source of low-cost
mortgage caoital for rental housing.

In addition, the President's proposal would severely liamit
the ability of owner/investors in rental housing to realize the
remaining tax benefits attributable to their investment. For
example, the expanded investment interest limitation could
prevent an owner/investor from deducting mortgage interest
payments, even {f made to a bank or third party lender, with
respect to rental housing held through a syndicated limited
partnership or S corporation vehicle, unless the owner/investor
happens to possess other significant income-producing
invesatment assets. ©Decause the construction and ownership of
rental housing generally requires subdstantial mortgage
_ financing, this potential disallowance of the mortgage interest
deduction would elminate rental housing as a competitive
investment option for a large segment of the investor public.

Accordingly, the cost of any remaining viable investment
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capital will dramatically increase. A Joint study by economists
fros Harvard University and Wharton Econometric Forecasting
Associates using the Wharton Long-Term Model of the United
States economy {hereafter, the "Harvard/Wharton Study")
predicts a 44% increase by 1997 in the cost of capital for
rental housing construction in excess of the anticipated cost
of capital under a continuation of present law.

Syndication is a means of raising capital from small
investors who wish to participate directly in all the
attributes of the ownercship of rental housing without taking an
active management role. Such investors are attracted to rental
housing because of its total investment return -- i.e. the
combination of the cash return resulting from tenant rents plus
the federal income tax benefits now available to investors in
rental housing. This i3 exactly what Congress intended when
these incentives were created: that private investors would
respond to produce-sufficient amounts of affordable rental
Bousing to satisfy our country's housing needs. Without these
tax advantages, moreover, rental housing cannot produce a rate
of return which is adequate to attract private investment
capital because the typical tenant cannot afford rent payments
which are sufficient to that purpose. Accordingly, without the

tax benefits currently in place, or without some other
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comparable subsidy, private investors will not produce rental
housing for low and moderate incose families.

In 1984, Congress enacted legislation designed to deal
with a perceifved abuse of ACRS depreciation in sales of real
property where the depreciable dasis of the property was
overstated and the interest component of seller~financing uas
understated through use of a below market interest rate. The
1984 legislation now mandates the use of market interest rates
for all debt instruments exchanged in sales of property,
thereby eliminating the threat that buyers-and sellers of real
estate assets will contrive to maximize tax benefits.

Moreover, the overwhelming majority of all mortgage financing
of rental housing 1is arms-length, institutional finaneing. Now
that the rare abuse cases have been addressed by recent
legislation, there is no apparent Jjustification foir the
Congress to deprive ouper/investors in rental housing of the
full amount of mortgage interest deductions attributable to
their investxent. Third-party mortgage interest payments and
interest payments attributable to arns-lehgth seller finaneing
of rental housing are legitimate expenses lncurred in a trade
or business which should be fully deductible by owner/investors
regardless of tne form of their investment. These expenses are
not comparable to the personal investment interest deductions

now limited under present law.
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Similarly, again because the amounts of borrowed capital
necessary to finance an investment in rental housing are so
large, investors of modest means otherwise desiring to share in
the ownership of such property are understandably reluctant to
bear the full risk of a 10ss. The President's proposal,
however, would deny investors in real estate the tax benefits
attributable to financing for which they are not "at risk".
Currently, so long as the amount of aortgage financing is
reasonable in relation to the value of the property, lenders,
including banks and other financilal institutions, will provide
mortgage capital for rental housing on a non-recourse basis.
Requiring that investors forego the security of such
non-recourse financing and assume a risk of loss of this
magnitude will substantially increase the cost of the capital
invested in rental housing. This is an unnecessary burden to
place on a vital national resource. At least where the lender
is a bank or other third-party, providing independent assurance
that the value of the property is sufficient to support the
azount of the mortgage financing, the additional capital cost
which would result f}om the increased risk required of

investors does not serve any economic purpose.
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Renter households have only approximately one-half of the
median {ncome of homeowner households. These families cannot
afford the substantial increases in rent necessary to enable
rental housing to compete with other forms of real estate
investment on a purely cash flow (level playing field) basis.
Accordingly, the Congress has always seen fit to provide tax
benefits to investors in housing in addition to those available
for other foras of real estate investment. Without some
differential in tax incentives or some other combarable
subsidy, housing cannot compete for private capital with other
forms of real estate investment. Quite simply, coazmercial
tenants can afford higher rents than the low or moderate income
families who comprise the rental population.

As noted above, unlike investors in ?ther forms of
commercial real estate, investors in rental housing can now
utilize the 175% declining balance method of depreciation under
ACRS without forgoing the benefit of capital gain on a
disposition of their investment. Additional tax incentives are
provided to investors in rental housing to the extent that such
housing is set aside for lower income tenants. If 20% (15% in
targeted areas) of the units of a rental housing project are
set dside for families of low or coderate incomes (i.e., 80% of

the srea oedian), obligations issued by a local housing

g

o=
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authority to provide mortgage financing therefor wiltl be tax
exeapt. Further, capital gain benefits, rehabilitation tax
éredits, and construction incentives are now available with
respect to those units set aside for lower income families.
The President's tax proposal, however, would eliminate all
Internal Revenue Code incentives for housing production.
Essentially, there are three components to the current
investment return on rental housing: the actual ecash return
from rental income; the tax benefits attributable to the
investaent, and the possible capital appreciation. Investors in
rental housing generally accept a 6-8% cash return on equity
bYecause of the additional investment return generated by the
tax benefits available under current law and the possibility of
capital appreciation. The President's tax reform proposal,
however, would dramatically curtail these latter two components
by eliminating both the invastor tax benefits and the capital
gain treatasent of the appreciation. Accordingly, investors in
rental housing can be expected to demand cash rates of return
at least equivalent to the 12-13% now demanded by arms-length
mortgage lenders. As noted above, the Harvard/Wharton Study
estimates that by 1991, the cost of capital invested in
conventionally-financed rental housing under the President's

proposal would increase by approximately 44% more than under i

52-228 0 -~ 86 - 8
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continuation of current law. Further, the Study predicis that
the 20%-30% of all rental housing production which is now
financed with IDBs will cease entirely.

Due to the anticipated decline in rental housing
production and an increased demand therefor occasioned by the
higher cost of homeownership (also resulting from enactment of
the President's proposals), the Harvard/Wharton Study estimates
that by 1991 rents will have increased by 20-24% more than
under a continuation of current law. Because most lcw and
moderate income families pay more for housing than they do in
taxes, these drastfc increases in their housing costs will more
than offset any savings to these families from enactment of the
President's tax reform proposals. For example, a two-earner
married couple making less than $25,000 a year could expect a
tax savings of less than $100 a year under the President's
proposal; however, the rental housing costs for such a couple,
assuming only a modest 10% fncrease in rents, would increase by
$350-3600 a year -- up to six times their tax savings. Further,
these rent fincreases will result in the successive displacement
of the lowest income tenants by more affluent families seeking
affordable housing. Thus, any scarcity in rental housing will

hit hardest those least able to pay.
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Finally, in addition to eliminating the tax incentives
which have contributed to the production of affordable rental
housing since 1981, the President's proposal would penalize
investors who responded to those incentives in the past by
requiring an arbditrary and unfair recapture of up to 40% of
their post-1979 accelerated depreciation deductions. According
to econoaic rorecasts; owners of existing rental housing are
already disadvantaged under the President's proposal because
their investment in housing will lose a substantial portion of
its value. The new recapture tax would doubly penalize these
owner/investors by retroactively revoking a portion of the tax
.}ﬁcentives on which they reasonably relied. Further, and
perhaps most significantly, retroactively increasing the tax
burden on these investors could affect the willingness of
future investors to respond to deliberate incentives in the
Code. The investors who bear this recapture burden will surely
think twice before trusting in other federal tax incentives for
the pro&uction of our country's most basic services.

When dealing with any wajor legislative reform such as the
President's proposal, the Congress must anticipéte its effects
on the lives of ordinary Americans. It {s the responsibility
of th; Congress and of this Committee to take into

consideration the potential impact of any legislation which
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threatens our broad-based necessities, such as housing, and not
to underfake any legislative {nitiative without full
underst&nding of wnat that impact will be. This i3 not a
question of whether or not we are going to add an infinitesimal
amount to the cost of a luxury item; this is a question of
basic needs. In the past, Congress has recognized this type of
necessity in its consideration of energy incentives and of our
need to guard against a critical shortage in one of our basic
resources. Housing is no different. If any legislation is to
have a major impact on the cost of housing, “hat fact should be
kKnown to this Coamittee and to the American public.

It is an accepted fact that the cost of rental housing
will rise under the President's tax reform proposal. Also, it
13 becoming obvious that the cost of home ownership will rise
for many Americans. Economists estimate that two-thirds of the
families of this country will have their housing costs affected
to such an extent that their housing cost increases will exceed
any tax savings to be realized under the President's tax
refora. The Congress must face the fact that the standard Qf
living of the American people would be seriously jeopardized by
such a proposal and that major adjustments will have to be made
in people's use of their financial resources as a result. This
problea, already facing low and moderate income families, will
be extended to most Americans under the President's proposal by

an unavoidable increase in their housing costs.
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The CHAIRMAN. Mr. Payne.

STATEMENT OF LEWIS F. PAYNE, JR., CHAIRMAN, WINTERGREEN
DEVELOPMENT, INC.,, WINTERGREEN, VA ON BEHALF OF THE
AMERICAN LAND DEVELOPMENT ASSOCIATION

- Mr. PAYNE. Mr. Chairman and members of the Committee, I am
pleased to appear today on behalf of the American Land Develop-
ment Association to testify concerning the recent tax proposals. My
name is Lewis Payne. I am the chairman of the board of Winter-
green Development, Inc., the developer of the Wintergreen commu-
nity located in the Blue Ridge Mountains of Virginia, I regret that
Mr. Henkel is unable to attend our hearing today. The American
Land Development Association represents leading national and
international companies that develop and finance recreational
resort and residential real estate. The American Land Develop-
ment Association has engaged leading experts to perform research,
including Data Resource, Inc., and Economic Research Associates,
to help us draw our conclusions. We are primarily concerned about
two issues regarding the tax reform proposal. The first of these is
the limitation of interest deductibility. A study that was recently
concluded by Data Resources states that the cost of enactment of
the tax reform proposal to the U.S. Treasury is $0.92 billion per
ear each year for the next 10 years. This is due to lower revenues,
0ss of jobs, and loss of local taxes. Further, we are concerned that
the proposal is unfair. We have also determined that the average
family income of second-home buyers at the time they made their
purchase was $38,000. It seems then that tax reform most affects
the middle income purchasers who most need to finance their real
estate purchases. Also, we are concerned about the fairness of
someone_being able to deduct his primary home interest, whether
that primary home is as much, say, as $1 million, while other fami-
lies are unable to deduct a modest ordinary home plus a modest
second home interest payment. Our second concern relates to the
proposal to tax loan proceeds by the pledging of receivables in our
industry. First, this is apparently unprecedented in that the Inter-
nal Revenue Code has never attached loan proceeds, but secondly,
this affects our industry in that the way we do our business is by
pleding our collateral—often our only collateral—which are receiv-
able with recourse to the develo 18, in order to generate funds to
complete our projects. This wouﬁiebe very difficult, if not impossi-
ble, if these proceeds were taxed. Now, I have had the firsthand ex-
rience. I am in the development business, and since November, I
ave had the firsthand experience of seeing what tax reform per-
haps will do to our industry. The sales in our community, Winter-
een, have been off substantially since this was first discussed in
ovember. In the month of Ffebruary, for instance—normall{ a big
sales month for us, when we normally expect $2 to $3 million in
condominium real estate sales—this year we had none. And this
causes great concern for us “nd our community and our company,
but also a great concern is for our larger community, which is the
Nelson County community of Virginia. This is a small rural county
which very much depends on Wintergreen because of its tax basis
- &and because of the employment. We pay 40 percent of all the real -
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estate taxes in Nelson County, and we are the largest employer,
employing 600 people. The next largest employer employs less than
100. It is apparent to us that, to the extent that our business is sub-
stantially affected, so is the local economy that we feel very respon-
sible for. And-I think the Nelson County community is not unique
in this country in that there are many rural communities such as
Nelson County where second homes and tourism play such a large
part of their overall economic base. We feel strongly that the tax
reform as it is currently proposed would have an impact on many
of those communities. Those communities also happen to be the
very communities where the people are the least mobile and less
likely to, one, go to other places to find Jjobs and, two, they are least
able to attract new industries because of their lack of infrastruc-
ture and so forth, So, we would ask you today—the American Land
Development Association—to consider our comments, both written
and spoken, as you proceed with your review and analysis of the
proposed Tax Reform Act. Thank you.

: [T}ie prepared written statement of Mr. Lee H. Henkel, Jr. fol-
ows:

s
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to
The Senate Finance Commiittee
on
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by
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ALDA CONGRESSIONAL TESTIMONY

Mr. Chairman and m;mbers of the Committee, I am pléased to appear
here today on behalf of the membership of the American Land Development
Association (“ALDA") to testify regarding certain of the proposals con-
tained in the President’'s Tax Proposals to the Conjress for Fairness,
Growth and Simplicity (the "President's Tax Proposals*). My name {s Lee
Henkel, Jr. and I was appointed by the President and served as Chief
Counsel, Internal Revenue Service during 1972 and 1973. I am now Chairman
of the Board of Sands Investment, a diversified recreational real estate
cowpany, and am Senior Tax Partner in the law firm of Troufman, Sanders,

tockerman & Ashmore.

ALDA represents leading national and international companies that
develop and finance recreation;I. resort and residential real estate,
including vacation homes, condominiums, resort timesharing, planned unit
deve]opments. new and retirement communities, mobile home parks and
campgrounds. Its members range from small, privately held development
companies to real estate development subsidiaries of major corporations and

lenders.

ALDA has engaged leading recognized experts to perform research
studies to support our testimony. Data Resources, Inc. (D.R.I.), Economics
Research Associates (E.R.A.) and the Scott Company (a consulting firw
specfalizing in management consulting for the recreational real estate
industry) have supplied us with demographics, projections and statistics

which form a strong basis for and bolster our conclusions.
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Before moving into the body of our testimony, I would like to bring

to the Committee's attention our most salfent conclusion. D.R.I. projects

that implementation of the overall tax reform proposals would result in a

$.92 billion revenue loss to Treasury per year for the rext decade due to

depressed activity in the second home/recreational real estate sector. (See

Appendix A). This is in direct contradiction of Treasury projections that
the interest limitation and other real estate provisions would be a net

revenue gafner,

Although numerous provisions in the President's Tax Proposal would
adversely affect and in our view unfairly impact recreational real estate,

we are particularly concerned about and opposed to two specific provisions:

I. The propcsal to limit the deductibility of interest, i.e.,
interest incurred to acquire assets, such as a second home or other

interest in recreational real estate.

OQur analysis of this provision teads us to conclude the following:

* This proposal is fundamentally unfair to millions of middle income
American families because it will inhibit their ability to purchase

recreational real estate and in general increase the cost of family

recreation.
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* This proposal will retard economic development, Jjob creation, and

growth, particularly in undeveloped rural communities.

* This proposal invites new tax avoidance schemes which will wrap bir
ticket consumer ftems 1ike second humes and loans for college tuition

into primary residence mortgages.

* It is inherently unfair to draw tax distinctions betwéen various

types of residences and property.

II.  Our second area of concern is the proposal to tax the loan

proceeds obtained by pledging installment obligations. In our industry,

developers use hypothecation financing to secure funding for infrastructure

such as roads and sewers, amenity packages, and initial employee and

marketing costs.

Our analysis of this provision leads us to conclude the following:

A

* This proposal would be the first taxation of loan proceeds in the
history of the Code. Unlike other forms of financing, hypothecation

proceeds are loans with recourse to the developer.

* This proposal would cause radical disruption of the financing of
the recreational real estate/resort industry. [t undermines the

financial stability of a large share of the industry, thus jeop-
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ardizing the value, security, and actual utilization by the millions
of present owners of condominium timeshares, camping memberships and

lots.

* This proposal discriminates against and thus unfairly hampers the
ability of businesses whose primary assets are installment re-
ceivables to obtain loans. 1In most cases in our industry, install-
ment receivables constitute the only assets acceptable as collateral

to lending institutions.

INTEREST LIMITATION PROPOSAL

Consumer interest has been deductible, without limitation, since the
inception of the federal income tax. The Sixteenth Amendment empowering
Congress "to lay and collect taxes on incomes* became effective on February
25, 1913. MWithin a few months, Congress passed the Revenue Act of 1913,
imposing a "normal tax" of one percent (1%) on the net fincome of every
citizen of the United States. Section II(B) of that Act provided that in
computing net income for the purpose of the normal tax, there would be
allowed as a deduction “all interest paid within the year By a taxable
person on indebtedness.” Since that time, every federal income tax act

passed by Congress without exception has contained a simflar provision.
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IF ENACTED, THE PROPOSAL WOULD COST
TREASURY BILLIONS OF DOLLARS IN LOST REVENUES

D.R.I.'s study (Appendix A) analyzes the impact of the interest
limitation proposal and new deprecfation schedule on tax recefpts. D.R.I.'s
analysis demonstrates second home and recreational real estate demand are
extremely price sensitive and that the interest limitation proposal will
have a "“depressing effect on the economy and federal tax receipts.”
D.R.1.'s cost/benefit analysis of the tax prcposal's economic impact is
that it will depress both housing activity and government tax receipts.
D.R.I. predicts implementation of the interest limitation, together with
the overall tax reform ptan provisions, will generate a whopping "revenue
loss from weaker activity." “"The cost to the government in receipts would
be about $9.2 billion over the next ten years resulting from depressed

activity in the second home/recreational real estate sector."

THIS PROPOSAL IS UNFAIR

A. The Proposal Benefits the Rich at the Expense of the Middle Class

Section 163{a) of the Internal Reveaue Code of 1954, as amended, (the
"Code™) currently provides a deduction for "all interest paid or accrued
within the taxable year on indebtedness.” Although other Code provisions

1imit or deny interest deductions for certain types of indebtedness, all
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interest paid or incurred to acquire personal assets is deductible in full,

as 1t has been since the inception of the federal income tax 72 years ago.

Limiting the deductibility of consumer interest unfairly discrimi-
nates against taxpayers who must borrow to pay for personal assets, goods
and services . 1n favor of taxpayers who can pay for similar assets, goods
and services uith cash and who need not incur any interest expense as a
part of their acquisition cost.

ALDA commissioned the Scott Company to conduct a national curvey to
determine the composition of second home owners. Contrary to popular myth,
the survey concluded that average second home/recreational real estate
owners are from moderate income wage earner households. The total average
purchase price for second homes and other forms of non-principal resi-
dential real estate (hereinafter non-primary real estate) as reported by
the survey's respondents was $42,200. 52.7% or an «stimated 3,000,000
persons nationwide reported purchases of less than $25,000. The average
survey respondent reported an estimated household income at the time of

purchase of $3f}900 with a current estimated household income of $47,000.
(Appendix B).

In short, the non-primary real estate market is truly comprised of
America's middle class. It is this middle class who loses if the proposal

is passed.




234

The President's proposal to limit the deductibility of consumer
interest, however, would favor the taxpayer who doesn't have to borrow to
acquire a personal asset, such as a vacation home or timesharing unit, at
the expense of the taxpayer who does. No one knows for certain precisely
why every Congress has from the beginning permitted deductions for interest
payments. It would not be difficult to speculate that the reason has to
do with the general feeling that one who must borrow to acquire or carry
assets fincurs a very real cost in borrowing and should not be taxed without
recognition of that fact. If financing costs were felt to be real and
substantial enough to merit a deduction since 1913 when rates were two or
three perceat per annum {simple interest), why should Congress now eschew
and limit deductibility at compound interest rates of 13% {and higher)?
The proposal bills itself as one of fairness. What could be more unfair

than to penalize and discriminate against the have nots in favor of the

haves?

Traditional personal tax deductions stem from the general feeling in
Congresses of all compositions that it is unfair to tax similarly situated
taxpayers differently. Where one taxpayer has the full use of his fncome
but a second is required or desires to expend his on such things as
doctors® bi11, real estate taxes, carrying costs or charitable contribu-
tions (the so called big 4), Congress has traditionally felt it unfair to
ignore their after expenditure position in taxing them. The theme of
federal taxation has long been that no one should be taxed on (after
expenditure) dollars he doesn't have. Where John D already has the dollars
in his pocket to buy with cash, but John Q doesn't, shouldn't John Q at
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least be able to deduct his finance costs so that after each effects his

purchase transaction, John Q is dot out both the interest and the tax?

Further, what happens to the cost of assets beyond the cash reach of
John Q, but well within the cash grasp of John D? Obviousty, where John Q
doesn't have the cash to corpete in the marketplace with John D, unless
John Q can make financing assisted purchases, John D can pay a lesser
price. Should we penalize John Q with the resultant (even if unintended)
windfall to John D?  If we do, we produce the fronic result that those who
can't compete in the all cash market help to drive down costs for those who
 can. The interest proposal would result in the lower and middle classes
subsidizing the upper class in direct contravention of the principles and
1deals of progressivity tong held in our system of self assessment taxa-

tion. The irony and unfairness of such a result fs palpable.

Factored into this is the mechanical problem of discrepancy between
the taxpayers with cash and those without inherent in the proposal. As
the proposal {s currently written, interest subject to the limitation would
be deductible only to the extent of $5,000 plus a taxpayer's net investment
income. For purposes of the proposal, the term "net investment income®
means the excess of investment income over investment expense. Code
§163(d)(3)(A). The Code defines “investment income" as gross income from

interest, dividends, rents and royalties.

In other words, where you have two households earning identical

amounts, where one works for a living and earns his income exclusively from
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salary and the other derives his income entirely from passive sources, the

proposal would prefer the latter to the former.

8y way of example, suppose "A" earns $30,000 as wage income and "B"
earns $30,000 in net rents from a building left him by his father. A" has
a $5,000 deductible interest limit and *8" has a $35,000 deductible

interest limit!

The proposal's unfairness becomes much more evident when fits
treatment of the rich is examined vis a vis the balance of society.
Whereas the wealthy have passive income sources, the poor and middle class
generally don't. Why should Congress deliberately prefer those with
'passive income sources to those without? Should the wealthy be subsidized
by the nonwealthy? Doesn't the whole notion of preferences for those with
passive income sources fly in the face of the ideals cf progressivity which

the proposal's tri rate structure seeks to achieve?

As a practical matter, the proposal, if adopted, would permit an
untimited interest deduction to taxpayers with unlimited net passive
--sourced fncome and at the same'time severely restrict deductibility of
1ntefési Ly wage earners. The mechanics of the interest limit proposal
increases the diibhs‘txhithreatment betggen the haves and have nots
underscoring and reinforcing aﬁ-u;&és;}able social policy. It makes
Tittle sense to limit consumer interest deductibility at the expense of the

have nots. They need not subsidize the tax deductions of the wealthy.
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For years Congress has deliberately attempted to help those who do
not have cash compete with those who do. The perpetual existence of the
interest deduction itself bears testament to this. We have long been
guided by the instinct that it is only fair to attempt to put the non-cash
buyer on an equal playing field with his cash counterpart by providing an
interest deduction. The proposal presents a radical departure from

conventional tax and social policy.

B. The Proposal Unfairly Dashes the Expectations of Existing Owners

Further, the proposa_l is unfair to and penalizes existing owners of
property because it invalidates, abrogates and frustrates the expectations
they held at the time of purchase. When those of us who pu;chased
recreational real estate, cars, etc. on credit made a purchase decision, we
did so on the basis that we could resel our big ticket items intact. The
proposal eliminates a substantial part of tHe asset purchased when it so
severely restricts the deductibility of interest. People buy many con-
stituent parts when they buy big ticket items. They purchase the item, the
financing, and the carrying cost tax deduction. If an existin_g property
owner sells his property and can't pass on a constituent part of what he
purchased, the price he receives reflects this and is diminished thereby.
An existing property owner's expectation at the time of purchase is
frustrated by legislation he could never have foreseen and can't be deemed

to have foreseen. Why punish such a taxpayer? When this unfairness is
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added to the decline in overall real estate values which will occur as a
direct consequence of the the proposed bill, a very undesirable synergy

occurs.

THE PROPOSAL RETARDS GROWTH

A. The Proposal Will Retard Growth On A Micro-Economic Level

Enactment of an interest limitation provision would cause major
economic dislocation for those -who can afford it the least, American labor.
To verify this contention, the ERA study conducted in two communities
highly dependent on second home development graphically illustrates the

devastating impact the proposal will cause on such local economies.

Areas of concentrated second home/recreational real estate develop-
ment are typically located in isolated, rural areas of the country.
Conmunities dependent upon such resorts are numerous. Nationwide 329
counties had at least 20X of their housing stock in non-primary houses.
(Appendix C). Typically, there are no other industries located in these
areas. For example, in Beaufort County, South Carolina, the second home
and recreational real estate industry will provide approximately 70,245
Jobs over the next 10 years. (Appendix C). Calculating a decline in the
second home market of as much as 35X as a result of implementation of _the
President's tax reform proposal (including the interest limitation provi-

sfon), D.R.1. estimates loss of 15,000 construction jobs per year for tho
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next ten years. In addition, should prospective owners suffer the entire
increase in ownership costs, demand for second homes would fall immediately
by 296,000 units and 7,000 units perpetually, or 36,600 units per year for
10 years. This is 35% of the second ome construction market. {Appendix

A).

In Nelson County, Virginia, Wintergreen Resort accounts for the
county's largest single source of employment. Those who are employed
efther directly or indirectly by Wintergreen work as carpenters, plumbers,
refrigeration (heat and cooling) contracters, surveyors, brickmasons,
excavators, helpers, apprentices, etc. They are entirely dependent upon
sales in the recreational real estate market for the survival of their
Jobs. These laborers do not possess other skills necessary to find job
opportunities outside of their field, nor does Nelson County offer a range
of job opportunities. As a result, these laborers would have no choice but

to relocate.

The Scott Company survey at page 26 reveals that 81X of the respon-
dents (owners of real property other than their residences) stated that
their future second home and recreational real estate investments would be
curtaited §f the Treasury proposal were enacted! To a community like
Helson and Beaufort Counties, such an eventuality would spell catastrophe.
Jobs of workers would be lost. Those least able to contend with the
economic dislocation inherent in the interest limit proposal would be most
adversely affected. It is no answer to a Nelson or Beaufort County

carpenter that the proposal may encourage high-tech jobs in the Sili.on
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Valley. A carpenter who builds recreational units simply would be out of
luck, wholly unable to cope and bereft of gainful employment in his home
county. Should he be made to bear the brunt of the economic dislocation
inherent in the proposed interest limitation? Will the dislocations caused
by the proposed interest limit really have been worth the price, especially
to those who must bear the brunt, those who are least able to pay the

price?

B. The Proposal Will Retard Growth on a Macro-Economic Level

Further, what will happen to the economy as a whole when the in-
centive to purchase big ticket items over time is virtually eliminated or
at best reduced substantially? What can be predicted is that a tight
and unprecedented cap on such interest deductibility will retard demand and

constrict the economy.

As a revenue matter, D.R.I. tells us the overall depressant effect of
the President's proposal on the second home market could result in a net
loss to the U.S. Treasury of as much as $.92 billion. If this occurs
Congress wiil have orchestrated both an economic slowdown and at the same

time a revenue loss -- a congressionally orchestrated stagflation.

It should be further noted that while funds that are not put into
housing will go elsewhere in the economy, namely to consumption or cor-

porate investment, that a large fraction of this other spending will go
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overseas. Because housing is a leveraged investment and construction is a
labor intensive industry that must use domestic inputs, construction,
provides more “bank-for-the-buck* for the U.S. economy than alternative

spending.

REAL ESTATE IS THE QUINTESSENTIAL AMERICAN INVESTMENT

The interest limit unfairly hurts the entire real estate industry and
its consumers. It may be that John D. can count big 0il, and stocks and
bonds among his portfolio of assets, but John Q. can't, John Q's piece of
the rock is almost always real estate. The American dream is to own rea!
estate. It is the one investment that mainstream America can understand.
Unlike étocks and bonds, it is not intangible. One need not utilize the
services of a C.P.A, or other expert in arcane investment strategies to
read real estate's balance sheet. Real estate can't be manipulated like
stock. Real estate's value does not constantly change, in fact it is the
one investment which has been constantly encouraged and dependable since

the inception of the tax law in 1913,

For the average American, real estate is his one unique, comfortable
and dependable investment. Wall Street may rely on debentures and other
sophisticated vehicles to account for its wealth, but main street relies on
real estate. The average American is suspect that anyone makes money in

the stock market over the long haul. He has no doubt, however, aboul
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making money in real estate. His experience in real estate has convinced

him of its dependability over the any run, long or short.

To prove this point, eveﬁ the proposal would not limit deductibility
for primary residence interest. What is the qualitative difference between
interest paid on a primary residence and interest paid on a second home or
other recreational real estate? Interest is interest is interest. Should
Congress be so anxious to 1imit the American dream to only one house for
our wage earners and forget entirely about the salutary benefits of
recreation?  Why drive up the cost of recreation for the average American?
As pointed out above under the proposal, the wealthy can still fully deduct
their second home expense. The poor still won't be able to afford to
purchase a primary residence. Under the proposal, the middle class gets
the ax. They will be the only ones unable to deduct their interest. Is
it prudent to increase the costs of recreation for those who need recrea-

tion the most--- American's wage earners?

IF_ENACTED, THE PROPOSAL WILL RESULT IN ENORMOUS COMPLICATION

Finally, if the proposal is enacted, there will be resultant compli-
cation and use of complex tax strategies to ameliorate inherent unfairness.
Congress need not pass a 1985 Tax Lawyers, Accountants and Banker's Relief

Act. (Appendix D).
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It takes no financial genius to see that where all first home
mortgage interest is deductible and there is a tight cap on second home or
other consumer interest, that all one need do is disguise his big ticket
purchase so that he can take the greatest d.Jjuction possible to reduce his
costs. For example, if "A® purchased a home for $50,000 years ago vhich is
worth $100,000 today and he desires to purchase a second home or another
big ticket ftem, he has two choices. He can purchase the property on
credit and pay his interest without full benefit of a tax deduction or he
can borrow against the equity on his first house (no rational lender would
advance him more than its fair market value. Payments of interest on such-
a primary residence loan under the proposal are fully deductible), apply
the proceeds to the desired purchase and deduct all interest thereby
reducing his cost of purchase. No rational buyer would willingly choose
the former method over the latter. In essence, if the proposal passes, all
owners of first homes will be counseled by their tax professionals to
continually keep their primary residences mortgaged as high as possible so
cash can be freed up and payments of interest will be deductible without
Vimit. Should Congress encourage such complicated tax strategies? Should
Congress encourage keeping primary residences always mortgaged up to fair
market value? Further, the only parties to benefit will be the lenders and

their professionals who paper transactions.

It is also readily apparent that differentiation between interest
deductibility on first and second homes will in many cases inure to the
benefit of the wealthy at the expense of the middle class. If Mr. "A" has

a $1,000,000 primary residence, he may deduct all interest paid thereon.
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However, Mr. "B* may own a $50,000 primary residence and purchase a $30,000
second home without benefit of an interest deduction. Why should the
extravagance of a primary home be encouraged while the camping pad of the
R.V. owner isn’'t? What makes owning a $1,000,000 home more socially
desirable than owning two modest dwellings, one of which is used for
recreation by a wage earner? There appears to be no rhymé or reason to the
proposal. It will expand the deficit, encourage complicated tax stra- _
tegies, foster unfairness and promote economic contraction. The arbitrary
limit on interest would create economic dislocation (unemployment} for
those least able to cope. Should we risk proven growth, unprecedented
dynramic economic expansion and consumer satisfaction for what will be a
bi1lion dollar net loss of dollars to Treasury? The recreational real

estate industry strongly feels we should not.

The self-admitted purpose of the proposal is to "curtail tax shelter
abuses.” It is obvious that the recreational real estate industry has been
ensnared in a net far too broad. In no sense would it be fair to cate-
gorize the recreational real estate industry as being part of "tax shelter

N

abuse."
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PART 11

GAIN SHOULD NOT BE RECOGNIZED ON PLEDGES OF INSTALLMENT OBL IGATIONS

FACTS

éenerally developers who sell timeshares or associated recreational
real estate products sell to consumers who are not able to purchase for
cash. Typically these products are sold in return for a nominal cash
downpayment and delivery to the developer of a purchase money promissory
note (installiment obligation). The purchase money note is payable in
instaliments over time. The noteholder {generally the developer) has the
option to hold the note and await his time payments over the normal course
under the terms of the note, sell or otherwise dispose of the note or
borrow money at some discount to the face amount of the note (advance rate)

using the note as collateral.

The recreational real estate developer generally has substantial
obligations to furnish common area facilities (i.e., swimming poo?,
infrastructure, including landscaping, road and pathways, and entertainment
areas) plus "up front" employee and marketing costs which a normal residen-
tial or commercial builder simply does not have. As a result,recreational

land development is initially a negative cash flow business.
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Typically the recreational developer (timechare or otherwise) must
expend substantial dollars to complete a project even after he has made
sales. The normal builder is generally paid for his work upon sale.
Further, whereas the aft;r sales work of the normal builder is minimal l.e,
of the touch up or punch list variety, all of which is paid for by an
escrow account established at closing, the recreational timeshare, (or
other) developer has substantial and costly post sales work to complete for
which there is no escrow money. Because of this, the recreational real

estate developer is truly unique.

Because of his unique need to Apsy for a project's common expenses
prior-to the time he has a full sell out, the recreational developer is
required to expend funds immediately to meet his project commitments. He
can only recoup these costs from future sales. Our developers sell land to
customers and use general subcontractors to develop projects. They have

few assets apart from their purchase_ money sales contracts.

Typically the recreational real) estate developer does not have the
cash on hand to pay for his project expehses. He must borrow. Generally
the only asset the developer has to collateralize a loan are the install-
ment sales contracts the developer acquires as a consequence of prior
sales. The Proposal seeks to impose a tax where a developer borrows using
his purchase money notes as collateral. We believe such a proposal fis
unfair and its rationale unwarranted. Further, it would devastate the

typical timeshare or other recreational real estate developer in our

industry.
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The Law

Code 5553 currently provides that income from installment sales is
reported as payments are received unless the taxpayer otherwise elects.
Generally, an "installment sale" is one where at least one payment is
received after the close of the taxable year in which sale occurs. Code
§453(b){1). The gain recognized for any year is limited to that portion of
the installment payment(s) received in the year which represents profit. In
other words, that portion of the installment payment representing the
Seller's cost or basis s not taxed but is treated as a nontaxable return

of capital.

Code §453 was enacted to alleviate liquidity problems that would
obviously arise if a taxpayer were required to pay tax on a sale without

having first received his sales proceeds.

Where a seller disposes of an fnstallment obligation, the tax that
has been deferred on the installment sale generally becomes due. Code
§4538. This is so because such a sale s an asset sale subject to rormal
rules of taxation. Where a taxpayer does not dispose of the installment
obligation but rather pledges that obligation as collateral for a loan,
there is no incidence of tax because there has been no disposition. The
Proposal seeks to impose tax upon a borrower who pledges his installment
obligations as collateral security for a loan at the time the loan is made.

The proposal "reasons™ that there is no good reason to defer tax on an
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installment sale once the installment obligation is pledged as collateral
for a loan and the taxpayer has cash in the form of loan proceeds from
which he can pay tax. The Proposal simply ignores fundamental facts and

well recognized law in coming to its startling conclusion.

THE PROPOSAL TO TAX LOANS IS BOTH UNFAIR AND UNPRECEDENTED

Loans do not now constitute, nor have they ever constituted taxable
income. That proposition is fundamental to federal tax law. While the
Code taxes"income from whatever source derived” (Code §61) it specifically
does not tax now nor has it ever taxed loans. James v. U.S., 366 U.S. 313
(1961). "Incomz from whatever sourced derived” means accessions to wealth
clearly realized and over which a taxpayer has conplete dominion and

cantrol. James, supra and Commissjoner v. Glenshaw Glass Co., 348 U.S.

426. A gain constitutes taxable income only when there is no consensual or
concommitant obligation to repay. James, supra. Once a repayment obliga- )
tion is present, there simply is no taxable income. It is palpably wrong
to impose a tax on loaned proceeds over which a taxpayer has only a
conditional right and an absolute obligation to repay. Taxation has never,

ever occurred under such circumstances.

No taxpayer should be taxed until and unless he actually has some-
thing upon which a tax can be imposed. In other words, there is and should
be no income tax until a taxpayer receives payment "for keeps". Where a

lender loans proceeds to a borrower for consideration i.e., repayment of
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the loan plus interest, it would be unprecedented for a taxable event to
occur. The loan must be repafd. The proceeds are not the borrower's for
keeps. He only has temporary and conditionatl use of the borrowed funds. A
lender can accelerate or recall his loan upon the occurrence of one of a
number of contingencies. If repayment is not swiftf} made, a Court will
require repayment plus collection costs. For this reason it is simply

unprecedented and 11logical to tax loans proceeds.

Furthermore, numerous ancillary questions arise. What happens upon
repayment? Should taxpayers who repay loans get deductions in the years of
repayment and if so, does this not unnecessarily complicate their lives sad
the jobs of IRS auditors? Such a misguided policy (of taxing loans) offends
traditional notions and precepts of tax law for obvious reasons. We simply

don't tax until the takpayer receives income for keeps. We never have. We

never should.

RECREATIONAL DEVELOPMENT LOANS ARE MADE WITH FULL
RECOURSE, FOR SHORT TERMS AND ARE DIFFERENT FROM BUILDER BONDS

It is true that but for Code §453 a taxpayer would be required to
recognize as income the fair market value of whatever‘he received as
consideration for his sale. The proposal recognizes that Code §453 is
essential to prevent abuse by government i.e., imposing and collecting a
tax before there is cash realized. In fact, in 1980 Congress revised and

1iberalized Code §453 requiring that it be used to report installment sales
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(except where a taxpayer otherwise elects) without regard to old mechanical

rules i.e., no more than 30X down payment in the first year, etc.

The P;oposal does not propose a chinge in Code §453 implicitly
recognizing the necessity of that Code section. Instead, the Proposal
seeks to alter Code §453B to tax selected loan proceeds because in certain
cases>the Proposal suggests the possibility of taxpayer abuses (i.e.,

builder bonds}.

The recreational rea) estate industry finds itself trapped in an
overly broad net for no apparent reason. Builder bonds are quite different
from pledged recefvable loans. Loans to recreational real estate de-
velopers typically and are made with personal recourse to the borrower.
This means that when a loan s made to such a developer using his purchase
money sales notes as collateral where there is a default in payment by
eigher the developer or his purchaser, the developer is on the hook
personally for repayment to the lender. Builder bonds, especially those
packaged and sold by Wall Street,Aare generally nonrecourse. This distinc-
tion is critical and one with a very real, theoretical and pragmatic
difference. This j§s the reason recreational rea) estate pledged receivable

toans should not taxed nor viewed as builder bonds.

further, loans to recreational real estate developers are typically .
short term loans as opposed to the long term typical of builder bonds. The
distinction between recreational real estate loans and builder bonds is one

with a meaningful, substantive difference.
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The Proposal's rationale supporting taxation of loan proceeds under
certain circumstances is premised on the grounds that such deferral is
permitted even where the buyer's note is “"secured by a bank letter of
credit so that the transaction is essentially riskless for the seller.”
Proposal p. 209. If Congress makes the unprecedented decisfon to tax loan
proceeds at all, it is submitted that such decision should be limited to
the situation set forth above as the grounds for the Proposal to wit where
the borrower (developer) is not personally obligated for repayment of the
borrowed amount and where he fs assured by a bank letter of crédit or the

like that he will never have to pay.

Only in such case, is the Proposal's underlying assumption arguable
i.e., conditional possession of proceeds being synonymous with no strings
attached ownership. Where a borrower has personal recourse on a loan or
where he is not guaranteed his purchaser's payments wil) be made in all

events, he does not have his loan proceeds without strings and should not

be taxed.

It makes a great deal of sense to distinguish between the case where
proceeds are borrowed and must be repaid by the borrower and the case where
no repayrent need come from the borrower. The cases are so distinguishable
substantively that they compel different tax results. Otherwise, the Code
would equate the borrower with no strings attached loan proceeds with the
borrower who is on the hook unti) the loan is repaid in full with interest,

two situations very different in both form and substance, situations that
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on their tace ano even to the unsophisticated are poles apart. The Code
should not equate conditional possession with unconditional, unfettered

owership. Such equation s absurd.

The Proposal argues (at p. 209) that pledged collateral loans should
be taxed because the pledge of an installment note after sale is substan-
tially identical to a purchaser's assumption at the time of sale of a
sellers’ preexisting acquisition or development loan on property. The
Proposal correctly states that assumption of such a loan by the buyer is
treated for tax purposes a payment to the seller in the year of assumption.

The interesting aspect of such analysis is that it does not differen-
tiate between an assumption {which takes the seller off the hook) and the
continued existence of a recourse loan to him on which the seller continues
to be 1iable for repayment. Using the Proposal's own example in the case
where the seller borrows using the underlying property as collateral and he
1s not taken off the hook by an assumption, there is no payment made or

deemed to be made in the year of sale under existing law.

It is not intellectually honest to compare an assumption of indebted-
ness on property to a pledged receivable installment obligation unless the
instaliment obligation does not bear personal recourse and there exists a
guarantee to the seller that the installment obligation will never have to
be repaid by the borrower. Accordingly, we submit that the Proposal is

supported only by a false analogy offering a meaningless and erroneous
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tautology to support its conclusion that pledged receivable loans regard-

1g§s of their nature shauld be taxed because they are like builder bonds.

OUR INOUSTRY DESERVES TO BE INCLUDED IN THE PROPOSAL'S EXCEPTIONS

The Proposal provides certain exceptions to the genera! rule. We
submit that if a decision is made to tax loan proceeds there should be an
exception for "at risk" loans J.e., those bearing recourse or which are not
assured of being paid off by some party other than the borrower. The

Proposal's existing exceptions are:
(1) a one-year installment payment;
{2)  a one-year revolving credit plan;
(3) a 90-day loan; and

(4) loans by financial institutions secured by a general lien

on all the borrower's trade or business assets.

The recreational real estate industry needs to be excepted out for
its recourse at risk loans. There would appear to be no valid distinction
between a general lien loan to a manufacturer and a pledged receivable loan
to a developer. The only factual uifference between the two is that

whereas manufacturers are fortunate enough to have a stock of assets that

52-228 0 - 86 - 9
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can be piedged, recreational real estate developers only have their
receivables. Those in our industry sell their land to their consumers and
typically use outsice general and subcontractors to "manufacture” their
product. We submit that this difference between our developers and
manufacturers do not matter tax wise at all and should not account for the
preferred pasition under the Proposal given traditional manufact~urers but
denied recreational real estate developers. It is only just that the
recreational real estate industry be included in the general lien exception
because where installment contracts constitute almost all a developers -
assets, he is in fact placing a general lien on all his trade or business

assets when he pledges his receivables.

IF THE PROPQOSAL PASSES IN ITS PRESENT FORM,
IT WILL DEVASTATE THE RECREATIONAL REAL ESTATE INDUSTRY

Attached hereto is a projection entitled Tax Consequences of a Sale
of Receivables Yersus a Hypothecation with three tables prepared by Stuart
Marshall Bloch, a senfor partner with Ingersoll & Bloch, Chartered, a
prominently recognized firm in the recreational real estate field. The
attached chart demonstrates how the Proposal would devastate the timeshare,
camp resort and land sales developers who pledge receivables as collatergl
for loans. Mr. 8loch's conservatively estimates that well in excess of one
billion dollars annually is obtained by develcpers in our industry through
hypothecation of their receivables. In recent years, the amount of cash

avaflable to our developers through pledging receivables has dramatically
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decreased due to the discount applied by the lenders, the increased costs
of money, product, marketing and regulatory compliance. Mr. Bloch's study
demonstrates a 10X-15X decrease in cash flow from enactment of the
Proposal. Mr. Bloch concludes that when this is added to the developer's
other increasing costs, enactment could "sound a death knell to the
* industry as we know it." Mr. Bloch concludes that “For developers with a
modest profit, the Treasury proposal would threaten the continuation of

their business altogether.”

As previously explained, recreational land development is initially a
negative cash flow business (due to significant marketing costs payable "up
front"). Recreational land development is absolutely dependent on liquidat-

ing receivables to insure necessary cash flow to pay "up front" costs.

In addition, if hypothecation is taxed, consumers will no longer have
the benefit of attractive purchase money loans and while lenders and their

lawyers will benefit, developers and consumers will be hurt.

It is obvious that.taxfng pledged receivables loans will constrict
business, harm the consumer, devastate the industry and place an unprece-
dented (taxation of loan) burden on us. Congress should eschew the
proposal and will undoubtedly desire to do so once the unfairness is

brought to light.

The issue is arcane and accordingly difficult to understand but the

evil to our industry and American consumers inherent therein is too
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dramatic and invidious to ignore. Taxing pledged receivable loans would
truly be a dagger in the heart for many in our industry and should be

rejected on the above grounds.
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APPENDIX A

EXECUTIVE SUMMARY

THE IMPLICATIONS OF THL PRESIDENT'S TAX PROPOSAL
POR THE SECOND HOME MARKET

(EXRER XN

Prepared for
American Land Development Association
July 8, 1985

*asssansa

Prepared by
Data Resources, Inc.
24 Hartwell Avenue
Lexington, Massachusetts 02173
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The President's tax reform plan would alter incentives for many types of economic
behavior. Some activities that are currently profitable because of favorable tax
treatment will become unprofitable, Imposing an unexpected loss. [n addition, the plan
would reduce natlonal savings by shifting income away from the corporate sactor toward
the low-saving household sector. Interest rates are the market price of savings, hence a
lower supply of savings would necessarily dictate higher post-tax interest rates. The
federal deficit expands into the 1990s as the Corporate tax Increases no longer counter
balance personal tax cuts, further driving up Interest rates. Therefore nelther the static
nor dynamic macroeconoinic effects of reform augurs well for residential investment,

Data Resources, Inc. (DRI) has been commissioned by the American Land Development
Association (ALDA), with James Scott of the Scott Company as project manager, to
study the impact of tax referm on the second home industry. We find reform would ralse
the cost of homeownership generating a negative impact on bullders, existing owners, and
potential consurners.

The table below illustrates the effect of proposed changes on current and prospective
property owners according to owner-occupied or commercial use. Lower marginal tax
rates ra.se the after-tax cost of borrowing to all market participants. The loss of state
income tax deductibility raises effective marginal tax rates, somewhat coinpensating for
the lowir federal rate. Owner-occupants also lose property tax deductidbility, but benefit
from a lower capital gains tax rate. Indexation of depreciation allowances, but with a
lower depreciation rate, raises costs for briefly held rental property.
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Provisions in the President's Tax Proposal that
Affect the Second Home Market

Effect Effect
on on
Owner-Occupied Costs Rental Units Costs
Current Owners Lower marginal rate.  + Lower marginal rate.
: Loss of state tax -
deductibility.
Loss of property tax .
deductibility.
Lower capital gains -
rate.
Prospective Owners Lower marginal rate.  + Lower marginal rate.
. Loss of state tax - New depreciation +
deductibility. system,
Loss of property + New capital gains -
deductibility. treatment.
Limited interest +
deductibility.
Lower capital gains -
rate.

The proposed limitation on interest deductibility would depress the market for owner-
occupied homes. Using survey data on the income distribution of current and prospective
second-home owners we conclude that few current owners, but 15% of the potential
market could be affected by this provision. Virtually all of the burden would fall upon
middle-income earners without the financial resources to escape the limitation, We see
few people actually paying tax under this prwi;ion, but the purchase decision of enough
individuals would be discouraged or postponed to weaken total market demand.

The net impact of these changes is to Initially drive up housing costs for potential buyers
of rental or owner-occupied housing by up to 15%. Since existing home prices are
determined by the price potential buyers are willing to pay, existing property owners will
see thelr home values decline 5-15%, with the more expensive homes seeing the greatest
declines. Undeveloped land values will fall and builder profit margins narrow in an effort
to boost customer sales of new units. But these price declines will not fully offset the
increase in ownership costs, therefore we expect new construction to fall. Should new
home prices fall by 5%, and factoring in higher disposable income from the proposal’s tax
cut, the demand for second homes will suffer a 115,000 unit decline. Averaging that
decline over 10 years, and adding in a perpetual annual loss of 2,700 units, results in a
loss In new construction of 14,200 units per year or 14% of the second home market.
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These calculations assume a middle ground, that the increased tax burden on real estate
is shared between prospective and current property owners. Should prospective owners
suffer the entire increase in ownership costs, demand for second homes would fall
immediately by 296,000 units and 7,000 units perpetually, or 36,600 units per year for 10
years. This Is 35% of the second lome construction market.

There are costs to economic growth and the U.S. Treasury from diverting spending from
second home construction to consumption or corporate investment. A large fraction of
this other spending flows overseas, while homes must be "made in America.” Taking
account of the big multiplier effect of construction, a 18% decline in the second home
market costs the construction industry 5,600 jobs, with a net loss to the economy of
3,600 jobs. The Treasury suffers a $0.36 billion loss per year in tax receipts. A 35%
decline in the second home market loses 15,000 construction jobs, 9,000 net jobs, and the
Treasury $0.92 blllion per year in revenues.

Our study first reviews the different features of the President's Proposal that could
affect the second home market. U ing the concept of the "user-cost of homeownership,"
we then derive the effect of each proposal on the effective cost of owning and/or renting
property. The ramifications of the implied change in price for housing demand and hence
new construction is explored using historical data and regression analysis. The
transiation of the potential construction decline onto total employment and personal
Income is found using the DRI Model of the U.S. Economy. We close with a discussion of
the potential revenue loss to the U.S. Treasury.
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APPENDIX B
THE SCOTT COMPANY
The Scott Company, Inc. ] . 66 Surfwatch Drive
bdanasenmnlConfuhanu . Kiawah Island, S.C. 20455

(803) 768-0002

EXECUTIVE SUMMARY

Five thousand and two (5,002) property owners were
surveyed by The Scott Company to determine potential impacts
of Tax Reform on owners of "non-primary" real estate {(i.e.,
residential real estate other than a primary residence).

One thousand five hundred and eighty-seven (1,587) survey
respondents owned non-primary residential real estate and

the following points summarize survey findings:

o Of all types of "non-primary" residential real estate,
single family residences represented the highest category
with 45.8% of survey respondents owning this type of real
estate.

) Most of the survey respondents had purchased their
property between 1980 and 1985 with 45.8% of the survey
respondents having purchased in this time period.

o Of the alternative reasons for purchasing property,
recreational use (43.,9%) and investment use (41.4%) were
the two highest use categories indicated.

o An incr;;sing tendency to make purchases of property for
investment reasons was seen in the qréup making

relatively recent purchases.
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Of those purchasing property for investment reasons,
40.9%, or an esatimated 970,000 persons nationwide, had
purchased property with an eséimated market value less
than $46,000,

Of those purchasing property for investment reasons,
approximately 11.7%, or an estimated 280,000 persons
nationwide, indicated current estimated household
incomes of {gss than $25,000 per year.

Eleven and five-tenths (11.5%) of survey respondents
indicated that they had purchase property in conjunction
with other investors.

Forty eight and nine-tenths (48.9%) of the survey
respondents indicated that they rented their property.
Of those persons indicating that their property was
rented, the average annual rental income was $4,750.

Of those indicating that property was rented, 75.2%, or
an estimated 1,700,000 persons nationwide, indicated that
they would raise rental rates if Treasury's proposal were
enacted.

The total average purchase price for non-primary real
estate was $42,200. Fifty two and seven-tenths (52.7%)
of the survey respondents, or an estimated 3,000,000
persons nationwide, indicated a total purchase price of

less than $25,000.
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The average survey respondent had financed 67.8% of the
total property purchase price.

Average montﬁly principle and.interest payments were
$470.

Th2 average term for non-primary real estate mortgages
was 18.5 years and the average interest rate was 11,0%.
The average estimated market value.ot non-primary
residential real estate was $70,500, with non-pfimary
single family residences having average estimated market
values of $71,100 and condominiums or co-ops having
average values of $95,500.

The average estimated household income at the time of
purchase was §$37,900 and the current estimated household
income of all survey respondents was $47,000 per year.
The average age of survey respondents was 50.7 years and
approximately 24.6% of the survey respondents, or an
estimated 1.4 million persons nationwide, were retired.
Four hundred and sevénty thousand (470,000) non-primary
residential real estate units were held by retired
persons for investment purposes.

It is estimated that 80% of the survey respondents

would not have planned to sell their property within the
next three years, if Treasury had not proposed the tax

changes.
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It is estimated that 43% of the suxvey respondents, or an
estimated 2,500,000 persons nationwide, would not have
purchased their property if Tfeasury's interest deduction
limitation were in effect at the time of their purchase.
Based on survey responses, it is estimated t;at approxi-
mately 16% of the survey respondents, or an estimated
920,000 persons nationwide, would be forced to sell

their proparty if ?teasury's proposal were enacted.

It is estimated that 81% of the survey respondents will
curtail future investments in real estate if the Treasury

proposal i8 enacted.
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EXECUTIVE SUMMARY

Economics Research Associates (ERA) was retained by the American Land
Development Association (ALDA) to analyze the econocaic importance of the
second hoae industry to local economies. Two case studies were conducted to
illustrate the econoailc fmportance of the second home industry {n two
different areas.

The first case study focused on Hilton Head Island, fn Beaufort
County, South Carolina. As a second home cowaunity, Hilton Head may be
characterized as:

o Planned resort cocaunity,
|
[ Coastsl,
o  Above average property prices,

o New and rapidly growing.

In order to study a variety of situstions, the Coeur d'Alene area in
Kootenai County, Idaho was selected as the second case study area. In
contrast to Hilton Head, Coeur d'Alene can be characterized as:

©  An older, established vacation home area,

0 A mountain and lake setting,
o  Moderate property prices, and

o  Second home industry which is more thoroughly {ntegrated with a

ron-resort comnunity.
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Based upon the case studies, several significant conclusions were

developed.

]

o

These are summarized below:

NON-TFRIMARY HOMES REPRESENT A MAJOR COMPONENT OF THE HOUSING
INVENTORY:

Based oo the 1980 Census, 48 percent of sll units on Hilton
Bead lsland, and

15 percent of all units fn Kootenal County are non-primary
houses.

On a nationwvide basis, 329 counties had at least 20 percent
of their housing stock in non-primary homes.

HANY EOMES BUILT ORIGINALLY AS SECOND HOMES END UP AS PRIMARY
HOMES FOR PERMANENT RESIDENTS AND RENTERS.

This 1s especially true of areas similar to Coeur d'Alene
which have viable local economies in addition to second hoae
and tourist iodustries. 1In Hilton Head, 77 percent of the
units are owned by non-residents. Subtracting the 48 percent
non-primary units indicates that 29 percent of the units are
primary homes owned by non-residents. Most of thess were
originally purchased as second homes. In Coeur d'Alene, a
siguificant nusber of persons who were previously visitors or
second home owners have chosen to live there permanently.

OWNERS AND TOURISTS VISITING SECOND HOME/RESORT COMMUNITIES ARE
MAJOR SUPPORTERS OF THE ECONOMIC BASE,

Dollars brought into the local econoay by these seasonal
visitors create & multiplier effect in expanding the local
commercial economy. For exasmple, approximately 50,000 square
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feet of commercial development are supported by each 1,000
second homes. This represents approximately $7.5 millfion in

retail sales.

SECOND HOMES REPRESENT A MAJOR PROPORTION OF THE ASSESSED

VALUATION,

- Second hoames tend to be located in preafun enviromments, and
are often more valuable than the average primary home {n the
area, In 1980, Hilton Head accounted for only 38 percent of
Beaufort County's housing units, but 56 percent of the

assessed valuation,

MANY CONSTRUCTION JOBS ARE DEPENDENT UPON THE SECOND HOME

INDUSTRY.

= Case studies indicate that one local construction Job 1s
created for every $70,000 in second home construction.

RURAL COUNTIES OFTEN DEPEND UPON THE TOURISM AND SECOND HOME
INDUSTRY TO PROVIDE ECONOMIC DEVELOPMENT AND/OR TO REPLACE
DECLINING RESOURCE BASED INDUSTRIES,

- County master plans have been based on the development of

tourisa and second-home/resort communities.

SALES OF SECOND HOMES ARE THE ECONOMIC BACKBONE UPON WHICH MANY

RESORT COMMUNITIES ARE BUILT. B

= The sale of second homes is a vital component of most planned
resort developments. Without the coatribution of second home
real estate sales, the overall projects (including hotels,
commercial space, golf course, ski lifts, etc.) would often

not be feasible.
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EXPENDITURES MADE BY SECOND HOME OWNERS, GUESTS, AND RENTERS ARE

AN IMPORTANT SOURCE OF PERMANENT JOBS.

= The nuaber of permanent jobs per 1,000 second homes ranged
from about 300 for a regional second hozme arc=a such as
Kootenai County to 750 for a destination resort area such as
Hilton Head. '

SECOND HOMES SUPPORT ROAD, STORM DRAINAGE AND WATER AND SEWER

IMPROVEMENTS,

- These infrastructure improvements are important to the health
and welfare of permanent residents and would not otherwise be
econoaically feasible,

SECOND HOME CONSTRUCTION IS VERY SENSITIVE TO ECONOMIC CHANGES

AND CONDITIONS.

~ During the recession of 1975-76, second home construction
fell by 80 percent at Hilcton Head.

SUBSTANTIAL FORWARD COMMITMENTS AND INVESTMENTS IN SECOND HOME
COMMUNITIES HAVE ALREADY BEEN MADE,
= Most projects are long term and the profits (i{f any) are

generally made in later years.

COMMERCIAL DEVELOPMENT AND AN EXPANDED ECONOMIC BASE CAN FOLLOW
INITIAL DEVELOPMENT FUELED BY SECOND HOME/RESORT DEVELCPMENT.

SECOND HOME LOTS ALSO REPRESENT MAJOR INVESTMENTS AND A SOURCE OF

FUTURE CONSTRUCTION ACTIVITY.

- In Hilton Head, there were 7,066 vacant lots owned by non-
residents in 1984, 1In the Coeur d'Alene area, 70 percent of
the lakefront parcels (which have been the most attractive
for second home development) are owned by out-of-state
residents, and 60 percent of these parcels are still

undeveloped.
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o  SECOND HOME DEVELOPMENTS OFTEN SERVE RETIREMENT AND PRE-
RETIREMENT HOUSING NEEDS FOR INVESTORS AND LOT OWNERS,
- Approxiuately 35 percent of second homes are bought as pre-

retirement homes,

IMPACTS OF PROPOSED TAX CHANGES

Separate analyses by Data Resources Incorporated (DRI) and ERA have
fndicated that the demand for second-home housing will decline substantially
due to the proposed tax changes. DRI forecasts that the annual cost of
second-hone ownership will increase an average of 15 percent and that there
vill be a net 35 percent decline in second-home housing starts over the next
10 years. On a natfonwide basis, this represents an annual decline of
36,600 units. For each of the case study areas, the decline in housing
starts would have the following direct impacts over the next ten years:

Beaufort Kootenat
County Cor aty
DIRECT IMPACTS
Decline in Second-Home
Housing Starts 5,040 525
Loat Jobs (man-years)
Construction 7,310 760
Support 20,790 885
28,100 1,645
Lost Property Taxes
From Existing Valuation * $ 7.8 million $2.8 million
Future Units 24,2 aillion 3.9 million

$32.0 million §6.7 million

These direct iopacts would circulate throughout the local ecorony
and, due to this amultiplfer effect, would cause decreases in primary home

construction and furthet losses in employwent and tax revenues. A typical



271

amultiplier of 1.5 would lead to the folloving cumulative impacts over 10

years:
Beaufort Kootenai
County County
TOTAL IMPACT
Lost Housing Starts 12,600 1,310
Lost Jobs (man-years)
Construction 18,270 1,900
Support 51,975 2,215
70,245 3,115
Lost Property Taxes
From Existing Valuation $19.5 million $ 7.0 willion
Future Units 60.5 mfllion 9.8 million
§36.0 aillfon  318.8 aillion

These fwpacts are substantial and affect both rapidly groving second-

home/resort areas (Beaufort County) as well as older second home locations

(Kootenai County).
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SUMMARY OF DIRECT IMPACTS OF PROFOSED TAX
CHANGES ON BEAUFORT COUNTY

. Over Next 10 Years
Without With

Tax Changes Tax Changes Net Loss
Second-Home .
Housiug Starts !/ 14,400 9,630 5,040
Jobs (man-years)
Construction 2/ 20,880 13,570 7,310
Service & Support 3/ 59,400 38,610 20,790
’
Property Taxes
Ex{sting Uaits &/ $(7.8) millfon § 7.8 millfon
Future Units 5/ $61.0 million $36.8 atllion 24,2 aillion
Total $32,0 nillion

l/Based on build out projections.

2/At 1.45 jobs/unit, Equivalent to 731 jobs per year.

3/at 0.75 jobs/unit, cumulative over 10 years. Equates to annual lost
eaployment of 3,780 jobs in 10th year.

/Reflect effects of decline in warket value of current units, estimated as

follows:

Total County Market Value $4 dillion
35T Non-Primary Units 352
Harket Value for Non-Primary Units $1.4 dillion
Decline (@ 8%) $112 aillion
Lost Property Taxes (@ 0.7%) §784,000
Over 10 Years $7.8 million

S/at 0.7 percent of market value (ave.age $110,000 before tax changes and
§102,000 after tax changes), cumulative over 10 years., Equates to annual
lost revenue of $4.4 afllfon in 10th year.
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SUMMARY OF DIRECT IMPACTS OF PROPOSED TAX
CHANGES ON KOOTENAI COUNTY

Second-Home
Housing Starts 1/

Jobs (aan-years)
Construction 2/
Support 3/

Property Taxes (cumulative)
Existing Units 4/
New Units 5/
Total

Over Next 10 Years

Without With
Tax Changes Tax Changes Net Loss
1,500 975 525
2,175 1,415 760
2,475 1,610 865
. 1,645

$1l1.1 aillion

1/30 percent of 500 = 150 units per year.

2/At 1.45 per unte.

3/At 0.3 support jobs per second-home unit.

($2,8 million)
$7.2 aillion

$2.8 million
3.9 million

$8.7 nillion

4/4,200 existing units at an average value of $55,500 suffering an 8
percent decline in value with a 1.$S percent tax rate.

5/1.5 percent of new unit market value (estinated @ $90,000) cumulative
over 10 years. Annual loss at end of 10 years is $1 million.
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Prescription for a 2nd Home:
Go With the (Tax) Flow

_ By Kenneth R Harney N

I you're ooe of the IOWWVMmanu'lpbuyusgo
ond o vacstoo home, you may be interested m Heary Berkiner's prescrip-
tons for possitle federal tax zeforms this year: Go with the flow and keep
takung deductxns wxh PIP and IMP.
&m:hmmmmwmd.mw
Maryland savings and loan association that pumge 3 ot of is funds into
mortgages kor vacation homes and condos. Rathes than being cowed by the

Reagan admaristration’s tax-reform proposals sharply fiaiting interest de-
ductions oa second bomes, Berhiner has created twe oan concepts that deal
with them bead-on.

The first i dubded PIP, the “Primary lavestmeat Program.® PP secks to
give home cwpers mimum mleage cut of tax<ode changes thit leave
mortgage-nierest deductions on owner-accupsed, principsl residences on-
wathed while ctting back ¢a deductions for onpriocpal bomes. Under
P1P, Bertner's SEL will turs your rendence into 3 bigger deduc
o producer by ncreasing s tal mortgage dedt a1d hand you the money
o buy your beach house for 3 cash.

Here's bow & works Let's say that Congress and the White House cur-

See HARNIY, 830 Col 1
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changes is where you're generating
your interest deductions,” be saxd.

Yacatoa-bome buyers uswg PIP
will qualfy for fmancing wp to
$250.000, a fxed-rate mortgage at
11% percent with three percentage
points 3t closng and 3 five-year
“rollover” term. At the end of excd
five-year term, assumung the bor-
rowers have kept current with their
payments, the baa would be re-
eewed for addxional five-year pe-
riods at (he thea-appbcable rates.

Stripped to s essental, PIP
involves a cut-rate, hughleverage
seécond mortgage (or wraparound
¥an) oa a first home to Lnance a
second bome. The lender would
have seqy "Ry via 3 second ben oa
your first b me, as well as the pos-
ity of o ing your vacation re-
treat as partuns coflateral.

A an example, ket's say the cur-

1

i}

?giz i5l
Triitigalds
zggéihﬁézs

ductions and deprecution write-

offs. IMP will use a computer to

wentdy comparable-valve resort

vruts close to one another. Owners

of “matched” units financed through

DMP will offer them for rental

throcghout the resort season, and

will rent from each other when they

wish to make personal use of prop-
erty.

Because the matched unets and !
ownerto-owner remtal paymonts
will be essentially tie same, ® wlf
be pust kke the situation before tax
reform, Berhoer saxd According to
bis tax counsel, IMP partuipants
should quabfy for full mortgage-n- |
terest deductdlity, must Lke any
business-property owners '
