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TAX REFORM PROPOSAL-XIV

TUESDAY, JULY 16, 1985

U.S. SENATE,
COMMI' WEE ON FINANCE,

Wahington, 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:]
Pe-es ReIeasw, June 25, 1985]

TAX REFORM HEARINGS IN FINANCE COMM ITTEE TO CONTINUE IN JULY

Examination of President Ronald Reagan's tax reform proposal will continue inJuly 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 Rev-nue Code during June," Senator Packwood said. "Thehearings 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, July16, the committee will receive public testimony on the impact of the President's pro-
posal on housing, real estate and rehabilitation.

The CHAIRMAN. 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, wewill 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 adifferent order. John Koelemij, the president of the National Asso-
ciation of Home Builders; J. McDonald Williams, chairman of theboard of the National Realty Committee; William Moore of the Na-
tional Association of Realtors; Sheldon Cohen, senior partner atMorgan, 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, andwe 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. Koolemij.

(1)



STATEMENT OF JOHN KOELEMIJ, PRESIDENT, NATIONAL -
ASSOCIATION OF HOME BUILDERS, WASIINGTON, DC

Mr. KOELEMIJ. Thank you, Mr. Chairman and members of thecommittee. My name is John Koelemij, and it is an honor toappear before you today as president of the National Association ofHome Builders, NAHB for short, representing more than 133,000members. We appreciate the opportunity to present our views onthis far-reaching tax reform proposal. The President's tax proposalsare 'I' great concern to the membership of NAHB, and will increas-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 toassure that all taxpayers, both corporations and individuals, patheir fair share of tax. However, we strongly believe that the fol-lowing principles should -guide any major rewrite of the Nation'stax laws. First, tax reform shouldd enhance economic growth, sav-ings, and investment, not retard them. Second, tax reform shouldbe revenue neutral, certainly not creating a revenue loss whichonly adds to the Federal deficit. Third, tax reform should be fairand not disproportionately affect one industry or a group of indi-viduals at the expense of another. And fourth, tax reform shouldnot erode the national commitment to home ownership and. afford-
able rental housing.

As this committee proceeds with the task of rewriting the TaxCode, we urge you to consider the fact that there has been a majorreduction it direct Federal housing spending over the past severalyears, particularly for low- and moderate-income people and the el-derly. This has left the Tax Code as the cornerstone of nationalhousing policy. The decisions you make on this proposal, to a greatextent, will affect the production of housing, the rents paid forhousing, and even the value of housing. On the question of timing,we urge the committee and-the Congress to complete serious actionon the national deficit problem before consideration of tax reform.NAHB is pleased that the proposals retain the mortgage interestdeduction for principal residences, the capital gains deduction forsales of principal residences, and the partial exclusion of gains forhome sellers who are at age 55 and older. There are four provisionsin the President's proposals, however, that would adversely affectsingle-family housing. There are nine provisions that adverselyaffect multifamily housing. These provisions are listed in attach-ment A of my summary statement. NAHB has conducted an eco-nomic analysis of the potential effects of the President's tax reformproposals upon housingtcosts. Mr. Chairman, I ask that, in additionto my written statement, this analysis be made part of the hearing
record.

The CHAIRMAN. That will be done.
Mr. KOELEMiJ. Thank you. Our analysis shows that after-taxhomeownership costs will increase by 8 to 14 percent if all portionsof the President's tax proposals are enacted. However, our primaryconcern on the impact of the reform proposal as it relates to home-ownership is the question of affordability for first-time homebuyers. Two aspects of the President's propsal-the repeal of reve-nue bond financing and the curtailment of inctallment sales report-



ing with regard to homeowner 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 loss 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. Thern 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 interest and an impor-
tant national priority. Thank you very much.

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

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



STATEMENT OF

THE NATIONAL ASSOCIATION OF HOME BUILDERS

before the

COMMITTEE ON FINANCE

UNITED STATES SENATE

on

IMPACT OF THE PRESIDENT'S

TAX REFORM PROPOSALS ON HOUSING

July 16, 1985

Mr. Chairman and Members of the Committee:

My name is John Koelemij and it is an honor to appear before

you today as President c:" the Nntional Association of Ilarre Builders

(NAHB), representing more than 133,000 members. I am also a builder

of single family end multifamily homes and an owner of rental pro-

perty in Tallahassee, Florida.

Mr. Chairman, I want. to comnmead you for the lergthy hearings

you are holding on the President's tax reform proposals and I

appreciate the opportunity to testify. These bearings are neces-

sary because if comprehensive tax reform is to be enacted, Congress

first should explore all of the ramifications that such legislation

could have upon the economy.

We agree that tax reform is needed to create fairness and to

assure that all taxpayers, b'th corporate and individuals, pay

their fair share of tax. Based on surveys conducted for E'AHB we

have found that there is broad support for th? 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 wil be the impact on economic growth and on savings and

ih ,estment?

o-How can we best design a f~ir tax system? (One that will

not hart the middle-income taxpayer who has already borne the

greatest tax burden in our society for many years.)

o What will be the budgetary impact of tax reform?

o What ill be the impact on the homeowner and renter?

I. Overview

The Federal Government long has been committed to encouraging

housing and has used tax policy as a significant and conscious

instru-ent 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. 7his tax policy has made possible increased rates of home-

ownexship, a comfortable standard of housing for most households,

and a steady decline in the amount of substandard housing.

Affordable rental housing is an essential part of our social

policy today. Rental housing must be available for those who are

unable financially or who do not desire to own their own 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 Oecline and the cost to rent-

ers would increase.

Because of the effect of tax policy upon housing and housing

policy, tax revisions should 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. Nw

they are being singled out further for deep reductions or elimi-

nation. According to NAHB estimates, housing's share of the pro-

posel 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 greying needs of lower income families and the

elderly. If these budget reductions are enacted, the HUD budget

will 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,

it is clear that housing policy now has shifted to the tax writing

committees.

Tax policy is of major importance to those who construct hous-

ing, to those who finance housing, and, thus, to those who reside

in housing. 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 more 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 individuals and businesses, particularly the housing



sector, as well as on homebuyers, homeowners, and renters. In

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 weighed before proceeding

with comprehensive tax revision.

11. Tax Incentives and Housing Policy

Homeowners

Several important tax incentives have been established for

owner-occupied housing. These include the mortgage interest deduc-

tion, the deduction for real estate taxes, the deferral 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 personal residence for

individuals who are 55 or over.

Of all tax deductions allowed by present law, the mortgage

interest deduction, probably has the highest level of appeal to

middle-class Americans. These deductions make homeownership afford-

able for many Americans. For example, take a married couple with

two children and filing a joint return. Under current tax law, and

assuming a family income of $35,000 per year, the mortgage interest

deduction helps this family afford a $74,000 home. Without the

mortgage interest deduction, the same family could afford only a

$59,000 home. With the median price of a new home in the $80,000

range, the importance of the mortgage interest deduction in per-

mitting ownership of a h-me is evident.

While the President's proposal does not tamper with the mort-

gage interest deduction for principal residences, it would deny the

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. Moreover,

elimination of this deduction would mean that homeowners will be

taxed twice on the sames income, once by the State or loc&l govern-

ment 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 encore. All interest other than that with respect

to owner-occupied homes or businesses would be under this cap.

Thus, 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 communities. In addition, we are concerned that should

Congress enact a cap on interest deductions other than those with

respect 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-incowme 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 borrowing to

send a child to college or to buy a new car. While a $5,000
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interest cap may sound sufficient to cover most purchases, we

yonder how meaningful that figure will be in 1995. when the

interest limitation is phased in fu)ly. Yinalty, we are con-

cerned that individuals will be encouraged to borrow against their

homes in order to circumvent the limitation. For many individuals,

their homes represent the bulk of their savings. We wonder whether

this erosion of equity should be encouraged.

In summary, we are pleased that the President's proposal has

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-

ownexahip 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 million low-and moderate-income Americans

have bought homes with help from che single-family mortgage revenue

bond program since the early 1970's. Mortgage revenue bonds make

housing more affordable by allowing 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 belts

the conventional mortgage rate.

Since 1980, loans funded by mortgage revenue bonds-have b4en

restricted by Federal law generally to first-time buyers of modestly-

A



priced homes. In addition, these loans may be targeted to econom-

ic1ly-distressed areas, and moct State and local issuers impose

income limits. A 1982 General Accounting Office study found that

72 percent of mortgage revenue bond mortgages went to households

with incomes below $30,000 and that the average mortgage amount was

$48,000.

We are dismayed that the President has proposed repeal of

mortgage revenue bonds because 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. -ince 1980, there has been a 5

percent decline in homeownership fox families with heads 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 interest on homeowner bonds is fully taxed, however, unlike a

traditionally-financed home sale in which the builder receives

cash at closing, under a homeowner bond program, 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 is

substantially lower than for the traditionally-financed builder:

however, the builder will pay-reater taxes in later years. This

installment sale tax treatment coamonly is used by large corpora-



tions in other industries with financing iubsidiariew. The adapta-

tion of the installment sale tax treatment to the industry has sub-

stantial benefits both for homebuilders 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 development of h-o.nsr bonds

has led institutional -nvestors to show an unprecedented willingness

to channel their capital into housing. In 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 who pledge mortgages as collateral for bonds would curtail

the development of builder financing and raise mortgage rates and

hone prices. Furthermore, we feel that the denial of installment

sale treatment where the obligation in used as collateral is inequi-

table, because highly liquid companies, whose superior access to

credit markets precludes the need to pledge receivables as collat-

eral, would still enjoy the installment sale tax advantage. Finally,



we are concerned that the Treasury Department has not provided any

sound data regarding revenue los that would justify this proposed

tax change. In fact, there is no tax loss, -ilthough 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 year of under $100 million.

Rental Housing

Tax incentives attracting investment 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

own their own homes. Without tax incentives to encourage the

private sector to build rental housing, the Federal Government's

obligation to assist low-income Americans in obtaining housing

would have to be far greater than it it today.

The taxation of investment in rental housing is complex.

Different provisions in the Internal Revenue Code affect a variety

of participants in the development process developers, builders,

and investors. The major tax provisions that have affected rental

housing are:

" The accelerated cost recovery system (ACRS depreciation).

" Rehabilitation tax credits.

" Capital gains exclusion.

* Forms of ownership that allow for "flow-through
• 
taxation

as a way to attract capital.

" Exemption from the 'at-risk rules.

" 10-year amortization for construction period interest

and taxes.
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" Tax-exempt industrial development bonds for multifamily

housing.

The President's proposal would affect investment in rental

housing bys

* 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 19 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 in a trade or business.

• Treating limited partners' interest as investment interest

(subject to a deduction cap of net investment income plus $5,000).

7 restrictingg limited partners' deductions to cash invested

and amounts for which there is personal liability (extension of

the at-risk rules to real estate activities).

" Eliminating industrial development bonds for multifamily
housing.

" Eliminating 60-month amortization for low-income housing

rehabilitation expenditures.

0 Eliminating rehabilitate ', n tax credits.

Furthermore, we are concerned that the proposal repeals all special

incentives for investment in low-income housing.

We believe that changes in the current tax rules severely would

disadvantage investment in rental housing compared to other types

of investment alternatives. The history of recent tax legislation

affecting residential structures has been a progressive diminution
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of the tax benefits associated with this type of investmen%. The

requirement that construction period interest and taxes be capital-

ized was enacted in 1976. That provision requires that construction

period interest and taxes either be added to the basis of property

or be amortized over a 10-year period. Residential real estate

also does not enjoy the advantage of the investment tax credit,

except in the case of rehabilitation of historic structures. In.

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. Finally, 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

provisions that:

' Increased the recovery period for real property (other

than low-income housing) fro% 15 years to 18 years:

0 Imposed immediate recapture of depreciation in installment

sales:

• Restricted issuance and use of industrial development bonds;

* Expanded the original issue discount rules to cover sales of

property

*_Limited deductions of start-up costs for new ventures;

• ImposeA higher test and wputed interest rates on transactions

involvng deferred payment salts of property;

* Expanded the rules resl.ting to amortization of construction

period interest and taxes and



• Eliminate?i tax-free exchanges of partnership interests, and

tightened up generally in the area of -rtnerships.

We believe that the ACRS recovery allowance fox structures,

adopted in 1981, should not be revised to reduce current depreci-

ation allCwancee.

From an investment point of view, rental housing often has

been unattractive. 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

property is lower than for other types of property.

Residential rents generally do not provide for CPI inflation

increases, and the .ncome of residents can support only a certain

level of rent. Accordingly, market rents generally do not create

an income stream that is competitive with other types of iniest-

ments. Moreover, rent controls in many jurisdictions have kept

rants at below market levels.

These are the reasons that residential housing must retain

current depreciation allowances in order to be competitive with

other types of investments. A reduction in present depreciation

allowances, shortly following the DEFPA reduction, would drive

capital away from residential housing at a time when more, rather

than less, 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

advantngeous depreciation situation for new housing than was the

situation after ACRS. Component depreciation often provided larger

total depreciation deductions over the first six years than does

ACRS.

The President's tax reform proposals would substantially alter

depreciation allowarces for rental property by repealing ACRS.

Buildings would be depreciated over a 28-year period 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 than the initial cost

over the 28-year life. However, it is unclear what effect the

application of the at-risk rules to real estate will have upon

cost recovery. That in, even though depreciation deductions would

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 otherwise increasing his at-risk basi, 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

schedule 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 proposd depreciation schedule is less 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

lower rates of inflation, the advantage of current law is greater.

While I have dwelled somewhat on depreciation, there are sev-

eral other aspects of the President's tax reform proposal that woull

have an adverse impact on rental housing. Let me now highlight some

of these proposals.

Tax-exempt industrial development bonds (lOBs) have been a

major source of financing for newly-constructed lcw- and moderate-

income rental housing. During 1984, IDB financing was used for

the majority of low- and moderate-income rental housing units in

structures with five or more units. Tax-exempt IDBes can reduce the

interest rate on multifamily mortgages by 200 basis points or more-

making it possible for investors to build projects that otherwise

might not have been feasible and, thus, contributing to moderation

in rents. The elimination of IDB financing would remove tne current

primary source for financing new law-and raoderate-income rental housing.

If there are improvements that would better target the multi-

family 1DB Program, we are prepared to work with the Committee to

explore ways to reach that goal.

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 higher 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 whether or not to invest in the first place. The impacts of

the proposed changes in capital gains and depreciation are closely

linked. Under present law, each dollar in tax savings from rapid

depreciation generally !s offset by less than a dollar in taxes

upon subsequent sale of the property, because of the favorable

treatment of capital gains. Under the President's proposals, how-

ever, ea.h dollar in tax savings from deprecation wo~ild be offset

by mors than a dollar in additional tax upon sala.

The President's proposal not only would cut back on incentives

for investment in residential rental property and eliminate tax-

exempt IDD 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 *flov-through" of tax attributes from the partnership to

the investor, limited partnerships have become the primary vehicle

for equity investment in rental properties. The President has

proposed to restrict the usefulness of limited partnerships as an

investment vehicle in two ways. Present law limits the deduotibil-

ity of "investment interest," but interest incurred in a trade or

business, eves if the investor is not actively engaged in the av.Aage-

ment of the business, is fully deductible. This current deductiblil-

ity of int'irest is an important feature of investments in real estate

limited partnerships. The President's proposal would treat interest

expense from limited partnerships ar investment interest and, further,

would limit the deduction of investment interest to $5,000 plus n~t

investment income.
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In addition, the President's proposal would extend the *at-risk*

rules to real estate investments. Currently, lenders to real estate

activities 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 the 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 thq 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 partnerships, 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 President's tax

reform proposal is that it would eliminate all distinctions between

rental housing and other types of structures and between low-income

rental housing and rental housing io general. Under present law,

rental housing is subject to more liberal recapture provisions than

other structures. Low-income housing currently benefits from more

rapid depreciation, favorable recapture rules, expensing of 
con-

struction period interest and taxes, and 5-year amortization of

qualified rehabilitation expenses. Moreover, the elimination of

IDB financing for multifamily housing would have a disproprtionate

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

rental housing than for office buildings, stores, and other comer-

cial structures: while the adverse impact on low-income rental hous-

ing would be even greater.

One final point that I would like to address is the so called

'windfall" depreciation tax, which would apply to depreciation

taken from January 1980 through June 1986. While this provision

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 this provision.

Many real estate investors chose specifically to depreciate build-

ings on a straight-line basis so that they would not have to recap-

ture depreciation at ordinary income rates. Since these investors

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 the difference

between accelerated depreciation and straight-line depreciation

over a 15- or 18- year period, depending upon the year the property

was placed in service, rather than the difference between accelerated

depreciation and straight-line depreciation over a 35- or 40- year

period.

III. Economic Impacts

NAHB conducted a thorough analysis of the potential impacts of

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



A report eumrizing the results of that analyois is being submitted

aa an appendix to our testimony. Let me stmmarize the results of

our studies.

Housing costs

Despite retention of the mortgage interest deduction, the tax

savings associated with homeownership would be cut significantly

under the President's proposals. This implies that housing costs

would be increased for most homeowners. Furthermore, many families

hoping to achieve homeownership would find that step made mdch 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 ranging from 8

percent to 14 percent for most taxpayers. (First-time homebuyers

who otherwise would have benefited from mortgage revenue bonds or

homeowner bonds will likely face a larger increase). This would be

comparable to the increase created by a permanent shift upward in

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

$10,000. Such an increase in homeownership costs could reduce the

value of many existing homes, and lead to a short-term decline in

homeownership.

Because of the proposed limitation on interest deductions,

the President's proposals significantly would increase the cost of

owning a second home. In some cases, such as whore a family tempo-

rarily owns two homes (e.9, because 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 resort



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 proposals

would be a decline in the volume of new construction activity and a

reduction in the value of existing properties. However, zver time,

the effect would be declining housing quality and substantially

higher rents. Rent increases would be the greatest for low-income

units, and low-and moderate-income renters quickly would find that

rent icnreases far outweigh any tax savings they would enjoy as a

result of tax reform.

Taking into account only the proposed changes in tax rats,

capital gains, depreciation, and amortization, the rents required

to provide an adequate return to investors in a typical new conven-

tionally-financed rental housing development would be about 21-28

percent above the rents required under current law, assuming no

change in interest rates or other costs. For 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 rents of that magnitude would not occur over

the short run. The impact would inaterd be a sharp decline of new

construction of multifamily rental housing and a sharp drop in the

value of exiting properties. Shortages of rental housing would

develop, as the normal increase in demand collided with minimal new

construction, condominium 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 process

would fall on lower income households, who would see their housing

deteriorate and rents increase to a greater extent than higher income

renters.

Construction activity

The projected increase in homeownership cost is roughly

equivalent to a 1 1/2 percent increase in mortgage rates. Generally,

a I 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 changes and a change in interest

rates. Thus, a reasonable estimate of the first 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 proposals relating to mortgage revenue

bones, homeowner bonds, and 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 about

230,000 units below the level of construction that would occur with,

a continuation of present law. The sharpest declines would occur /
among low-and moderate-income developments which have depended on

IDB financing.

The impact of the decline in now construction due to implemen-

tation of the President's proposals would include a decline in em-

ployment of about 350,000 jobs in 1986.
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Property Values

The proposed tax changes would reduce the vAlues of existing

properties. For owner-occupied properties, market values would

have to decline by ehout 100 in order to fully offset the reduced

tax benefits available for homeonership. However, actual declines

are likely to be substantially less, and would probably average about-

5'.

For 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-

sponse, resale values of existing properties could decline by as

much as 251. 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.

Declines in house values would have an adverse impact on the

wealth of homeowners, for whom housing equity typically represents

their principal asset. For savings and loan associations and other

mortgage lenders, private mortgage insurance companies, and the

mortgage 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 foreclosure sales.

IV. Conclusion

NAHB has spent a substantial amount of time reviewing the

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



introduced. We feel that as the Congress considers tax reform, it

should keep in mind certain basic principles:

Homeownership should be encouraged. Tax changes should not

increase the cost of houeownersbip, particularly for those who are

just entering the housing market. Any changes to the tax law should

maintain existing property values and should not result in diminish-

ing the value of homeownership -- which often is a family's major

investment. Homeownership also is important for the community be-

cause it provides for social and political stability.

* Incentives for capital investment, p3rticularly for the

construction and ownership of rental housing should be maintained.

Moreover, special consideration should be given to low-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-

ment in rental housing should be maintained and strengthened.

* The tax system should foster savings and capital formation.

Economic productivity and growth require private capital formation.

Thus, incentives to save and invest should remain an integral. part

of the tax system.

* Reform should facilitate tax compliance with an eye towards

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 taxpayers who use the standard deduction, it is relatively

simple. Furthermore, current tax law promotes desirable economic

and social goals.



" Frequent changes in the tax 1w should be discouraged. Tax

changes create investment uncertainty. Thus, any future changes

should attempt to minimize potential market dislocations. It is

essential that there be certainty in order to allow 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 by the 1981 Tax Act in order to help reduce the

Federal deficit. Then, in 1984, the Deficit Reduction Act further

cut back these incentives. The 1984 Tax Act will 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 to a general consensus that the tax code must be

reformed, we feel that Congress should proceed in an orderly

fashion. Tax incentives that have served useful purposes should

not be lightly discarded. Rather, they should be studied thoroughly

to determine whethe, 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 sound tax policy. Again, I thank you for the

opportunity to testify and now will be glad to answer any questions

you may have.



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

Mr. WiLL ws. 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 ipple 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.

We are talking about a huge industry with profound economic ef-
fects, I 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, I would like to come back and speak to. I
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 than the
heisters or the racks? I think there is somehow the notion that real
estate isn t 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 equipment and machinery, you find that it is less
tax favored in relation to other capital assets. Now, again, it is a
different question, of course, to compare it to other forms such as
fmiancial mtruments. 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-
nonuc business. The overbuilding in this country is due to a lot of
different factors, and is partly due to the tax law&- admittedly- but
more importantly, I think, It is due to the deregulation of the
thrifts. When you see the thrifts go from a negative inflow of cap-
ital of, say, $20 billion 1980-81, post Gaim and St Germain, to plus



$60 billion last year, from being in third place in terms of fimanc-
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 profligate 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 awa with deductibility 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
energy business. So, I think real estate is getting to be the scape-
goat for some things really aren't quite fair to chare them with.
Toillustrate my thesis that this bill really is anti-real estate: One,
it denies long-term capital gain treatment to depreciable real
estate. Why? Why should a person be able to sell stock at a 17.5-
ercent tax but sell depreciable real estate at a 35-percent tax?

Second, 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. Treasur 's own statements indicate they don't raise a
lot of revenue by eliinating at risk. You are going to have people
go out of the business and others restructure this approach to fin-
ancings. Why? What is the reason for this? Third, this retroactive
depreciation tax that requires us to go 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 iq 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 every project we build in the future: One as- 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
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 entrepreneurial, 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 atmosphere
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,
sir, for the time. Have you ever seen an attractive building in
London?

The CHma.Nm . I never did like Westminister. [Laughter.]
Mr. WIWLAm. OK. Excuseine. Built in the 20th century.
The CHIMANm. Thank you. Mr. Moore?
(The prepared written statement of Mr. Williams follows:]
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This statement presents the views of the National

Realty Committee ("NRC") on the provisions of the President's

proposals for tax reform which are of greatest interest to

NRC members. The NRC is a non-profit business league which

represents a significant and diverse cross--section of the

real estate industry and which is concerned with the overall

health and growth of that industry. NRC members include

owners, developers and operators of all types of real estate

throughout the United States.

NRC believes 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 "level playing

field" foi: business and industry.

NRC recognizes that a "level playing field"

requires the elimination of special tax provisions bene-

fitting one group of taxpayers while disadvantaging all

others. A level playing field can be achieved only if all



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

playing field and the changes necessary to reach such a goal

would he substantial and have sweeping repercussions. If the

goal of a level playing field is adopted, significant changes

would be necessary in the present tax treatment of many

industries. 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 substantive 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 the

deductibility of investment interest, (4) depreciation,

(S) 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.



1. Ca2ital Gains

The President's proposals would retain preferential

tax rates (a maximum of 17-1/2 percent for individuals and 28

percent for corporations) for net long-term 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 six montha is treated as

capital gain. oss on such property is ordinary loss, re-

gardless of its holding period. Under the President's pro-

posals, all depreciable property used in the taxpayer's trade

or business and placed in service on or after January 1p

1986, would give rise to ordinary income or loss upon its

sale or other disposition. However, the basis of such depre-

ciable trade oe business property would be indexed for Infla-

tion under the proposed Capital Cost Recovery System

(OCCRS6), both for purposes of computing gain or loss on sale

as well as fQr 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. Beginning

with an asset's second year, inflation adjustments would be

allowed annually. Thus, at the end of an asset's second and



subsequent years, its unrecovered basis (i.e., its basis as

adjusted for the prior year's depreciation) would be adjusted

for the current year's inflation 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 continue 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 Administra-

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 the 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

allowed 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 business (i.e.,

investment property) under the President's proposals is not



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.

Land held for investment, as opposed to use-in the

taxpayer's trade or business, also appears to continue to be

treated as a capital asset giving rise to capital gaid or

loss and-not subject to indexing.

(a) Increased Com2lexitv

For purposes of characterizing gain or loss upon a

voluntary sale or other disposition, present law generally

divides real property into three classifications: (1)

ordinary income or lose property, gene~illy dealer property

or inventory; (2) capital 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



the allowance for depreciation regardless of whether it is

category (2) or category (3) property.

The President's proposal would create additional

classifications for real property for purposes of character-

izing gain or loss, and would provide inflation-indexing for

some 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 which 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

losses 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 gain.

(6) land used in a trade or business, which might

be allowed indexation with ordinary income or loss upon

disposition; and



(7) land not used in a trade or business giving

rise to capital gain or loss and perhaps the election to

index post-1991 gain.

This increase in the number of possible classifica-

tions for real property 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) aljf tong..-tAnding Section 1231 ZULQg

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 economic impact.

Capital gain treatment for gains from the c,0 of

depreciable property has been a long-standing tax policy.

The General Explanation of the President's proposals claims

that "Chlistorically, the availability of capital gain treat-

ment for gains from sales of depreciable assets stems from

he implementation of excess profits taxes during World War

II." The statement reveals a short-term historical view. In

faut, gains from the sale of depreciable assets consistently

have been taxed in the same manner as capital assets at

prel!erential capital gains rates for 62 years, since the



introduction of preferential rates for capital gains in the

Revenue Act of 1922 until the present day, except for a 4-

year period between 1938 and 1942.

rn the Revenue Act of 1938, the Congress, concerned

with the capital loss treatment of huge losses on

Depression-era sales of depreciable property, excluded

depreciable assets used in a taxpayer's trade or business

f~om the then-existing definition of "capital asset" to allow

ordinary loss treatment for such property. By 1942, the

Congress became concerned about the administrative difficul-

ties of properly allocating price and basis between two

different classes of property when capital asset treatment

was provided for land but not for buildings. The Houte

version of the Revenue Act of 19,2 addressed this problem by

reinstituting capital asset treatment for sales of buildings

as well as sales of land. The Senate version, which became

the law, substituted Section 1231 treatment (net long-term

capital gain and net ordinary loes) for the House approach.

If the President's recommendations on capital

gains are enacted in their proposed form, taxpayers aii the

Internal Revenue Service would be faced with the same diffi-

culties in a greater variety of circumstances arising out of

allocations of purchase price between land, buildings, prop-

erty used in the taxpayer's trade or business and property



held for investment as .pelled the Congress in 1942 to

repeal its brief experiment with such an approach.

(c) D scrimination Aaainst QDepre ret

Selective elimination of the capital gains distinc-

tion# as proposed by the President, discriminates among

various investment assets in an unfair and uneconomic manner,

creating a "slanted playing field." Unlike machinery and

equipment 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-

tial advance in the measurement of real income appropriately

subject to taxation. 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 of depre-

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 progresnive rate

structure on gains accrued over a period of time but realized

in a single year, and, most importantly, reduce the so-called

"lock-in" effect vhjch results from the practical reality

that most capital, gains are derived from discretionary trans-



actions. Imposing inordinately high tax rates on discretion-

ary transactions would result in substantially fewer such

transactions, with a concomitant loss of government tax

revenue and a less efficient market allocation of capital.

Under the President's proposals, the maximum tax rate on

disposition of depreciable assets would increase 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 assots for inflation

after January 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 in rental real property.

Fairness dictates the creation of some similar- election for

real estate investors.

Finally, the cenerai Explanation of the 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 suggest that a composite



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 periods 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 15, 1985). Copy attached as Exhibit A.

2. Windfall Tax on Excess Depreciation

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 cumulative 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 (KE&P") calculation of depreciation for

the period 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,



E&P depreciation is determined on a straight-line basis over

35 years for 15-year property and over 40 years for 18-year

property.)

Taxpayers whose total 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 January 1,

1986, for which depreciation or amortization deductions were

allowable 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 taxpayers 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 expected higher rates sched-

uled under present law. The President's proposal would

reduce 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 whtch become due

in the later years of a property's depreciable life after the

depreciable property passes its 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 been followed. At that time, the deferred

tax liability, represented 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 le 1980 and before January

1, 1986, would have anticipated that the deferred 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
50 percent for taxable years beginning after 1981. For cor-
porA.tions, thO top marginal rate for 1980 and 1981 taxable
years was 48 percent; it was reduced to 46 percent for tax-
able years beginning after 1981.

-~



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 liabilities, 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) Over-SimDlification Creates Gross InuiJtI

The windfall tax on excess depreciation would

impose a grossly unfair tax on real estate, which in present

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 the future 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

previously 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

liability at the originally anticipated higher rate for each



year of the asset's remaining depreciable life and the tax

imposed under the proposed reduced rates. Such accurate

measurements would require affected taxpayers to make complex

calculations for many years into the future.

In the interest of simplicity, the President's

proposal attempts to create rough justice by using UIP depre-

ciation as a substitute for economic depreciation in measur-

ing the excess depreciation deducted. Instead of requiring

that each property's crossover point be determined and impos-

ing 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 years by including a percentage of

it.in incomes in each of the three years. For short-lived

assets subject to the windfall tax, the additional "recap-

ture" income for 1986, 1987 and 1988 probably would result in

net tax liabilities fairly close In amount and timing to

those which would have been Imposed when the "expected"

deferred tax liability created by ACRS depreciation became

due under the current regime.

However, not every 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 prior to 1980 would be exempt from the windfall tax even

if depreciated on an accelerated basis. Such pre-1980 prop-



erty would enjoy the unanticipated windfall benefit of lover

deferred tax liabilities because the liabilities would be

determined at the new lower rates without any windfall

adjustment. On the other hand, many taxpayers owning long-

lived property, especially real estate, subject to the 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 would

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 $1-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 it

the exact reduction in the owner's "expected" liabilities

were recaptured in each of the future years when the windfall

would occur. See Stretch and Sunley, *Recapture of Excess



Depreciation What are the Issues?" Tax Notes, Vol. 27, No.

13 at 1501 (June 24, 1985).

Moreover, if the windfall tax is intended to recap-

ture "unexpected" and "unanticipated" tax benefits, its

application to real. estate is based on a serious misunder-

standing of most real property owners' actual expectations.

Most owners of real property subject to the tax never

expected 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 reduction would produce no significant'windfall when

property is disposed of at the new 17-1/2 percent capital

gains rate.

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

percent rates recommended. Unless real estate is excepted or

is provided much lower windfall tax rates, the tax on excess

depreciation 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.



(b) Windfall Tax Discriminatory

The windfall tax recapturing the "unexpected" bene-

fit of rate relief on one type of property, that is, ACRS

recovery property, would disfavor such property, especially

real- estate 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 of the new 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

deferred compensation plans, retirement benefits, individual

retirement accounts (4IRA's), completed contract accounting,

installment sales reporting, rapid amortization and other

provisions.

In addition, the windfall recapture tax would have

varying effects on different businesses and industries. For

example, industries which have experienced losses in years

prior 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. Conversely, businesses which have paid high

tax liabilities would be heavily burdened by this proposal.
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(c) KnDrecedented yetroactivty

The argument that the Treasury should be entitled

to recapture "unexpected" windfalls to be received by tax-

payers with respect to.ACRS recovery property if the Presi-

dent's proposal is enacted is unprecedented and dangerous.

It generalizes without foundation about taxpayers' intentions

and expectations. It would freeze or "lcck-in" a taxpayer's

treatment vnder 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

subsequent income derived from earlier investments. For

example, when accelerated depreciation was made a minimum tax

preference, the change was not limited to depreciation with

respect to property placed in service after the nev prefer-

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 coriplex and dis-

criminatory. For the real estate industry in particular, it

would create unfair, significant economic distortions and

difficulties.

3. Limitation on Tnterest Deduction

The President proposes to tighten the present law

limitations on the deductibility of investment interest by

Vr



expanding the scope of the limitation to encompass all

interest other 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 corporation 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 purposes 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 residence) to the extent that they exceed the sum of (1)

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.

"Passive investment income" would include divi-

dends, interest and income from limited partnership interests

and with respect to shareholdings of a passive shareholder in
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J
an S corporation. Excluded from passive investment income

would be business income from general partnership interests,

sole proprietorships and S corporations managed by the tax-

payer.

"Net investment income" would be determined by

deducting certain "investment expenses" from passive invest-

ment income. Expenses deductible for this purpose include

trade or business expenses (section 162), property taxes, bad

debts, straight-line depreciatioai over the property's esti-

mated useful life, and expenses for the production o1 income

(section 212), provided sunh amounts are directly connected

with the production of investment income.

Property subject to a net lease woUld be treated,

as under present law, as held for investment if the lessor's

section 162 trade or business deductions with respect to the

property for the year are less than 15 percent of the rental

income from the property, or if the lessor is either guaran-

teed a specified return or is guaranteed in whole or in part

against loss of income. For purposes of the 15 percent, a

taxpayer could elect to treat as leased under a single lease

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 election from the 15-

percent test. However, the proposal would repeal the present

law tax rule which permits taxpayers to deduct actual invest-



ment expenses in excess of income from property subject to a

net lease. As a result, the President's proposal, in some

circumstances, would deny deductions for out-of-pocket

losses, :.., actual cash interest payments in excess of the

rental income from net-leased property. -

The proposal would apply to interest paid or

incurred in taxable years beginning oii or after January 1,

1986, subject to two phase-in provisions. First, for taxable

years prior to January 1, 1988, the limitation would be

$10,000 plus net investment income. Thereafter, the limita-

tion would be $5,000 plus net investment income. Second,

interest expense made subject to the new limitation but not

subject to the present law linitation would be included grad-

ually under the new rule at a rate beginning at 10 percent of

such interest per year in 1986 and increasing by an addi-

tional 10 percent per year thereafter, until fully phased-in

1995.

(a) interest _L1Wittion 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
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interest associated with activities and investments which

would not be ordinarily considered tax shelters. By further

limiting tie deductibility of interest, the proposal would

make real estate operations more expensive and less

attractive to investors, while forcing rental 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. Moreover,

because the limitation applies only to individuals, the

proportionate participation of corporation in real estate

would be likely to increase; the participation of

individuals, to decline.

Thus, the proposal would adversely affect many

customary real estate transactions and investments. Denying

interest deductions would reduce capital available for real

property. Rea2 estate values would decline because real

estate traditionally has been a debt-financed investment.

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.

Vr
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(b) Proosaljs Rationale is Inconsistent

The President's explanation Of the expanded

limitation on interest deductions contends that the new rules

are needed because the present law unlimited deduction for

consumer interest and for "passive" business interest

deducted on a pass-through basis by limited partners and

!inactive S Corporation shareholders permit avoidance of

present law limitations on such tax-arbitrage transactions as

borowing to purchase tay-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 proposal, so it is argued, would make the determi-

nation of whether debt was ihcurred for a nondeductible

purpose less difficult.

The proposed limitation on Jrterest deductions

probably would not significantly decrease the difficulty of

determining whether money borrowed for an ostensibly deduct-

ible purpose is in fact borrowed for a nondeductible purpose

because the unchangeable source of the problem remains: money

is fungible. Even under the President's proposal, taxpayers

may attempt to use mortgages on their 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 interests

as general partners and by assuming some active responsi-

bility for the affairs of their S Corporations. Clearly,

even though the proposed limitation on interest deductions

would lessen some present law difficulties of tracing funds

and classifying activities, the proposal would create new

definitional and tracing difficulties and give rise to new

forms of tax avoidance.

(c) Interest Limitation Proposal
Would Deny Deductions for
ActW Losses

The interest limitation rule would deny some

deductions for interest expense, where real losses ara being

suffered by taxpayers. Under present law, taxpayers are

permitted 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, causr.ng severe

economic problems for real estate investors. If this

proposal is enacted, it should be amended to allow deductions

for out-of-pocket losses.



(d) Proposed Limitation on Interest
IDeuctions Favors Existina Wealth

Tightening the limitations on the deducti-

bility of interest 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 making them

more available) to wealthy individuals who have substantial

cash and assets for equity investments and have significant

investment income to 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 favors 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 deductions. In addition, as a result of the

President's interest limitation proposal, individual

participation in real estate investment would decrease and

the market power of pension funds, corporations and other

Institutional owners not subject to the limitation would

increase.



(e) Interest Limitations Would Have
Unrecedented oce

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

proposal. 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 obligated for such debt on the

basis of the then-existing law. Prior legislation limiting

interest deductions generally excepted from new ruler all

debt incurred prior to the legislation's adoption.

Particularly 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. Depreciation

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. Rea! property would have a

28-year recovery period. An inflation adjustment would be

made annually to depreciable property's basis for its second



through its final recovery year after the basis had been

reduced by the prior year's depreciation allowance. The new

depreciation schedule would begin with a declining balance

depreciation rate and would switch to a straight-line rate in

the year in which the straight-line rate would provide a

higher depreciation allowance than the declining balance

method.

(a) Real Estate Depreciation
should Reflect Current Lives

A depreciation schedule ideally should be based on

the actual decline in the real value of property. However,

determining the real or economic rate Qf depreciation, par-

ticularly the proper rate for.real property, iq difficult.

The rikte for buildings placed in service in 1985 should

reflect the future life expectancy of such buildings.

Accurate predictions of the future, of course, are hard to

obtain.

Most studies of depreciation# particularly depre-.

ciation of real property, are based on historical data. Such

data alone is inadequate for estimating an asset's appro-

priate depreciable life. HiStorical data provides only a

limited and irregular 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 does 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 these 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 components

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 Rosen, Analysis: Real

Estate Depreciation and the President's Tax Proposal

(Princeton University, June 1985), earlier version repri-Ated

in Tax Notes, Vol. 27, No. 3 at 319 (April 15, 1985). Copy

attached as Exhibit A.

(b) Real Property Depreciation
Should Be Fair

In order to establish and preserve a lvel-playing

field for investment, the capital cost recovery schedules



assigned various categories of depreciable propt-. ould be

fair or "neutral".in relation to the schedules assigned to

other categories ot depreciable assets. If the recovery

schedule assigned to other categories of depreciable assets.

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 diaccurage

investment in real property. Such bias should be avoided.

.(c) gsis Indexing Necessary

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 property, 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 depreciation amendments adopted by the

Congress.
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5. Aoollcation of At-Risk Rul to Real Estate

The President'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-iisk 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 activity 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 respect to amounts

protected against loss through nonrecourse financing, guar-

antees and stop-loss or similar arrangements. Lossesdis-

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. In addition to

individuals, the at-risk rule also applies to estates,

trusts, personal holding companies and certain closemly-held C

corporations. Regular C corporations are exempt.

(a) At-Risk Rule Would Change Customary Rell3
Estate Financing

The application of the at-risk rule to real

estate, proposed as an anti-tax shelter measure, would affect

most real estate acti.vities 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 apd gas

drilling and film 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 shelters. Lenders have long been willing to make non-

recourse loans for real estate, looking only to the financed

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 limit 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 entry 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 bq

severe. In any event, it would be likely to alter the wpjl-

established practice of using nonrecourse loans for real

52-228 0 - 86 - 3



estate financing. The tax system would be determining and

changing economic relationships and business transactions.

Application of the at-risk rule to real estate

would make real estate activity more expensive, would reduce

new investment, would reduce the value of present real estate

holdings and wo"Id 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 provide an

incentive to churning because taxpayers would wish to sell

their real property before their amounts at-risk decline to

zero.

(b) &t.r&ig Policy Should not Prevent Related-
Party Pinancina

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 tha use of limited-risk financing to

inflate values artificially and thereby to create an artifi-

cially high depreciable basis in the financed property. A

rule implementing the latter policy would limit a taxp ayer's

basis in property financed with nonrecourse debt. Because it

is assumed thAt unrelated, institutional lenders would obtain

expert, independent appraisals of property for which they



make nonrecourse loans, they would not need to be subject to

the basis restriction. -Instead, the transactions with

greater p tential for abuse, particularly nonrecourse finan-

cing obtained from a related party, would be the object of

such a rule. The discussion in the Analysis 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 if such related party nonrecourse

financing exceeds some unspecified percentage of the basis

claimed.

Such a rule wotild have a disproportionate

impact on real estate compared to other investments because

nonrecourse purchase-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 already has adequate legal auth-

ority to deny deductions with respect to artificially

inflated values. joe, elg., Estate of Franklin, 544 F.2d

1045 (9th Cir. 1976), afLL., 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-

reduction rules are not needed.



Moreover, reduglng the basis of property

Merely because Agnrpcourss relate4-party financing consti-

tutes an arbitrary percentage of the claimed 04sts would be

extremely h4rth and would rgidly limit the amount of non-

recourse 9inanoing which a tgxpay9r cold use to acquire a

property regardless of the property'q real valuR &nd the

taxpayer'. equity investment in an4 personal liability with

respect to the property, Clearly there is less likelihood of

tax-shelter 4b~ep, either through *artificial l9spqs" in

excess of equity an4 personJ liabilities or through basi4-

inflation by IeWA Of rel4te4-party financing, in cases where

a property owner to "At-riq" with resp=L *9 i significant

percentage of b4§ia pn gccouqt of h4 cash inVestment in,

and/or personal ligtlIty with respect to the property, than

in cauos where tbore is no §qtnific4nt cash equity apd/or

pe-rsonal liability. Thgs, if some administrative simpltfica-

tion Is required, it might better b@ provided by creating a

safe-harbor from ony diqallowrce of deductions (whether op

grounds of artificial lqpseof inflated Oasis, or both) in

cases where 4 opectfied pqrpontage of the basis of real

property i, attributable 5Q qAsh and/or recourse 
debt.

(q) At-aijgk Rule Nould Limit.Canltl-_investment

Application of the At-riql would limit the capital

available for invegtmept in regl property. Money now

available for investment on a nonrecourse basis might be



withheld in the future by investors unwilling to assume

personal liability with respect o 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 Linimum 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 $40,000 for joint

returns, $30,000 for single persons and heads-of-household,

and $20,000 for other noncorporate taxpayers), over

(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. In 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 andstraight-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 joint returns

($7,500 for separate returns), $12,000 for heads of house-

holds and $10,000 for single persons. Also, the first

$10,000 of preferences would be excluded from A14TI.

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, eAs

well as the net capital gains preference. However, it would

calculate the depreciation "preference" with respect to real

property placed in service on or after January 1, 1986, on .

more stringent basis. For real property placed In service on

or after January 1, 1986, the AMT preference would be the

amount by which the depreciation deduction claimed under the

new Capital Lost Recovery System ("CCRS"), whetherr goan

accelerated or straight-linebasis, exceeds the deduction

which would be allowable if the property had been depreciated

under the "economic" depreciation system originally proposed
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by the Treasury in its tax reform recommendations, i.e., ove:

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 proposals would be excessive. It assumes that

the 63-year recovery period originally proposed by the

Treasury in its recommendations is equivalent to the real

economic 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" economic life of real

property is uncertain. At most, it appears that the real

life of 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 shell, components have

a 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 CCRS real 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
Overkill

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 Reduction Act of

1984 which have not yet fully filtered through the real

estate market, would be economically devastating. The

interaction of any tax measures which are to become law with

each other and with present law provisions must he thoroughly

evaluated to insure that they are effective without creating
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overkill. 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 life 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.



STATEMENT OF WILLIAM M. MOORE, FIRST VICE PRESIDENT,NATIONAL ASSOCIATION OF REALTORS, WASHINGTON, DC
Mr. MOORE. Thank you, Mr. Chairman and members of theSenate Finance Committee. My name is Bill Moore, from Denver,CO, serving as first vice president of the National Association ofRealtors this year. On behalf of more than 650,000 members of ourassociation, we, appreciate the opportunity to present our views toyou this morning. The realtors of America regard the budget defi-cit as the most serious public policy issue impacting the welfare ofour Nation's economy, and we frankly believe that Congress shouldenact a real deficit reduction as its first priority. We support thePresident's goal of fairness, simplicity, and economic growth; how-ever, we believe the administration's proposal does not reallyachieve these goals. We join with those who fear the administra-tion's proposal would increase the budget deficit, could retardgrowth 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 homeownership be-cause: First, the proposed elimination of the deduction for Stateand local property taxes would raise the after-tax cost of a home byabout $400 for the average family. This, we feel, would likely resultin a 5-percent decline in home value, which is equivalent to ap-roximateiy a 10:percent loss in the lifetime savings of the typicalomeowner. Second, the proposed $5,000 limit on deductions or allinvestment interest, including interest on second home mortgages,would harm primarily middle income second homeowners andwould deal a severe blow to hundreds of local communities thatdepend heavily on the resort, recreational, and other second homeactivity. Even the anticipation of such a provision is already caus-ing cutbacks in job-creating construction and in loss of home valuesin a number of second home communities in many States. And fi-nally, the propored elimination of the mortgage revenue bond pro-gram will thwart the ability of lower income families to becomehomeowners, especially during high interest rate periods. Andsince 1982, the mortgage 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 onrental housing and commercial real estate investment, thus, in ouropinion, increasing rents, creating rental housing and other realestate shortages, and reducing employment. This will occur becauseof the retroactive collection of taxes, on previous depreciation de-ductions, which is triggered without the occurrence of any eventproviding the cash to pay the new tax. This "windfall recapture"provision is totally unfair, and we think it will result in less cashfor job creating investments. The unwise extension of the at-riskrules to real estate fail to recognize the measurable value of realestate- in comparison with nonreal estate investments. It wouldreduce investment, particularly from smaller investors. Potentialabuses in lending practices can be eliminated by requiring arm'slength loans in order to qualify for the at-risk exception, whichTreasury has suggested. The $6,000 limits on the deductibility ofpassive net investment interest would reduce investment, particu-



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 letme make it abundantly clear that our association stands ready tohelp and do our share in working toward a deficit reduction and a
balanced budget. Tax changes should foster economic growth andthus 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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I. Introduction

I m WilliUm M. Moore from Denver, Colorado, First Vice Prasident of the
NATIONAL ASSOCIATIOh OF REALMDRS8. On behalf of the more than 650,000 members
of the NATIONAL ASSOCIATION OF REALTORSS, ve appreciate the opportunity to
present our views on the impact that the President'. tax proposals would have
on real estate and the overall economy.

We regard the tax Increase and tax decrease proposals contained in "The
President's Tax Proposals to the Congress for Fairness, Growth and Simplicity"
to be a revolutionary piece of legislation with the potential for dra-atic
impacts on the economic vell-being of our country. However, before presenting
our Yievs in general on tax revision and our detailed economic analysis of the
President's proposals, ve futel compelled to state that, in our -iiaw, the most
significant issue facing otu country today is not tax reform b~ut soaring,
uncontrolled federal budget deficits vhich are a darkening cloud on this
nation's economic horizon.



I. Overviv

* Changes In tax law should promote capital formation which is essential
for economic growth and international competitiveness. The Reagan
Administration asserts that their proposal will promote more rapid
economic growth. Hove-er, our analysis as well as that of numerous
other analysts demontrates that the President's proposal finances a cut
in personal tax rates by Increasing taxes on all forms of Investment.
The result of this shift in tax burdens would be a change in the
composition of Gross National Product (GNP) toward consumption and away
from Investment. This lower level of capital formation would result In
slower growth of the economy, slover growth of labor productivity, and
lower living standards for the average American family. (See Appendix A)

Table 1

Impacts of the Reagan Tax Proposals
(Z Change from Baseline Except where Otherwise Noted)

1986 1987 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 -$510 -$730 -$900

Employment 0.0 - 0.5 - 0.6 - 0.5 - 0.5 - 0.1

Labor Productivity - 0.2 - 0.5 - 0.6 - 1.0 - 1.2 - 1.8

SOURCE: NATIONAL ASSOCIATION OF REALTORSO.



Tax revision should mot increase the Federal deficit! The Treaesry
Department he testified that the President's proposal is revenue
neutral or that it raises the same anount-of federal revenues as current
la and so voa:ld not add to the deficit. However, the Treasury
Department's own projections indicate that the proposal would raise $12
billion less than current lay over the first five years after
enactment. Moreover, Treasury officials have conceded that their
revenue estimates could be off by 10 percent or about $70 billion in the
first years after enactment rising to $100 billion in five years.
Further static analysis 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 billion
less than current law over the first five years of enactment with
possible larger shortfalls in later years. Even if the Treasury's
static revenue estimates vere correct, dynamic analysis indicates that
the annual deficit could increase as much as $30 billion per year in 3
to 5 years after enactment due to slower growth of the economy, adding
another $100 billion to the federal debt in five years. (See Appendix A)

Table 2

Impact of Reagan Tax Proposals on Federal Revenues
and the Defizit

(Percent Change from Baseline Except where Otharvise Noted)

1986 1987 1988 1989 1990 1995

Federal Revenues - 0.6 - 2.5 - 2.8 - 3.0 - 2.9 - 5.2

Personal Tax - 6.7 - 7.5 - 8.0 - 7.4 - 7.4 - 7.2Corporate Tax 1.0 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) 5 24 28 31 30 73Cumulative Dollars (Billions) 5 29 57 88 118 "390

SOURCE: NATIONAL ASSOCIATION OF REALTORS0.



Tax revision should end the current tax discrimination against

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

traditionally endorsed the notion of tax neutrAlit'. where income from

all types of assets faces the sane effective tax rate. Nonetheless, it

is clear that under the Reag.an proposal the tax code would continue to
favor short-lived assets, such as equipment, and disfavor long-lived

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 Inventories Equipment Structures Equipment

Current Law I/ 35% 46% -42 392 --

Treasury 1 262 272 252 26Z 4%

Reagan Proposal 25% 32Z 172 24% 412

i/ Assumes 52 inflation, 5 year depreciation period and the investment tax
credit for equipment, and an 18 year depreciation period for structures.

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

SOURCE: The President's r., Proposal to the Congress For Fairness, GrowthL
and Simplicity, Table 7.01-13, page 159, May 1985.
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9 Tax revision should' provide greater incentives for saving. The Reagan

-Aministration states that their proposal would promote a higher savings

rate through lover marginal tax rates and an increase in the maximum

spousal IRA contribution to *2,000. However, several business leaders

and economists have concluded that there are many anti-saving features

of the President's proposal Including increased taxes on investment,

lover maximum 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, offsetting the impact

o! lover marginal tax rates and forcing interest rates higher than they

otherwise vculd be. (See Appendix A)

Table 4

Impact 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

A&& 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

SOURCE: NATIONAL ASSOCIATION OF REALTORS*.



77

* Tax revision must be adopted gradually and provide extensive transition
rules. A number of economists, including Martin Feldstein, a former
chairman of President ReagAn's Council of Economic Advisors, have
testified that the anticipation of tax changes has already distorted
investment decisions and that if the President's proposal were enacted.
there is a strong likelihood of a recession in 1986. Faced with
elimination of the investment tax credit (-ITC), investors tn equipment
are encouraged to accelerate their Itvestment spending into 1985. This
is providing an added boost to the economy now but is likely to be
followed by a sharp drop in equipment investment in 1986. Investors in
long-lived assets are already scaling back their investment plans in
anticipation of greater taxes on long-life assets and losses of greater
than 10 percent on existing assets from the Administration's proposal.

Importantly, we support the suggestion of a slow phasing-in of tax
decreases and increases. While some transition rules are provided in
the President's plan (for example, the "10 year' phase in on the
interest deductibility limit), these are far from adequate t protect

previous investment decisions, whetherClready completed or
substantially in the works. An incremental approach to tax revision is
prudent and responsible. One need only reflect on the events
surrounding recent changes in the tax law relating to automobile record
keeping and imputed interest to appreciate the potential problems that
co'ild result from sweeping changes in the tax code.



* A revised tax code should not discourage homeowneship. The

Administration 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 mortgage revenue bonds on the grounds that such

bonds benefit private Individvals r.ither than the public at-large and

that they erode the income tax base and raise the interest rate on bonds

issued 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 1400

or about 5 percent. This increase in aft,--tax cost could result in a

loss of value of the property of about 5 percent, eroding the average

homeowners life savings by 10 to 15 percent. (See Appendix C)

The impact on after-tax homeownership costs and on home values will vary

irom 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, lit Louslana average after-tax homeownership c.sts would rise

just $20, resulting in a 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 $10,540
Tax Savings (S) 1,664 1,292 726
After Tax Cost () 8,876 9,248 9,814
Change in Cost ($) -- 372 933 40%
Change in Cost (%) -- 4.2% 10.6%
Change in Value ($) -- -3,791 -8,63 44%
Charge in Value (2) -- -4.5%_ -10.2%

SOURCE: NATIONAL ASSOCIATION OF REALTORS®.



It should also be noted that nearly 90 percent of tax returns claiming

real estate property taxes as an itenized deduction are joint or other

family returns, while over 60 percent also clal dependent exemptions.

(See Appendix G) Thus repeal of property tax deductibility _i an

anti-fanily proposal.

Also alarming is the fact that a typical hoaebuyer vould find his

federal tax burden rise under the Adainistration's proposals, further

discouraging homeownership. For example, a typical middle-incoe

two-oearner family of four that recently purchased a home would find

their federal tax burden rise by about $330 or 15 percent under the full

Reagan proposal. I contrast, if the same family rented their home they

vould likely see their federal tax burden fall by about $740 or 20

percent. Thus, the Administrations proposal vould likely result in a

continued decline in the homeownership rate in this country, driving us

into a nation of tenants. (See Appendix R)

Table 6

Impact of full Peagan Proposal on Federal Tax
Burden of Typical Middle-Incoe Two-Earner

Family of Four

Homeowner Renter

(Mee) T3 () (70) -20

Federal Tax Burden +332 +15 -740 -20

SOURCE NATIONAL ASSOCIATION OF RZALTORSO.
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0 Mortgage revenue bonds provide a countercyclLcal effect during period* of

high interest rates. During the 1982-1984 period, MRs helped over

500,000 families with incomes typically below $30,000 to become

homeowners. These individuals likely could not afford to own their own

home at the then high interest rates. Even at today's lover interest

rates loss of mortgage revenue bond financing would raise the after-tax

cost of a $50,000 hose by 17 percent or $840 while the full Reagan

proposal would raise that cost by 21 percent or over $1,000.

Some mechanism should exist to improve the ability of lower income people

to become homeowners. Outright repeal of the program is too far-

reaching. Also, some sort of economic trigger mechanism, such as the

applicable federal rats or interest rate, could be implemented that will

determine when KRBs are issuable. This will preserve the necessary

countercyclical effect to high interest rates that MSs provide.

At the very least, the mortgage credit certificate (MCC) should be

preserved since it was just recently implemented and no bond issuance is

necessary for its implementation. Instead of an agency Issuing

tax-exe-pt bonds to provide below-sarket rate mortgages, KCCe 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 II

1986 Current
Law W/O MR

1986 Current 1986 Current Financing and Full
Law with MRB Law W/O NRB W/o Property Reagan
Financing Financinj Tax Deduction Proposal

Before-Tax Cost $5,200 $6,200 $6,200 -$6,200
Interest $4,200 $5,200 $5,200 $5,200
Property Tax $1,000 $1,000 $1,000 $1,000

Marginal Tax Rate 16% 162 162 15%
Tax Savings $245 1405 $245 $180
After-Tax Cost $4,955 $5 795 $5,955 $6,020
Change in Cost (6) -- 840 41,000 $1,065
Change in Cost (7) -- 172 202 212

VJ Example assumes a joint tax return with four exemptions. Hose is financed

with 20 percent dowapayment and a fixed rate, 30 year mortgage for the remaining
80 percent of the purchase price; MRB financing at 10.52, conventional financing
at 132. Property taxes are 2 percent of the home value.

SOUVEs NATIONAL ASSOCIATION OF REALTORS0.
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Second home mortgage interest deductions vould be limited under the

Reagan proposal by Including second home interest with other personS1

interest and limiting the total, to $5,000, plus passive investment

income, after a phase-in. The rationale for this limitation Is that a

second home is "extraordinary consumption- enjoyed by a relatively fey,

high-income households which should not be subsidized by the government.

Analysis indicates that the loss of property-tax deductibility and

limitations on mortgage interest would cause the after-tax cost of the

typical $60,000 second hoe to rise from 25 to 60 percent depending on

the circumetances of the taxpayer who owns or is considering the

purchase of a second home. This has the potential of reducing second

home property values 20 to 40 percent and depressing the economies of

many second or vacation home cmunities which exist in nearly every

state. (See Appendix I)

It is also important to note that a Federal Reserve Board survey reveals

that in 1983 over 60 percent of Americans who owned second homes had

incomes of $30,000 or less. In fact, it is these low- and middle-income

families who are second home owners who would be adversely impacted by

this provision.

Table 8

Households Owning Seasonal Residences by Income: 1983 1/

Households
Owning Seasonal Percent of Percent of Average Value

income Class Residence Total Seasonal of Seasonal
,* thousands) (f thousands) Hou,;eholds Residences Residence

0 - 10 581 1.7 26.6 $14,800

10 - 30 740 1.9 33.9 $10,600

- 50 351 2.3 16.1 $13,700
s0 - 100 362 8.7 16.6 *43,300
Greater than 100 149 18.9 6.8 $94,900

Total 2,183 2,4 -_ i00.0 $58,600

if The definition of seasonal residence includes mobile homes and tine
sharing units.

SOURCE: 1983 Survey of Consumer Finances.
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* Tax revision should not discourage investment in rental residential

and commercial real estate. Rental residential and commercial real

estate lovestuents vould become less attractive under the Reagan

proposal due to a number of key provisions reduced depreciation

allovances, a change in capital gains treatment, ililtations on

interest deductions by certain types of investors, extension of the

at risk rule to real estate; and numerous others. (See Appendix J)

These changes would reduce the yield on a typical commercial

structure from 17 percent to 60 percent (See Appendix K) vhile the

lield on a ne lov-incoue rental residential property would fell 50

to 130 percent (actually turn negative in sOm cases). (See Appendix

L) In the short-run these extreme declines tn yield would result In

abrupt declines in naw investment and sharp 4eclines in the value of

existing properties. Over the long-run the decline In investment

could produce rent Incteases for both renting houeebold and business

tenants rangIng from 10 percent to 40 percent.

Table 9

Potential Impact of Reagan Proposal on Commercial and Rental Residential
Real Estate Investments

(Percent Change from Current Lay, Mortgage Rates Unchanged)

Investment Long-Term Change in
Yield Rents Value

Typical Commercial -17% to -60Z +8Z to +302 -142 to -402

Typical Nev Lov-Income -502 to -1302 +151 to +42% -302 to -702
Rental Residential

SOURCEs NATIONAL ASSOCIATION Of REALTORSe.
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1. Retroactive Depreciation Tax

The proposal would deny taxpayers who claimed "excess" depreciation
vriteoffs between 1980 to 1985 the windfalll' benefit attributable ta
the reduction in tax rates. Taxpayers with less than *400,000 of
total depreciation deduction during 1980 to 1985 vould be exempt from
the tiules. Forty percent of depreciation actually taken during 1980
to 1985 in excess of vhat could have been taken under 40 year
etraight-lint depreciation would be automatically included in income
between 1986 to 1988. The first $300,000 of this excess is further
exempt. It is important to note that this provision is effective
without any disposition of the asset so the taxpayer must pay the
additional tax out-of-pocket or borrow.

For example, a $3 million property placed in service in 1981 and
depreciated over 15 years using the straisht-line method would have
yielded 1 aillio-a in total depreciation expense between 1981-1985.
Since this is in excess of the *400,000 threshold, the taxpayer suet
compute his excess depreciation. The *3 million property depreciated
over the 40 year earnings and profit method would yield $375,000 of
depreciation expense between 1981-1985. The excess depreciation

(*1,000,000 - $375,000) equals *625,000.- Subtract from this the
*300,000 exemption, and you have a net excess of *325,000. Forty
percent of this excess, $130,000, is includein income over 3 years
1986-88 at 12X in 1986, 122 in 1987 and 16% in 1988. This seans
*39,000 will be iLputed to t.he tarpayers income each of the first 2
years for an increase in tax (assuming a 352 bracket taxpayer) of
*13,650 for each year. Xn the third year $52,000 ill be Imputed to
ic.oue for an inreua tax of $1,200.

This shovs that even a nodeskly priced real estate investment ill
cause Significant tax increase to investors. This tax I'crease is
exacerbated by th fact that the rule operates automatically, not
when the asset Is sold, forcing the taxpayer to pay the extra tax

out-of-pocket.
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2. Limitation on Interest Iduction by .Individuals. The ?teesdent
proposes to limit the investment interest deduction to 45,000 plus
passive investment income. T6isoa me that all deductible Interest
eggense vill be lUnited to: interest on a taxpayer' principal
residence; 45,000 of interest on consumer includingg Interest
expenses incurred to purchase a second hase, car, education loms
etc.) and Investment interest (investment interest under this 65,000
cap gould include the interest expenses of Section 1231 "nat-Uased
property, as under current law, and in expanded to include fntereet
expeme passed through free limited partnership inveatents). This
45,000 cap is Increased by any passive "investment Incame" received
by the taxpayer -- such as interest, dividends, etc. Interet
expense for properties owned by sole proprietors at general
partnerships would generally not be subject to this limitations

provision discriminates heavily in favor of !Malth, tImsavrn.AMAML
middle class mericans who must bwrow sone to inveSt ied el

estate. This is because the proposals allow mealthy taxpayere who
have other 'investment income" (such as income fram trusts, Sto&

investments, etc.) to increase the proposed $5$,000 Interest cep.
Only average wage earners who do not have the luxury of ex=ass
investment income will be severely impacted and discourage" rot
making a modest investment into a real estate United pertanrship.
This result could shift the ownership of real estate back, as it wea

sevsral decades eSo, into the hands of the walth# and large
corporatLons.

In our view, interest expenses paid by investors, limited
partnerships o sub S corporations we real business *bats to the
taxpayer and are not "tax-sheltered paper losses". By disallowin

the deduction for these real costs, the PreoLden's proposal has the
effect of increasing the cost of investment, thus affecting capital
formation by reducing the capItal availability fo rav investment.



3. Change in Depreciation Schedule for Structures. Under the

President's proposal a new depreciation system called the Capital

Cost Recovery System (CCIS) would replace the current ACIS 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 real property basis rather than the 5.5 percent

(straight-line) or 10 percent (ACKS) of current law. At current

inflation rates CURS would provide only about 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 discourage such investment in the future and

thus lover the nation's capacity to grow.

Table 10

Depreciation Allowances for Structures Per $1,000 Investme u

Current Law CCRS (Reagan)

Cumulat ive
Present Value Cummulative 1 Diff. 2 Diff.

Present From From
Year ACRS St. Line Value AILS St. Line

1 $50 $30 $20 -60.01 -33.31
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

First year allowance assumes an asset is placed in service by a calendar
year taxpayer on July 1. without regard to the aid-month convention.
Cumulative present value calculation assumes a real interest rate of 8
percent and an inflation rate of 5 percent.

SOURCE: NATIONAL ASSOCIATION OF REALTORSO.
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4. Chiged Capital Gains Treatment. For nondepreciable asses such as

stocks and b)nds, the Reagan proposal would reduce the current 60
percent exclusion to 50 percent. With lover sarginaltax rates the

effective capital gains tax rate for individuals would be reduced

from 20 percent to 17.5 percent. Despite this lover effective tax

rate, capital gains on this type of asset would be more heavily taxed

relative to ordinary income under the Reagan proposal than under

current law.

Depreciable assets such as structures would not be eligible for this

50 percent exclusion. However, when computing the capital gain on a

depreciable asset the inflation-adjusted depreciation base rather

than the original basis or cost vould be used. The impact of this

change is that if a property appreciates at roughly tha overall rate

of inflation, capital gains tax would probably be less than if it

were competed with a 50 percent exclusion. However, if the property

is a visa Investment and appreciates 3 or *ore percentage points

faster than the overall inflation rate, the tax would be more than if

computed with a 50 percent exclusion. Consequently, average and

above average real estate investments would be taxed at a rate

greater than financial assets that appreciated at a similar rate.

This discrimination against long-life assets is unwise and

uujustified.

Table 11

Comparison of Indexing versus 502 Exclusion Capital Gains Treatment 1'
Overall Inflation Property Appreciation Tax

Rate Rate .daxina Exclusion

5% '02 -22,011 0
52 52 0 11,006

52 8.5X 22,100 22,100

5% 10 33,770 27,890
52 152 84,583 53,297

I/ Example based on a 100,000 property held for 10 years by a taxpayer in the
35X tax bracket. For simplicity the effete of depreciation, property
taxes, selling expenses and the alternative minimum tax, if any, are 13nored,

SOUKE: NATIONAL ASSOCIATION Of R]A4LTOKS,.
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5. At-Rick hales Extended to Real Estate. The President proposes to
extend at-risk limitations to real estate. Under current lav, the

loss a taxpayer say deduct from a noa-real estate investment is
limited to the mount the taxpayer has at-visk vith respect to the
investment. Rssencially, this means investors can claim losses only
up to the cash-plus mortgages for vhch the Investor is personally

liable.

The reason real estate has not been included is the fact that real
estate is taxable and its value can be careflly appraised for both
lender and borramr to understand the degree of risk. Further,

because of this fact, end because of practical business -

oonsiderations, the historical method of financing real estate,
whether hec sinS or commercial investment, has included non-recouse

debt. .

The underlying tax-treatment of an es3set should not be altered by the
type of financing used. Arbitrarily extending the at-risk rules to
real estate slows down the tax vritoffs for assets that are
debt-financed as opposed to equity-financed. This exacerbates the
notitiutrality of the tax system and distorts the marketplace.

-Ths Alnistration has opened the door in its 9roposal to an
exsaptton from the at-risk rules for real *state financed through a
third party lending Inetttution, thus asaurin ars-length

arranomitets. Such an ezeption would effectively liit potential
abusive transactions that involve seller fiancing where the basis is
artificitlly Inflated for capital gains and depreciation purposes.
Non-ebusive transactions could, therefore, be exempt from unnecessary

and uuis extension of the at-risk rules.
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6. aal of Tax-Eteupt Statue for Industrial DevuloMeent Bonds. The

President's plan proposes to repeal the tax-exeapt status of

indwutrial development bonds. Private purpose bonds, however, have

had strict limits placed on them in 1980, 1982 and 1984. Further

limits do not sem necessary or fair.

IDBs plsy an important role in financing loy income rental housing.

IDB ta eaxeapt status could be preserved for use for low Income

rental housing and during times of recessions or high interest

period.

7.Repeal of Qulified Rehabilitation Tax Credit. The President

proposed to r-peal the rehabilitation tax credit for qualified old or

historic: buildings. Depending on the age of the building, credits

are available of 15 percent, 20 percent or 25 percent. The President

claims no evidence exists to prove the credits are an appropriate

incentiYv for rehabilitation for older buildings when compared to the

incentis available to rehabilitators of never buildings. -Hovever,

the credits are useful to deteriorating areas in promoting stability

and economic vitality. This Is particularly imprtant to cities in

the Northeast and North Central. Also, initial tax revenue loss

attributable to the tax credit is made up in some areas over two and

one-half tims within five years by increased revenue generated at

state and local levels. This is the same revitalization effect that.

Enterprise Zones are predicted by the President to have on distressed
areas.



8. Capitalization of Constr action Period Interest. The President

proposes to capitelize, as part of the cost of constructing a

residential or commercial project any interest paid or incurred

during the construction period. This proposal would require

construction period Interest to be included in the basis of the
project and recovered by allowances for depreciation. Since the

President's plan would lengthen the recovery period for depreciation

of structures from 18 years (15 for low-income housing) to 2$ years,

the proposed treatment of construction period interest would man-

that construction period interest, which under current law is
mortised over ten years (and deducted currently for low-income

housing), would be recovered over the lengtheid cost recovery period

for real estate. Moreover, the President's plan does not provide any

special treatment for lov-income housing. The proposal regarding

construction period interest will increase the costs of rental

housing and comercial real estate, cause increases in rents for both

residential and comercial tenants,-and contribute to higher rate of

unemployment in the construction industry.
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Mactoeconomtc Impacts of the eaSan Tax Reform Proposal
(z Chnge from seline Ecept wbhre Otherwise Noted)

Income Per Household (85 8's)

Employment

Labor Productivity

Inflation (2 point change)

Real Consumption

Real Fixed Investment
Rasidntial
Nonresident ial

Equipment
Structures

Housing Starts
Sinile Family
Hulti-Faily

existing Rome Salls

Value of the Stock of
Single Family Hoses

ffective Mortgage ?Ate
(Z point change)

Aa Bond Rate
(I point cbanme)

3 Month T-Bill Rate
(Z point C)dasg)

Rental Cost of Capital
Structures
Equipwant

Federal Deficit
Dollars (billions)
Crealative Dollars (billions)

Federal Revenues
-Personal TaxCorporate Tax

1986

- 0.2

-W5

0.0

- 0.2

0.0

0.0

- 1.3
- 3.0
-0.8
-0.9
-0.4

- 7.0
-6.3
- 8.5

-8.0

1987

- 1.0

-$200

- 0.5

- 0.5

- 0.1

- 0.4

- 3.7
- 6.3
- 3.0
- 3.6
- 1.4

- 8.6
-7.9
- 9.9

- 9.0

1988

- 1.0

-320

- 0.6

- 0.6

- 0.2

- 0.4

- 3.9
-5.1
-3.5
-4.3
-1.6

-5.9
-5.3
-7.0

-8.0

1989

- 1.3

-$510

- 0.5

- 1.0

- 0.3

- 0.6

- 3.7
- 4.5
- 3.5
- 4.2
-1.6

- 5.4
-5.2
-5.9

- 7.0

1990

-1.3

-$730

- 0.5

- 1.2

- 0.4

- 0.7

- 3.1
- 4.3
- 2.8
- 3.2
-1.6

-5.3
- 5.0

6.0

- 6.0

1995

- 0.5

-$900

- 0.1

- 1.8

- 0.2

0.0

- 2.0
- 3.9

- 1.9
- 1.0

- 4.1
- 3.9
- 4.6

- 5.0

-10.0 -10.2 -10.7 -11,2 -11.5 -10.5

0.22 0.35 0.37 0.41 0.45 0.77

0.20 0.29 0.31 0.36 0.39 0.72

0.17 0.25 0.27 0.28

2.7
10.3

2.6
$

- 0.6
-6.7

31.0

2.5
8.2

13.1
24
29

-2.5
-7.5

16.1

2.5
7.5

16.3
28
57

- 2.8
- 8.0

17.9

2.4
6.9

17.5
31
88

- 3.0
- 7.4

16.7

0.33 0.66

2.1
6.1

17.2
30

118

- 2.9
- 7.4

21.0

2.0
4.2

37.5
73

390

- 5.2
- 7.2

1.6

SOUICIs NATIONAL ASSOCIATION OF .S TOS#.
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Appendix i
Comparison of Tax Provisions ImpactinS After-Tax Homeovuership Cost@

Under Current Law ead the Reagan Proposal

flUSOM KAR0DIAL
TAX RATES

RTEKPTIOK9

Self, spouse
Dependents
Elderly
Blind

ZWBRIACIET AMOUNTS
Single
Joint
Heads of ousehold

M=D RATE JACuS,
RXIPTIOHS, AND ZIA

PE&bOAL DEDUCTIONS
ortgaSe Interest
Principle Residence

Secondary itsie1nce

1986 Current
Law

14 rate brackets
from 11 to 50z

$1,080
*1,080
$1,080
$1,080

$2,480
13,670
02,480

R ea n Proposal

3 rate brackets
15X, 252, 35Z

$2,000
*2,000
Creek it
Credit

62,900
4,000
$3,600

yes Treated as other
personal interest.

yes
Investment
interest limited
to *10,000 over
investment incois.

Laited to *5,000
plus passive
investment income.
(Expanded defini-
tiog of interest
subject to limit)

Real Property Taies

State and Local
Income Taes

Medical Expenses

C haritable
Contributions

Two-Earner Deev,:tion

Yes, above 52 of AGI

Yee, for itemitere
and nonitemisers.

Yes, 102 of lover salary.

Tee, above 52 of ACI

Deductible for
itemses but not for
Gonitemisers.

Other personal
interest



Appendix )(catiou")

1986 Current
Lay

PINGI BEEFlTS

Rdalth Insurance

Group-term life

insurance

Other

OTWEZ INDIVIDUAL ITEMS

Rollover of Capital
Gains on Principal
Residence

Ona-tima Exclusion
on Capital Cains
on Principal
Ljteidenc e

Income Averaging

MUNICIPAL BONDS

Public purpose

Private purpose

Not taxed

Premiums for insurance
over $50,000 taxed.

Not taxad

Capital gain tAX
deferred if seller
purchases another
residence costing
at least-as much as
the one sold within
tvo years.

One-time exclusion
exclusion of gain up
to 1125,000 on sale of
principal residence
for taxpayers 55 or older.

Tax-exempt

Tax-exempt

Re a n Proposal

fitrt $120 of premiums
per year for individual
coverage *300 for
family coverage taxed.

Premiums for insurance

over $50.000 taxed.

N6ot taxed

Same as current lay.

Tax-exempt

Taxed

SOURCIi NATIONAL ASSOCIATION Of REALTORSO.



Appen~ix C

Determination of tle Impact of the
Loss of Property Ta Deductibility on

the AFter-Tax Cos, and Value of
an J85,000 Owner-Occupied Home -/

Case I

1986 Current
Law Without

1986 Current Property Tax
Law Deduction

Before Tax Cost (*)
Tax Savings ($)
After Tax Cost (i)
Change in Cost C*)
Change in Cost (2)
Change in Value (i)
Change in Value (2)

Caae II

$10,540
1,664
8,876

*10,540
1,292
9,248

372
4.2%

-3,791
-4.5%

Reagan
Proposal with

1986 Current Property Tax
Law Deduction

Before Tax Cost (i)
Tax Savings (W)
After Tax Cost (I)
Change in Cost (*)
Change in Cost (2)
Change in Value ($)
Change in Value (2)

J10,540
1,6(4
8,876

$10,540
981

9,559
683
7.7%

-6,480
-7.6%

Full
Reagan
Proposal

t)0,540
726

9,814
938

10.6%
-8,653
-10.?2x

Loss of Property
Tax Deductibility

as a Percent
of Total Impact

Loss of Property
Pull Tax Deductibility

Reagan as a Percent
Proposal of Total Ipact

J10,540
726

9,814
938 27%

10.6%
-8,653 25%
-10.2%

Al. examples assume a 20 percent downpsyment, a 30 year fixed rate
mortgage with a 13 percent interest rate, and property taxes equal to 2
percent of the home value. Required income assames 25 percent of income
is devoted to principal and interest payments. All tax calculations
assume a Joint return with four exemption.

SOURCEE: NATIONAL ASSOCIATION OF REALTORSM.

52-228 0 - 86 - 4
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ApEndiz D

Total Impact of Reagan Projosal or, After-Tax lkaevnmerahip Cosca
and Hoe Value by State

State

Alabama
Ala ska
Ar ir o rA
Arkaeaa
California
C;olorado
Connect icut
Delaware
Districc of Colljotia
Florida
Georgia
Hawaii
Idaho
Illinois

Iro its
Iowu
Ka nsa a
Kentucky
LouLisana
Maine
Xarylaad
Massachuset ts
ichigan

Minnesota
issialsppi

Missouri
Montana
Nebraska
Nevada
New Hapshire
?-v Jersey
Ne Mexico
New York
North Carolina
North Dakuta
Ohio
Oklahoma
Oregon
Tenraylvania
Xt.od* Iglerid
South Carolina
South Dakota
Tennrw aee
Teas
Utah
Vermont
Virginiaa
Washington
W0Ct Virginia
Wisconsin
Wyoing

Aver ege
Home Price
Lollars)

56,500
136,700
85,000
57,800

121,700
90,700

118,800
79,600

133,600
76,100
83,700

158,300
58,100
95,800
70,800
68,800
68,800
66,100
72,500
67,000
94,200

101,300
79,900
81,300
61,400
64,100
46,600
62,700
93,800
87,100

110,000
60,500
95,300
65,800
70,800
84,800
73,800
68,700
56,100
86,600
78,100
56.200
71,900
85,o0
85,8 0
65,500
91,900
80,900
54,400
87,600
60,500

Average
Property
Tax Rate
(PecSent)

0.42%
1.06
0.71
1.29
1.05
0.95
1.60
0.76
1.17
0.92
1.16
0.60
1.02
1.72
1.23
1.67
1.00
1.02
0.14
1.52
1.38
1.85
2.68
0.85
0.82
1.09
1.17
2.12
0.68
2.23
2.54
0.90
2.66
0.96
1.26
1.15
0.89
2.27
1.71
2.01
0.85
1.75
1.17
1.36
0.97
1.67
1.28
1,03
0,68
1.90
0.45

Average Increase
In After-Tx Home-
ovnership Cost
(Percent-Dollars)

2.8%
18.0
9.0
4.1

11.6
5.9

13.1
8.7

18.3
8.8
9.7

17.3
3.7
7.8
6.9
7.5
6.4
6.3
5.1
7.2
7.0

13.1
12.0
9.0
3.5
6.3
2.9
7.8
5.2

14.5
15.1
3.6
9.8
6.2
7.0
9.8
8.6
8.4
4.7

14.0
8.8
4.7
b.9

10.2
9.5
7.3
6.7
9.3
3.1
8.1
2.9

4200
2, OCO
700
300

1,200
500

1,400
700

-2,000
600
800

2,100
200
700
500
500

400
400
300
500
600

1,300
1,000

700
200
400
100
500
400

1,300
1,600

200
1,000
400
500
800
600
600
300

1,200
700
300
500
900
80
500
600
700
200
700
200

Average
Decline In
Hme Value

Percent-Dollars)

-3.0% -41,700
-16.5 -22,600
-8.8 -7,500
-4.3 -2,500

-11.4 -13,800
-6.3 -5,700

-12.6 -14,900
-8.7 -6,900

-16.7 -22,400
-8.7 -6,600
-9.5 -8,000

-15.8 -25,100
-4.0 -2,300
-8.0 -7,700
-7.0 -5,000
-7.5 -5,200
-6.6 -4,500
-6.5 -4,300
-5.3 -3,800
-7.3 -4,900
-7.3 -6,900

-12.8 -13,000
-11.4 -9,100

-8.9 -7,200
-3.7 -2,300
-6.5 -4,200
-3.2 -1,500
-7.9 -4,900
-5 6 -5,200

-13.4 -11,700
-14.3 -15,700

-3.8 -2,300
-9.8 -9,400
-6.4 -4,20U
-7.1 -5,000
-9.5 -8,100
-8.6 -6,300
-8.3 -5,700
-4.9 -2,800

-13.1 -11,300
-8.7 -6,800
-4.9 -2,800
-7.0 -5,000
-9.9 -8,400
-9.3 -8,000
-7.4 -4,900
-7.1 -6,500
-9.2 -7,400
-3.4 -1,800
-8.4 -7,300
-3.2 -1,900

SOURCE: NATIONAL ASSOCIATION OF REALTOR$S.



Impact of Loss of Property Tax Deductiblilty on After-Tax Homeownership
Coats and on Home Values by State

(Case 1: 1936 Current Law Without Property Tax Deduction)

Average Average Increase Aversge

Average Property In After-Tax Rm- Decline in

Rkae Price Tax Pace ownership Cost Home Value

State (Dollars) (Percent) (Percent-Dollars) (Percent-Dol lares)

Alabama $ 56,500 0.42Z 0.8% $40 --0.8% -J480

Alaska 136,700 1.06 5.0 5 rk -5.. -7,340

Arizona 85,000 0.71 1.9 150 -2.1 -1,770

Arkansas 37,800 1.29 2.2 130 -2.4 -1,370

Clifornia 121,700 1.05 4.0 420 -4.3 -5,260

Colorado 90,700 0.95 2.9 240 -3.2 -2,860

Connect icut 118,800 1.60 5.8 630 -6.2 -7,320

De )aware 79,600 0.76 2.0 150 -2.2 -j,770

District of Columbia 133,600 1.17 5.4 590 -5.8 -7,800

Florida 76,100 0.92 2.4 180 -2.6 -2,010

Georgia 8,700 1.16 3.0 240 -3.2 -2,710

Hawaii 1:8,300 0.60 3.0 360 -3.2 -5,120

Idaho .f,10c 1.02 1.7 110 -1.9 -1,120

Illinois 93,80 1.72 4.9 460 -5.2 -5,010

Indiana 70,&W0 1.23 2.6 -- 190 -2.9 -2,050

Iowa 68,800 1.67 3.5 250 -3.8 -2,530

Kaowaa 68,800 1.00 2.2 150 -2.4 -1,660

Kentucky 66,100 1.02 2.2 150 -2.5 -1,620

Louisiana 72,500 0.14 0.3 20 -0.4 -270

Maine 67,000 1.52 3.2 2210 -3.5 -2,330

Marylan d 96.200 1.38 4.0 360 -4.4 -4,100

Mas achu set ts 101,300 1.85 6.5 620 -6.9 -7,010

Michigan 79,900 2.63 6.1 540 -6.4 -5,110

Minregota 81,300 0.85 2.2 170 -2.5 -2,000

Mississippi 61,400 0.82 1. 4 90 -1. 6 -970

is cur1 64,100 1.09 2.3 150 -2.6 -1,670

MontA na 4(,600 1.17 1.7 90 -1.9 -880

Nebraska 62,700 2.12 4.2 290 -4.6 -2,860

Nevada 93,800 0.68 2.1 180 -2.3 -2,190

Now H" pehire 87,100 2.23 6.1 540 -6.4 -5,600

-Nea Jersey 110,000 2.54 8.6 920 -8.8 -9,700

New Mexico 60, 500 0.90 1.6 1c0 -1.7 -1,040

New York 95,300 2.66 7.1 710 -7.3 -7,000

North Carolina 65,800 0.16 2.1 140 -2.3 -1,530

North Dakota 70,800 1.26 2.7 203 -3.0 -2,090

Ohio 84,800 1.15 3.0 240 -3. 2 -2,730

Oklahoma 73.800 0.89 2.3 160 -2.6 -1,890

Ovegon 68,700 2.27 4.5 340 -4.8 -3,300

PenrAylvania 58,100 1.71 2.8 160 -3.0 -1,750

Rhodt Island 86,600 2.01 5.6 %90 -5.9 -5,130

South Carollna 78.100 0.85 2.2 170 -2.5 -1,920

South Dakota 56.200 1.75 2.8 180 -3.1 -1,720

Tennesslce 71,900 1.17 2.5 190 -2.8 -1,990

Texan 85,300 1.36 3.4 290 -3.7 -3,170

Utah 85,800 0.97 2.5 210 -2.8 -2,170

Vermont 65,50 1.67 3.5 240 -3.8 -2,4.0

Virginia 91,900 1.23 3.8 330 -4.1 -3,760

Washington 50,900 103 2.7 210 -2.9 -2,360

West Virginia 54,400 0.68 1.2 70 -1. 3 -720

Wisconain 87,600 1.90 5.3 470 -5.7 -4,970

W oming 60,500 0.45 0.8 50 -0.9 -550

SOURCE: NAICNAL ASSOCIATION OF RFALTORSD.
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Appendix F

Impact of Loss of Property Tax Deductibility on After-Tax Homeownership
Costs and on Home Values by State

(Case It: Reagan Proposal vith Property Tax Deductibility)

Average Average Increase Average

Average Property In After-Tax Hcae Decline in
Roe Price Tax Rate ownership Cost Hoae Value

Stato (Dollars. (Percent) (Percent-Dol lars (Percent-Dollars

Alabama $ 56,500 0.422 0.6X $40 -0.1% -4380

Alaska 136,700 1.06 3.3 360 -2.6 -3,520
Aritona 85,000 0.71 1. 1 90 -1,0 -870
Arkarsas 57,800 1.29 1.8 110 -i.9 -1,080
California 121,700 1.05 3.0 320 -2.7 -3,300

Colorado 90,700 0.95 2.6 220 -2.6 -2,370
Connecticut 118,800 1.60 4.4 480 -3.9 -4,620

De laware 79,600 0.76 1.2 90 -1.1 -8M0

District of Columbia 133,600 1.17 3.6 390 -1.8 -3,750
Florida 76,100 0.92 1.4 110 "1, 3 -1,000

Georgia 83,700 1,16 1.8 150 "1.6 -- 1,340

Hawti 158,300 0.60 1.9 240 -1.5 -2,420
Idaho 58,100 1.02 1.5 90 -1.5 -880

Illinois 95,600 1.72 - 4.4 410 -4.4 -4,170

Indiana 70,800 1.23 1.8 130 -1.7 -1,23A

Iowa 68,600 1.67 2.4 170 -2.3 -1,550
Kaeaa 68, 800 1.00 1.5 100 -1.4 -9W0

Kentucky 66,100 1,02 1,5 100 -1,5 -970

Louisiana 72,500 0.114 0.2 20 -0.2 -160

Maine 67.000 1.52 2.2 150 -2.1 -1,400

Maryland 94,200 1.38 3.6 320 -3.6 -3,410

Mas sachuae ts 101,300 1.,5 4.9 470 -4.4 -4,450

Michigan 79,900 2.66 3.7 320 -3.2 -2,560

Minnesota 81,300 0.85 1,3 100 -1.2 -990

Mississippi 61,400 0.81 1. 2 80 -1.2 -760

Missouri 64,100 1.09 1.6 100 -1.6 -1,000

Montana 46,600 1.17 1.6 80 -1.7 -800

Nebraska 62,700 2.12 2.9 200 -2,8 -1,730

Nevada 93,800 0.68 1.9 160 -1.9 -1,810
New Haspshire 87,100 2.23 3,3 290 -1,7 -2,350
New Jersey 110,000 2.54 6,5 700 -5,6 -6,170

New Mexico 60,500 - 0,90 1.3 40 -1,4 -820

Nev York 95,300 2,66 6.3 630 -6.1 -5,840

North Carolina 65,800 0.96 1.'4 90 -1.4 -920

North Dakota 70,800 1,26 1.8 130 -1.8 -1.20

Ohio 84,800 1.15 1.8 150 -1,6 -1,350

Oklahoma 73,800 0.89 1.4 100 -1, 3 -940

Oregon 68,700 2.27 3,1 230 -2,9 -1,990

Penn ylvania 58,100 1.71 2.3 150 -2.4 -1,380

Laods Is land 86,600 2.01 3.0 260 -2.5 -2,150

South CaroUna 78,100 0.85 1.3 100 -1. a -950

South Dakota 56,200 1.15 2.4 150 -2,4 -1,360

Tennrase 71,900 1,17 1.7 130 -1,7 -1,190

Texas 85,300 1.36 2.1 170 -1,8 -1,570

Utah 85,800 0,97 1.5 120 -1. 4 -1,110

Vermont 65,500 1,67 2,4 160 -2.3 -1,480

Virginia 91,900 1.28 3.4 290 -3,4 -1,120

Washington 80,900 1,03 1.6 120 -1,4 -1,170

West Virginia 54,400 0.68 1.0 60 -1.0 -570

Wisconsin E7,600 1.90 4.7 420 -4.7 -4,130

yow is 60,500 0,45 0.7 40 -0, -43Q

SOT RCZ: NATIONAL ASSOCIATION OF REALTO0.



Appendix C

Demographic Characteristics of Taxpayers who
Claim the Real Estate Tax Deduction

Percent of Returns within
Each Cateeoa_

Itemiters
Claiming

Real Estate
Deductions

Other

T~raypmerl

Returns as Percent
of Total

Itemizers
Claiming

Real Estate
Deductions

Other
Taxpayers

1. MARITAL STATUS

Single Returns
Joint and Other Returns
Total

II. FAMILY STATUS

Returns with no

dependents
Returns with Dependents

Total

Addendum:

Returns with 2 or more
dependents

Returns with 3 or more
dependents

111. AGE OF HOUSEHOLD HEAD

Less than 20
20 to 24
25 to 29
30 to 34
35 to 39
40 to 44
45 to 49
50 to 59
60 to 69
70 and Above

Total

13.4
86.6
100.0

38.5

61.5
100.0

40.9

17.1

0.1
2.5
10.8
14.6
15.3
13.1
10.5
18.7
7.4
7.00-fT.o

5.1
45.9

100.0

70.7

29.3
100.0

16.4

7.4

12.6
18.4
14.1
10.1
7.6
5.9
4.7
9.4
6.6
10.7

100.0

8.4
41.3

16.8

43.8
27.1

48.1

46.2

0.3
4.8

22.2
35.1
42.7
45.4
45.2
42.4
29.6
19.727.1

91.6
58.7
72.9

83.2

56.2
72.9

51.9

53.8

99.7
95.2
77.8
64.9
57.3
54.6
54.8
57.6
70.4
80.3
T 9 -

Explanatory Note: While only 27.1 percent of tax returns claim real estate property

taxes as an itemized deduction, 86.6 percent of those who do are joint or other

family type returns. Nearly 2 of every 3 (61.5%) property tax itemizers have

dependents. Thus, repeal of property tax deductibility can be viewed as anti-family.

SOURCE: 1982 Statistics of Income - Individuil Income Tax Returns.
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Impact of the Reagan Proposal

on Homebuyers and Renters 11

Family Income

$21,500

HomebuLer Renter Homebuyer Renter

164,000

Homebuyer Renter

One-Earner Family of Four 2

Federal Tax

Current Law

Reagan Proposal

Change: 
Change: 2

TNo-Earner Faally of Four 2/

Federal Tax

Current Law

Reagan Proposal

Change: $
Change: %

* 957 $1,865 $ 2,418 $4,603 $ 6,346 *12,674

981 1,451 2,572 3,629 6,629 10,529

+24 -414 +154 -1,174 +283 -2,145
+2.5% -22.2% +6.41 -24.42 +4.52 -16.92

$ 622 $1,522 $ 2,026 $4,369 $ 5,729 $11,952

809 1,451 2,358 3,629 6,228 10,128

+187 -71 +332 -740 +499 -1,824
+23.1% -4.82 +14.72 -20.42 +8.02 -18,19%

/ Mortgage interest and property tax deductions for families with incomes of

$21,500, $36,000, and $64,000 are based on homes costing S50,000, 85,000 and

*150,000, respectively. The mortgage interest deduction Is the first j~r

interest on an 80 percent loan-to-value ratio loan with an interest rate of 13

percent. The property tax deduction is 2 percent of property value. All non-

homaownership deductions are the average for joint returns with itemized

deductions, according to the 1982 Statistics of locome - Individual Income Tax

Returns. Renters are assumed to have the saxe level of these deductions as
homebuyers.

2/ Child-care credit not used.

3/ Inco2e of family is split two-thirds, one-third between the two earners.

Tvo-earuer deduction and child-care credit are used.

SOURCE: NATIONAL ASSOCIATION OF REALTORSO.
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Impact of the Reagan Propo 1 l
on a Typical Second Home a

1986 Rattan Proposal
Current

Lay Cape I Case II Case III

Before-Tax Cost 17,440 $7,440 $7,440 $7,440
Marginal Tax Rate 382 251 252 252
Total Alloyed Deductions *7,440 46.240 *2,500 0
Tax Savings *2,827 *1,560 1 625 0
After-Tax Crat $4,613 $5,880 *6,315 *7,440
Change In Cost (1) - *1,267 *2,202 $2,827
Chane in Coat (4) -- 282 482 612
Change in Home Value (2) ...- 222 -30z -382

Case I1 ALl ortgage interest is deductible since dividend and interest
i-cose raises the limit on interest deducticn ;a h t Lt nut
bLnding on the taxpayer.

Case III Oaly 62,500 of ortgaSe interest t deductible due to the *5,000
hlt on othar personal intereat deductions. Taxpayer has *2,500
of non-sortgage interest deductions.

Case II: No mortgage interest is deductible due to the *5,000 limit on other
personal interest deductions. Taxpayer already haa $5,0O0 of non-
mortgage personal interest deductions.

1/ This table &tomes a *60,000 second hote purchased vith a *12,000
dovnpaysent and a *48,000 mortgage at 13 percent resulting In about
$6,240 of mortgage interest the first year. Property taxes are
assumed to be 2 percent of the property value or 11,200. The btyer
is assumed to have a *70,000 adJvsted gross Income, to file a jcint
return with 4 e mptions, and to have other itelized deductions
totaling 113,000, the average for itaiding taxpayers at this
income level.

SOURCE: NATIONAL ASSOCIATION OF REALTORSe.



100

_e

Comparison of Tax Provisions lmp~ctiv,3 Commercial Real Ystate Under
Current Lay and the Jeagan Proposal

Personal Marginal
Tax Rates

Personal Deductions

Personal Interest
othet than mort-
gage interest on
principal residence.

Corporate Tax Rates

Depreciation

Capital Gains

Exclusion
Basis indexed
for inflation

Construction Period
Interest And Taxes

Interest Expense

1986 Current
Lav

14 rate brackets
from 111 to 501

Yes
Investment interest
limited to $10,000
over Investment income.

15 to 40 percent on
first 1100,000, 46
percent above 1100,000.

18 year life; 1752
declining balance.

60Z
No

10 year mortization
allowed.

Fully deductible for
property used in
trade or business.

Reagan
Propoa

3 rate brackets
152, 252, 352

Limited to *5,000,
plus passive
Investment income.
Expanded definition
of interest subject
to limit. IQcludes
secondary residence
and limited partners.
share of the interest
expense of the part-
nership.

15 to 25 percent on
first $75,000, 33
percent above $75,000.

4% of iaflation-adjusted
besi. 28 year closeout.

Depreciable Nondepreciable
Assets Assets
0 502

yes No

Repealed. Added to real

property basis.

Same as current ltv.
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1986 Current
Lay

Investment Tax Credit

Rehabilitation Tax
Credits

Sectior 1671 Rules

Installment Sales

'At Risk" Rules

Partnerships

Kortgage Revenue Bonds

Industrial Deval-
opemnt gonds

61 - 102

15Z credit for 3)
year old nonresi-
dential structureal
20t credit for 40
year old nonresi-
dential structures;
252 credit for his-
toric residential
and nonresidential
etructures.

Rehabilitation
expense for low
income housing
can be depreciated
over 60 months.

Taxation deferred
until paysent
received.

Real estate except.
Deductions may
exceed the atount of
equity plus recoure
financin .

"Paas-thru* of gsins
and loses to
Individual partners.

Interest is Tax Exempt

Interest Is Tax Exempt

A21endix J
(continued)

Reag&3

Repealed

Re pealed

Repealed

No deferral if
recelvables pledged
as collateral.

"At risk" rule extended
to real estate. Cu~mula-
tive losses lAtted
to equity plus re-
course financing ,

Sare a8 current la.

Interest Taxed

Interest Taxed

SOURCE: ATION L ASSOCIATION 0 RKALTORSO,
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Append ix K

Impact of Reagan Proposal
on a Typical Coercial Real Estate Invest nt 1_

(Percent Change froa Current Law,
Mortgage Rates Unchanged)

lot Year let Year
Taxable Af ter-Tax 10-Year

Description Income Cash Flow IR2_
/

Resgan Proposal

+ 45% - 67% -17%

+ 942 -104% -26?

10-Year Long-Term Change in
NPV__-/ Rents _ Value 5/

- 272

- 481

+171Z -162X -61% -144%

8% -14%

10% -16%

312 -38"

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

Case B: Limited partners having full use of the cap on other personal
interest of $5,000 plus net investment income, here interpreted as
their pro-rata share of net operating income less deprcciation.

Case C: Limittd partners who have exhausted their ability to deduct other
personal interest so no interest can be deducted.

SOURCE: NATIONAL ASSOCIATION OF RETORSe.

Case A

Case B

Caba C
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ApEndix K
(continued)

1 Assumptions underlyingtypical couerdial real estate investment.

asits $1,000,000 project acquired 1/1/86 with original basis allocated
1150,000 to land, 50,000 to furniture, fixtures 6 equipment, asd 1800,000 to
real property.

Financing: $250,000 initial equity and 30-7ear conventical. mortgage for
*750,000 at 13.51 interest.

Income and Epanses: Net operating income of $100/M)0 itcreasing at 51 per
year.

Current Lay Depreciation: 18 years ACIS for real property, 5 years AC.S for
personal property.

Projected Value: Startirg value of *1,000,000 increasing at 3X per year.

ExUeuses of Sale: Selling expenses of 62 upon ultimate sale.

Ownrhip: Individual taxpayer(s) i a marginal tax bracket of 50? under
current law.

2/ Internal Rate of aturut the discount rate at vtich the present value
of all future after-tax benefits equals the initial capital contribution.

3/ Net Present Value: The eum of all future after-tax benefits less
initial capital contribution, discounted to 1/1/86 at 11% per annum.

4/ Long-Ter lant: The percentage amount that rents would have to change
for 10-year IRR to be restored to tse level under curr#nt law, all else
being equal.

S/ Change in Value: The percentage change in the value of the property that
would likely occur in the ahort-run prior to changes in reuts.

Vote: For purposes of indexing capital assets, adjusted basis, and interest
indebtedness a 5 percent inflation rate was assumed.
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Appendix L

Iaact of Reagan Proposal
on a Typical New Low-Ircome Housing Investment 1/

(Percent Chatge from Current Law,
Mortgage Rates Unchanged)

1st Year lot Year
Taxable After-Tax
Income Cash Flov

10-Year
I&R 1/

10-Year Long-TerT Change in
PV / Rents Value2

/

Reaan PKoposal

Case A

Case B

Case C

+ 822 - 76%

+ 972 - 85!

- 502

- 681

+144% -1142 -129%

- 982

-1671

15.31

15.32

-4051 41.9%

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

Case B: Limited partners having full use of the cap on other personal
interest of $5,000 plus net investment income, here interpreted as
their pro-rats share of net operating income leas depreciation.

Case C: Lialted partners who have exhausted their ability to deduct other
personal interest so no interest can be deducted.

SOURCE: NATIONAL ASSOCIATION OF RXALTORSO.

Descript ion

-401

-702
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(€onuud)

Y_ Assumptions underlying typical new low-income housI investment.

lasis: $1 000,O0 project placed In service 1/1/86 with original basis
allocated 1150,000 to land, $50 000 to furniture, fixtures &.equipment,
$725,000 to teal property, and 175,000 to construction period interest and
taxes (CPIT) which is expensed under current law.

Financing: $200,000 initial equity and 40-year mortgage for $800,000 at 12.751
interest, insured or guaranteed by a federal, state, or local government agency.

Inco.e and Ixpenses: Regular tenant rent roll of $200,000 plus a rent subsidy
of $15,000 per year, and operating expenses of $1OC,000 incrcising at 52 per
year. The rental Income is increased In time only dollar for dollar with
Increasing expenses, for a constant 6.2% cash-on-cash return.

Current Lay Deprciation: 15 years, 2002 declining balance for real property,
5 years ARS for personal property.

Projected Value: Starting value of $1,000,000 is presumed to remain constant
duz to a constant net operating income.

Expanses of Sale: Selling exenses of 62 upon ultimate sale.

Ownership: Individual taxpayer(s) in a marginal tex bracket of 50% under
current law.

2/ Internal Rate of Raturn: the discount rate at vhich the present value
of all future after-tox benefits equal the initial capital contribution.

/ Net Present Value: The su;2 of all future efter-tax benefits less
initial capital contribution, discounted to I/1/86 at 11% per annum.

./ Long-Ters Rant: The percentage amount that rents would have to change
for 10-year IRA to be restored to the level under current law, all elca
being equal.

/ Change In Valut: The percertage change In the value of the property that
would likely occur in the short-run prior to chances in rents.

Note: ItL purposes of indexing capital assets, adjusted basis, and interest
indebtedness a 5 percent inflation rate was assumed.
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Appendix M

Depreciation Allowances for Structures ?or $1,000 Investment /

Current Law

Cunaulative
Present Value

ACRS St, LineYears

CCRS ( eaxan)

Cummulative I Diff. X Diff.
Present From From
Value ACRS St. Line

-60.0
-56.5
-53.8
-52.4
-50.4

-47.8
-45.6
-43.0
-40.7
-38.7

-36.8
-35.1
-33.1
-31.3
-29.7

-33.3%
-32.1
-31.6
-31.3
-30.8

-30.0
-29.0
-28.0
-26.9
-25.8

-24.1
-22.5
-21.0
-19.5
-18.2

-28.1 -16.9
-26.6 -15.7
-25.3 -14.5
-23.7 -12.9
la na

. First year allowance assumes an asset is placed in service by a calendar
year taxpayer on July L, without regard to themid-month convention.
Cumulative present value calculation assumes a real Interest rate of 8
percent and an inflation rate of 5 percent.

RAI Not applicable.

SOURCE: NATIONAL ASSOCIA7ICN OF REALTORSS.

323
352
3;3
392
409

423
437
446
454
461

468
473
478
480
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STATEMENT OF SHELDON S. COHEN, FORMER *OMMISSIONER OF

INTERNAL REVENUE, AND SENIOR PARTNER, MORGAN, LEWIS
& BOCKIUS, WASHINGTON, DC
Mr. COHEN. Thank you, Mr. Chairman. It is a pleasure to bebefore the committee today. I ought to say that the views I expresstoday are my own personal view and not those of a client or ofanyone in my firm. As you can see from the earlier testimonytoday, tax reform means many different things to different people.What we have it is an Internal Revenue Code that has become ahodgepodge 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 verydifficult 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 dealwith a minimum tax, you have admitted defeat. And the difficultVthat we face here in looking at both Treasury I and the President sproposals is that we are admitting defeat. That is, we have comealong with a minimum tax, which in effect is a patch which saysthat we designed a system that doesn't work well in many iristances. So, we will have a patch to try to make it at least cosmeti-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 avery complex and widespread economy. Therefore, for the Tax Codeto work, it is going to have to mirror the economy and will besomewhat complex. And indeed, the President's prcposals that takeover 400 pages to describe are not simple.
In the area of tax shelters, we are dealing with something that Iguess as a draftsman for the Treasury in the early 1950's, I started.I was the draftsman of the first accelerated depreciation provisionin 1954. And I should tell the committee that,- at a drafting sessionacross the street over in the Cannon Building at about 2 a.m. inthe morning, I raised the question of a creeping basis or at risk.The Tax Legislative Counsel, at the time, wanted to shoot my headoff, 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 thenext morning at 10 a.m. So, the basic issue was conceived of at thattime by the five or six of-us in that drafting group. We recognizedthe problem. We saw it coming. Here we are some 31 years later

still dealing with it.
I have dealt with the tax law now for 33 years, both as a lawyerand as an administrator. I think that tax shelters are a poor wayto encourage either economic or social objectives. We are encourag-ing tax lawyers. I don't mind that. My children enjoy the goodthings of life. Accountants, promoters, and tax shelter sellers, allare enjoying the good life. However, we are not being very efficientin 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 cap-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 country determineas best they will, and they do it pretty efficiently, where capitalshould 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 kindor should we. And indeed you will see in my testimony that I comeout very strongly for some kind of a historic rehab, either credit orsubsidy. That is an economic and a social judgment that each of ushas to make, and it gets balanced out.

The difficulty is that we tend to put these thing in the InternalRevenue Code, and we pretend, therefore that it doesn't cost any-thing to administer them, but it does. There is an Internal RevenueService that is falling apart. The audit level is now 1.2 percent.There is chaos in that. People are losing confidence in their taxsystem; and if constantly pile-whether it is real estate or anyother kind of benefits-through the Internal Revenue System, thesystem is going to break down. Indeed, a Governor of a State oncecame to me when I was Commissioner of Internal Revenue andsaid: Stop me from authorizing these private use bonds. He said:Politically, I must sign this bill, but all I am doing is providing asubsidy with no benefit to my State and an open call on the Treas-ury. He recognized what he was doing because-he-recognized thathe wasn't providing any benefit that any other State didn't pro-vide. They were just competing with one another. And all it waswas 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 designthrough the tax system, you can design equally efficiently at anequal 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. Chairmen and Members of the Comjmittee:

My name is Sheldon S. Cohen. I am in private

tax practice in Washington, D. C. You will recall that

I served as chief counsel of the Internal Revenue

Service during 1964 and as Commissioner from January,

1965 through January, 1969. Thank you for inviting

rme 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 ingredients of reform.

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

a hodgepodge of ideas--each one having some reason (to
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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 ao just as well. We must stop using the

tax law as an alternative to other types of legislation.

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 affect i)eople's behavior -- so neutrality is only

relative. I generally support the President's Proposals,

although I 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.

I 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 creates complexity. If

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

sir-plicity.

The tax relief granted in the President's program is

skewed. I am pleased to note that many members of this

Cormittee 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 good. 1 have a married daughter.

She ano her husband have a small child in a child-care

arrangement. They both have reasonably good salaries.

They live in a condo and will lose the state and local tax

reduction, and the marriage penalty deduction. When the

smoke all clears, they get no real tax reduction. On the

other hand, someone in my bracket gets a 30% 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

oo not need tax relief. We need relief in the lower and

middle income level ..

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--but they cIo not appear that 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. Indeea, the study suggests now that
transition rules are up to Congress. For example, the
President's proposals suggest elimination of the historic
building rehabilitation credit. Personally, I oppose that
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.7ove, unless the credit is replaced by a direct federal

expenditure, as i feel that we rust hLve a differential

in cur system to preserve our historical heritage.

Eut, even if you would repeal the credit, the President's

proposals suggest repeal for expenditures trade after

December 31, 1985. The Treasury study, on the other

hand, woulh have repealed it on the sare date, except

for binding contracts which existed before that time.

Clearly, the President's proposal is unfair--both in its

treatment 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 time of the

commitment. Thus, more realistic transition rules in

this area as well as others will cost a great deal and

should be accounted 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. I am not sure he

has gone far enough. The area 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 really make a difference whether

I pay for my life insurance or my health insurance or
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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

simplification does provide a benefit to our citizens

ana the IRS.

The acknowledgment in the current proposals that a

minium tax is needed is an acknowledgement of partial

defeat. It reans that the political compromise which has

been introduced by the President has not addressed the

probALes d:rectly. In order to ensure that all taxpayers

pay sort tax, he chose instead to deal with them indirectly

through a rniru-. tax.

The Administration proposals at times are contradictory.

For example, the proposals encourage equity capitalization

and dividend distribution--at least they say they do. On

the other hana, a taxpayer gets a full deduction for inter-

est borrowed to purchase assets for his business. 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 dividends through a partial

oividenas paia deduction. On the other hand, the

proposals continue to favor capital gains by a special

tax deduction. This means that if I don't take dividends,

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

aecisions are contradictory. The repeal of capital gains

would do the most to remove complication from the tax code.

Another interesting thir.g happened in the capital

gains area. The President's proposals have an election.

I can either index the basis of my asset or exclude 50%

of the gain from tax. This is not a simplification measure.

Any time we have an election, taxpayers must maintain 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

described in technical language, I suspect it will be
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almost as thick as today's Code. Tihat 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

President's proposals that relate to real estate

and housing. However, I 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 government 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 program.

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 provisions

include A2RS (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 X-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

mortgages 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 that objective. Most often, the cost is

high for the result achieved, and the cost is completely

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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"entitlementsr and operate in much the same manner.

Thus, these progrrs never have to compete against

the amounts spent for defense, social security cost

of living adjustments, and other tough budgetary

decisions. Also, we have created a favored class in

the real estate 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 addition, the use of the tax shelters to

promote 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,

and 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

administration, 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' unfairness.

Direct 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 building 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 preservation 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 Americap 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 require a large bureaucracy,

disagree. Tax shelters are enormously costly, as

qscussed earlier. Moreover, the size of the bureaucracy

for direct spending programs is largely at Congress'

discretion, You have chosen to not administer many

programs 1y putting them in the Internal Revenue Code,

and then unorstaffing the IRS. The only real difference

between federal expenditures made through the tax

System and those made directly through government

programs 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 e-e designed in exactly the same



122

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 eliminate 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 additional comment. The at-risk rules

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

value of the acquired 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.

III. Tax Administration.

The return-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 owed 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 jaw 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. Evelyn

Gregory. Everyone remembers the famous case of 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, shopping 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
ruhs to equipment leasing and research and development costs will
be :,nstructive. 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-income 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.
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Second, in the area of tax shelters, the real estate tax shelter
will undoubtedly continue. This 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 Mr. McDaniel follows:]
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I appreciate the invitation of tt.e Corm.ttee to testify in its

hearings on the impact of the President's tax reform proposals on

housing, real estate and rehabilitation.

I am Professor of Law at Bostor College Law School and am Of

Counsel to the law firm of Hill & 13arlow, Boston, Massachusetts.

In my testimony today, I am not representing the interest of any

client, institution or group.

I. THE PRESIDENT'S PROPOSALS

The President's Tax Proposalf, to the Congress for Fairness,

Growth and Simplicity contain a .umber of provisions that will

affect housing, real estate and rehabilitation of older

buildings. The period of time c ver which a building could be

depreciated would be established at 29 years (as compared to 15

years for low income rental hout;ing and 1.9 years for other

depreciable real estate under ex:isting law). The basis of

depreciable assets (but not associated debt) would be indexed for

depreciation. While preferential capital gain rates would be

retained for land, all gain on te 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

,,f interest expense incurred by the partnership would be treated

as investment interest and would be deductible by the limited
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partner unly to the extent of investment income plus $5,000. As

under present law, the minimum tax would continue to apply to the

excess of accelerated over straight-line depreciation and to the

excluded portion of long-term capital gains.

The President's proposals also call for the recapture of

"excess depreciation" taken by taxpayers 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 46% to 33% for corporations.

The existing 15, 20 and 25% tax credits for rehabilitation of

older and certified historic structures would be repealed.

It is quite difficult to access 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 different

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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II. REAL ESTATE AND HOUSING

It appears likely that the proposals submitted by the

President will have different effects 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 recommendations 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. As a Lesult of the decision not to

adopt economic depreciation and full indexing of assets and debt,

the President's proposals were necessarily driven to a series of

second-best responses to attempt to prevent abuses arising from

the failure to adopt provisions that would correctly measure

economic income. As is the case of all second-best tax solutions,

a new set of distortions and complexities will inevitably be

created.

A. Commercial Real Estate

Ir the case of comr ercial (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 estate be written off at a 4%

declining balance rate over a 29-year period. These rtiles 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 assumed 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.

Nonetheless, 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

existing ACRS rules when the change is coupled with indexation of

basis for inflation.

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 taxpayer invests in a piece

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% 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 economic 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 recognize that the proper indexation of debt for inflation

is a complex matter. Treasury 1 had proposed to index both assets

and debt. The Treasury I proposal, insofar as it applied to debt,

had its defects but it represented an attempt to provide a

practical, second-best approach to the problem. With some
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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 case, 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. -

Accordingly, 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

implemented in a workable manner.

The President's proposals with respect to depreciation

implic-itly assume that a subsidy should continue to be given for

investment 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. Although the

demands of tax simplification and tax equity require the adoption
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of economic depreciation, tax policy objectives 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 accelerated

depreciation. Legislative action which the Committee should

consider must begin with the recognition that a axpayor is being

granted a loan from the government in the early years of ownership

of the asset. That loan is repaid in later years as accelerated

depreciation falls below economic depreciation. 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 thereof) 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 measurement

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."'

1/ Of course, there may be other objections to accelerated
depreciation viewed from spending program criteria, e.g., the
amount 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 intetest-free loan when they 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

loans taken out through accelerated depreciation between 1980 and

1986 would not be recovered in full by the government; instead, a

part

of the loa,, would in effect be Zorgiven because the loan repayment

would be made by using a 35% or 33% rate whereas the loan was

taken )ut 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 have some

effects that should be noted. In 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
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President's proposals in 1986, 1987 and 1988. Real estate leases
may be longer than five years and the crossover point between tax
depreciation and economic depreolation 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 depreciation was
computed using a 15, 18, or 19 year life. The recapture proposal
also 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 Cournittee may want to consider the
above situations in which it would significantly alter the
expectation of investors who acqui,-ed 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 deductions only to the
extent of their equity investment in the property. In 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 cash flow

generated by the project. It 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 where a

high-quality lessee is involved in the transaction has been amply

demonstrated in the 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

experience 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 would

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 response.

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 ba

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 partner's distributive

share of interest expense incurred by the partnership. Investment

interest would be 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 partnerships. This result should be anticipated because of

the method of computing investment income from real estate under

Section 163(d). In determining net rental income from real estate

which is subject to net leases, straight-line depreciation 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. Under

present law, the qain is subject to the recapture rules only if

accelerated depreciation has been taken; the balance of the gain

is provided capital gain treatment. If straight-line depreciation

has been taken, ni recapture is involved. In the case of

long-term 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 transactions in which the

investors look to realize real appreciation in value from the

investment and contemplate a sale within 5 to 7 years. To some

extent, of course, indexing of the basis of the asset for

inflation would offset the loss of capital gain treatment.

It is clear that proper tax rule require the Lecapture of all

depreciation previously taken as ordinary income, whether that

depreciation has been taken on a straight-line or accelerated

basis. Once that step has been taken, then arguably the gain in

excess of original cost should be treated as capital if the

President's proposal to retain preferential treatment for other

types of capital assets is accepted. However, losses on such

assets 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

losses 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 gains 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 corrnercial real estate.

B. Rental Housing (Other than Low Income Housinq)

Depreciation 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 cace 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 comm..ercial real estate. The

question then is whether rentals can be adjusted upward to provide

an adequate cash flow to qarry a higher early debt service in

order to provide investors with sufficient at-risk basis against

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

housing investments will continue to be attractive despite the

existence of the at-risk rules. Thus, in some recent

transactions, institutional leaders reportedly are requiring that

individual 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 loses for the initial years of the

investment. 7hen, 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 depreciation and other deductions in

later years.

of course, even assuming that the at-risk rules would have an

adverse impact on investment in residential real estate, the

further issue is whether the federal government desire& as a

policy matter to subsidize lower rents in rental hotvving ranging

from the middle to the luxury categories. Again, the President's

proposals assume that if the investment is not supported by

adequate market rentals, then the tax system should not make the

investment economically viable. This is simAly another way of

stating that, in the President's view, rental subsidies for middle

to luxury level housing do not have a sufficiently high priority

to justify federal expenditures, at leait where the investor is

unwilling to place his own funds at rsk in the project.

Other Limitations. The other lJaitations discussed above with

respect to commercial real estate tre-equally applicable to
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investment and rental housing and the considerations appear to be

similar.

C. Low Income Housinq.

Dppreciation 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

whereas other rental housing is in the 19-year clasE 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 s&e

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 that 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 involves 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

construction of low 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 be 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, office buildings, and luxury

apartment 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 i based is

the mismatching of income and expenses which result from the use

.of accelerated deductions for depreciation in the case of real

estate. So long ds 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 actually enhance the

attractiveness of the real estate tax shelter under certain

circumstances.

There are several responses that the Committee 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 true economic gain. The sale of tax subsidies would be, by

definition, eliminated.

The failure to adopt the approach of Treasury I inevitably

drives policymakers to second-best solutions. The President'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 Conmittee include:

Limitation on Artificial Losses: The proposal has been made

in the past that taxpayers should only be entitled to deduct tax

losses from an investment zo the extent of income generated by

that investment. 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 individual investors, at least insofar

as those are associated with debt izLcurred by the entity.

Treasury 1 proposed that all limited partnerships with more than

35 limited partners be treated as ccrporationls. 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-bat't tax solutions to the tax

shelter problem, the Coinittee cottid revise the method of

providing the subsidies on which tax shelters are based. A tax

shelter is created by a real estate dev,3lopr/builder because 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 fees. In order to obtain 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 equal to, say, 10%

of the costs of the project which are financed by third party

lenders and independent investors. The credit should be

refundable and taxable. The building costs would be depreciated

using economic Oepreciation. 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 turn, 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

federal subsidies for real estate more efficient and the tax

system imore equitable.

Of course, as ,n-alternative, Congress could consider the

provision of direct payments to builders/developqrs 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 depreciation

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 amount

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 required 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 presont~d by the

rehabilitation tax credits would be 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 as 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 co..trols on the federal spending run through the

rehabilitation tax credits:

1. The current year direct budget for the Department of the

Interior could be 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

allowable credit which could be approved 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 the 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 investment. 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 used 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 called 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 entirely consistent with the

underlying economic 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 tinge benefits also.

Mr. COHEN. 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 recognize that if they are broadly based and if the commit-
tee has determined that it is 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
use the Tax Code for incentives if, one, they are socially worth-
while?

Mr. COHEN. Broadly based.
The CHAIRMAN. Is that the same thing?
Mr. COHEN. And broadly based, I 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, you ought to--
The CHAIRMAN. Should we repeal it because it is not badly

based? What are you recommending?
Mr. COHEN. I am recommending that it is a socially desirable

program; and if you are going to repeal it, then you and other
Members of the Congress ought to take into account, in your other
activities on other committees, and in the appropriations process.
There are many things 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, anyhing we encourage with the Tax Code is so-
cially worthwhile. And this is a matter of judgment, but I don't
think we consciously do it thinking, aha, thi3 isn't socially worth-
while, but let's do it anyway. So, come to the broadly based part of
it. What do you mean by broadly based? How many people does it
have to touch? What is that definition?

Mr. COHEN. I think you must look at the administrative aspects
of the Internal Revenue Service, 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 socially 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
way to do it directly by subsidy.

The 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. COHEN. 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.

The 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

The CHAIRMAN. Mr. Williams, let me ask you a question, if I
might?

Mr. WILLIAMS. Sure.
The CHAIRMAN. The at-risk provision, at the moment, applies

pretty 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. WILLAMS. 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 kriow has been historically
financed on a project-by-project bass. 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 you 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 underwriting 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
disciplined underwriting. That is why 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 tobuild a $50 million office building in Dalas, he will sign anything.
It doesn't matter because he is -not good for any of it, and thelender underwrites it. So, what you are doing is raising the riskprofile of those who are making the most significant 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. Iam 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 anysense. I don't know about a level playing field and fairness and althat. I think there is another way to deal with these shelter abusesthat 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 theproblem 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 hasbeen patterned in one way for 40 or 50 years and jump the risk ofeverybody involved in the industry more than it already is for nogood reason. It doesn't raise that much revenue, and I think it will
deter people who really can afford to take the risk to b& 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 tome that if you follow Treasury's viewpoint here, you still get thesame buildings built, but they are built by extremely wealthy indi-

viduals who can take on that kind of a risk or giAnt corporations.
But the typical entrepreneur who has been doing it, doesn't do itany 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 giSve that kind of
an artificially high loan.

Mr. WILLIAMS. Yes, sir.
Senator BENTSEN. And I think that is probably the way to handlethis situation. Some of the things that concern me are that there isno question in my mind but that real estate has the biggest a ust-ment of any one sector under this particular piece of legislation.

You are going to have some very major feconomic dislocaions takeplace, and I am concerned, too, about some of the problems that wehave with financial institutions today; end as you see these proper-ty values go down--as they will if fis 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 Iguess everybody here is talking about and that is favoring forsocial purposes the rehabilitation o' 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 you have got all the utilities and yourtransportation there, and I don't think that is really figured inwhen you move out to suburbia. The overall bond issue for the citynormally 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. Can
you tell me what the difference is? I think what they did-Sheldon,
you were talking about 2:00 in the morning. I think it was about

00in the morning, and aRl 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
put it on ACRS, and they ignored all th. other items under section
312. If the rationale applies to one, it applies to thL rest of them. I
don't understand. Can you tell me why it shouldn't apply to all of
them?

Mr. COHEN. One of my partners cldls it "a windfall without prof-
its tax." [Laughter.]

That makes it very difficult fo': 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? What will be the differences? What will
the &.qvelopers do different? Will it not be just big corporations and
the very wealthy building the buildings?

Mr. WiLA.qs. 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
way. And as you know, that is the pattern in England and Holland
and other places where there ai- less tax aspects to real estate de-
velopment. Sbrond, 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 BENmTsN. You know, if you have a fellow who got a $20
million or $30 million-whatever it is--on his financial statement
in the way of a liability, the next financial institution doesn't go
back to see that that is backed by a 30-year lease from General
Motors. They don't look beyond that normally.

Mr. WiLmnms. That is right. I think you would see a slowing of
the flow of individual capital into real estate because the individ-
ual would then have to be a general partner. If lie is going to make
a small investment in a real estate deal, he doesn't want to be ex-
posed 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
part, I would agree with you, is they went too far. We did not need
16-year depreciation and didn't ask for it, and it drove a lot of in-

' vestments that were not sound-



156

Senator BFNTSEN. 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

losing.
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 pemon 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 gohig
to be able to invest in real estate. So, I think there are some unin-
tended consequences 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. That 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, 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
ago.

enator LONG. Let's see. You became Commissioner when
Lyndon Johnson was President?

Mr. COHIEN. 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. COHEN. Keep talking, sir. I like that. [Laughter.]
My mother would be happy to hear that.
Senator LONG. I am trying to recall that. Where did you gradu-

ate from?
Mr. COHEN. I was around 36, and thought a young man ought to

have the job.
Senator LONG. Yes, sir. Anyway, now you were serving in Treas-

ury about the time of Stan Surrey, an dl 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 stilldo, but he came up to Capitol Hill, lobbying 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 particular time, I didn't think it was avery good idea. And part of what I objected to about it was that wewere going to let these people have a tax credit, and then that taxcredit was for, say, 7 percent at the beginning, and then let themwrite off the full 100 percent. So, it seemed to me as though itmade pretty good sense to let them have the seven percent, but Ididn'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 wehave a basis adjustment. And after a while, I was presuaded,mainly by the administration, to relent on that over a period ofyears. But Mr. Surrey came up and made a strong argument in myoffice to me that I ought to be for that and that it would do a lot ofood for the country. And then later on, I found out that he wasn'tr it. So, he made a deal down there at the Treasury. [Laughter.]Can you recall what it was that lie was for, that he got in sup-port of consideration for this investment tax credit?
Mr. COHEN. He was pushed into it by President Kennedy whowas strongly convinced by some economists that this was the wayto go. There were a number of tradeoffs, and I am not exactlysure-I don't recall right now-which were the issues he was for.But Stanley Surrey had the magificent ability, once the decisionwas 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 forit and made the impression on me that there was a man who wassincerely trying to do something for the country. It turns out thathe wasn't for this thing at all. He thought it was a lousy idea.

[Laughter.]
And it violated all of his principles, yet there he was, seeking tomIll me and other people on the Committee in supporting the thing.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 persuadedLyndon Johnson-maybe while you were the Commissioner-
Mr. COHEN. Yes, we suspended it.
Senator LONG. To call it off because it was overheating the econ-omy. It was not only stimulating growth; it was stimulating it toomuch. The interest rates were too high. And yet, it would seem tome that if you wanted to provide a subsidy to get things moving,measured against that time, that would be a classic example ofwhere you did it. And my impression is, and just take that one

52-228 0 - 86 - 6
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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 apply 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 tie thing
approved. But it seems to me that it is so 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 be done by appropriation. I am sure
it would be many times, but other times, as in this case, I think it
is better todoit 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 tb t 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 in an openended
call on the Treasury.

The CHARMAN. By that, do you moan 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 $101000."

Mr. COHEN. You show us the receipt for the machine, and we will
give you $10,000. It is the same thing. That is exactly what you
have done. You don't have to have any more supervision on one
than the other.

The CumRmAN. 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. I understand. You could provide for a deduction
against the tax system. I wouldn't mind 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-
lerns 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 sto.We can't keep putting more people in 1- o", because you won't do
that either. Therefore, we have to hdlp adnziiister a system that
works.
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The CHAIRMAN. Senator Wallop.
Senator WALLOP. Thank you, Mr. Chairman. As I listened to thestatements and testimony of the witnesses, I am reminded onceagain of one concern that I have increasingly have about this pro-posal. In only one area of it, they have described a problem that isreflected in other areas, and that is that by extending depreciationand putting the windfall recapture or the depreciation penalty taxon real property, you create a huge problem in determining reve-nue neutrality because, basically, what is happening is you are ac-celerating near-term revenue which will take care of the problemfor 4 or 5 years. Then, at the end of 5 years, it isn't there anymore, and a tax increase or some other kind of excercise as we aredoing 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 genuine tax reform really ought to ex-change permanent revenue losses with permanent revenue gains,and this is one area where it clearly does not do that. And it isgoing to have to be visited. I just make that observation. Then, as Ilisten, I have an overwhelming sense of panic, and I would just askthe table what market forces outside the Tax Code exist in realproperty construction, home ownership, or otherwise. Is there anymarketplace out there that isn't taxdriven -now?

Mr. WiLIAms. May I comment on that?Snatr WALLOP. Anybody may.
Mr. WILLAMS. This theme has occurred several times. From ourobservations in the commercial real estate development business,and this is true back from when our company started in the late1940 s until now, the tax aspects have not been the driving or mainreason for any building we have ever built in the history of ourom any,_which is about 12 or 14 billion dollars' worth of projects.SO, think the idea somehow that most of real estate is developedbecause of tax reasons is simply outside the marketplace.
Senator WALLOP. Mr. William, that flies in the face of the testi-mony from the table here that, if we do anything to these taxstructures, the real estate business--commercial real estate, homeownership--i go' to collapse. So, I mean, it either was a factorand perfectly egitnmateI am not complaining about its havingbeen ono; I fon't complain about anybody having taken advantageof a Tax Code that was put there to create certein effects. And thefact that those effects were created is .useful to us. But either roudidn't have some look at those tax benefits or, if they weren t afactor in there, the loss of them would be of less consequence thanthe testimony at the table would indicate.
Mr. Wiu mrs. Yes, sir, but that would be true of any form of in-vestment. If you quadruple the tax on the sale of stock, that wouldcertainly have an effect on stock. Then, you could say that the reareason that people invested in stock was tax reasons. So, surely,taxes are a part of all of this; every form of investment considersthat, but eventually debt has to be paid back. You have got to builda building with a view toward its income and not with a vi,3wtoward its tax benefits. You eventually have to pay the debt backor you lose your whole investment. S, our business as develorersis 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 business 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. KOELEMIJ. 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. I
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 business,
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
was 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 clearly 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 principal
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
esk a question aimed at predictability. One of my big concerns is
that about every 2 years, sinNo 1976, there has been a change in
the Tax Code. And it just seems 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
people find out what we have already done in the last 10 years--
[Laughter.]



161
Because it started in 1976, 1978, 1981, 1982, and 1984, and nowwe are here in 1985. If this were a true flat tax and took out thebias of the Tax Code against savings by something on the order ofthe Hall-Rabushka plan, or based on that, then I think I could getvery enthused about it. But let's just say, for example, that wecome up in this committee-we work through this proposition-and come up with something close to what the President has sentover here as a final product. I want to ask you two questions. Thefirst question is: How long of a transition period should there bebetween where we are now and going into the new system? Andsecond: Would it be better once we have achieved the goal-andlet's say you have a top rate of 30 percent or 35 percent and differ-ent ded actions that are now in preferences or are now in the codeare removed-that we just set this thing on a 10-year program andsay 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 should we have toallow taxpayers to elect to go under the old system in a transitionto a new one? Or second: Would it be better to have a 10-year fit,that this just changes 10 percent a year until you get to where youare 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 go on an item-by-item basis,Senator. I don't think you can adopt a flat rule that says 10 yearsis the right number for commercial real estate, and it is also theright number for low-income housing, and it is also the rightnumber for machines and equipment. But you are clearly rightthat, as you are reducing subsidies run through the tax system, youhave got b) have an appropriate transition rule. But I do think thetime period will vary and the methodology will vary from special

provision to special provision.
Mr. COHEN. The difficulty with the current package that wassent up here is that it has no transition rules, the transition rulesit contains are draconian. Most of these provisions, if you were tofollow the President's recommendations, become effective January1-boom-with no binding contracts rules or no other rules thatwould allow for the dislocations that always occur. And that is oneof the black holes in this thing. I don't know--it has a cost of $10or $11 billion-some people have said $8. I have seen many num-bers thrown out. You need transition rules, both for equity interms of this committee and the Wpys and Means Committee's tra-ditional mode of operation. You also need it in terms of businessadjustment, as you have pointed out. That is, to let the marketforces gradually take hold, because we have had an industry orgroups of industries, not only in this area but other areas. Wherev-er you are going to make dramatic changes, it is better to makethem gradually than it is to, you know, just take a right-hand turn,because taking a right-hand iurn is very sharp, and it does cause a

lot of dislocation.
Senator SYMMS. Move right along down the table. I am running

out of time here.
Mr. KOzLEMLJ. Senator, some of the provisions in the proposalare just not fair and would not be cured by any transition periodbecause there would be some discrimination. There is no economic
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neutrality in some of the aspects of the proposal. For example, low
income housing would not be helped by a 10-year transition period
unless we come up with some direct spending programs to take
care of that issue. However, if you make long-term changes, you
need some substantial transition periods because investments in
real 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. KOELEMIJ. I can guarantee you. Besides that--
Senator SYMMS. How much approximately?
Mr. KOELFmIJ. 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 38 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. WIUAMS. I will make it very brief. On the transition 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
stand. 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 is 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
to be big institutions that are going to be doing it and not indivi.
uals and local and regional.

Mr. MOORE. Let me just make a comment, Senator. I think deft-
nitely 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 main concern in this whole thing is
that we should really encourage small .*nvestors to invest in real
estate and particularly home ownership. And when we have a tax
reform bill that is going to make it more costly to own homes, then
I think we are just going against the whola 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 F6, 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 budget
deficit problem, which is really something that bothers me on this
whole reform bill.

Senator SYMMS. Thank you very much, Mr. Chairman.
The CHAIRMAN. Senator Bradley.
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Senator BRADLEY. 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 opportunity, laws of supply and demand, mi-
gration patterns-all of those aspects of economic life apply very
directly to the real estate industry as well as many other indus-
tries-and that a component, 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. KOELEMIJ. No, Senator, I would not be.
Senator BRADLEY. Why?
Mr. KOELEMIJ. Because everybody should pay a fair share of

taxes.
Senator BRADLEY. Would you be supportive oY that?
Mr. WILLIAMS. I would have the same opionion as Mr. Koelemij. I

don't know, if you look at the industry as a whole now, what its
net tax position is, and certainly it is favored. That might be sim-
pler.

Senator BRADLEY. All right. Mr. Moore.
- Mr. MOORE. 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 happen
some way, somehow? On the surface, no. I don't think it would fit
either way because everybody should pay their fare share.

Senator PRADLEY. Prioriestimony 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. Does that make any sense
to you, Mr. Cohen?

Mr. 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 get it back through the tax
system. In a 2 -to-i deal, you are ahead. It is hard to get much
above that. I would agree with Mr. Williams that, certainly when I
advise an investor, I advise an investor to look for a solidpiece 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-

uing 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. CoHzN. It would be cheaper.
Mr. McDANm,. Senator, I think what the Joint Committee staff

is telling you is that, if all the subsidies for real estate were con-
verted to direct subsidies and the industry paid taxes 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
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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. WILLWAMS. 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, atid 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 BRADLEY. 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 ?0 apartments. 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 depreciation. My question to you
is: What kind of information can you provide for the committee to
demonstrate that, under the present tax e's emyou 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 subsidy,
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. KOELEMIJ. 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 it 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-
ual mom-and-pop operations.

Senator BRADLEY. The more information we can have, the better.
Mr. KOELEMIJ. Yes.
[The information from Mr. Koelemij follows:]
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National Aasociation of Home Builders
15th and M StsM. H.W. Wa'ngtono D.C. 20005
Telex 89-2600 (202. 82204O0 (8) 36"4.42

INf, d August 7, 1985

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

Dear Senator Bradleyt

At the Finance Committee hearing on July 16 yoa 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 OMom
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-scale
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 Residential Finance, which showed
that most rental properties with 50 or more units consisted of

multiple structures, with about 40% of such properties having 5

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 estate professionals.

These small operations were once the dominant source of rental

housing, but they are now something of an anachronism. Moot such

properties were built before World War 11, 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 ownor is an occupant as well. A study in Massachusetts
showed that a ltrge percentage of the tenants are relatives of the

owners. Thero is little turnover among tenants in such units. As

a result, few of these units are available to people in search of
rental housing.

As in any competitive 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 consist
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overwhelmingly of larger, professionally-managed properties. The
amount of new construction of rental housing is 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 now construction and of rehabilitation of
the existing stock will cause tighter markets and higher rents.
Although the full impact 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 overwhelming
consensus of expert opinion all suggest that the elimination of
tax preferences for rental housing will rebound to the detriment
of renters. Most rmnter households have low or moderate incomes
(the median linconm of renter households is only about half of the
median for tirAaeoriere and fully 27% of renter households are below
the official pov.Jity line). Rent already accounts for a dispro-
portionate '. of the budgets of those households. It could be
-- and has Leen -- argued that the tax system is 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.

e ral1

//ohn J/oelemij
Presid int
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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 ourHouse colleagues on a subject that is even more important than
tax reform; namely, the budget. And I have nothing to report, buthope 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 anumber 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 Bankivg, Housing and Urban Affairs Committee. The
cutbacks in Federal funding for housing, of course, have been verysubstantial. We don't have any new section 8 program 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 forthe 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 otherhousing. 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 supportmechanisms for our cities. We have been cutting back on urban do-
velopment action grants, mass transit, community development,
block grants, and so forth, but the one reason, I think, that somany of our cities have been able to continue to improve their core
areas has been the tremendous success of the historic rehabilita-
tion tax credit. Now, when I met with the Pennsylvania presidentof the Mayors' Association-a Republican-a miracle-from York,
PA, he did his usual lobbying on behalf of the State and local taxdeduction and its present ration. But what he said was that: Sena-
tor, the one thing that really is working-you know, you have inthe Federal Government all this redtape-ifthere is one thing you
really have to preserve above all-whether it is going to helpPhiladelphia 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. MOORE. I think most of us in the real -estate industry would
agree wholeheartedly with that because rents are going to have togo up in order to get a reasonable yield in return. If you don't havesome 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 you-I 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. MCDANIEL. I think the question really is: Could you design a
program that is more efficient and doesn't cost the Federal Govern-
ment so much money for the amount of housing we are getting?

Senator HEINZ. I assume we are smart enough to do that.
Mr. MCDANIEL. 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 GRASSi.Y. 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. COHEN. 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 after-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 adjust to that; and I believe investors will adjust very rapidly
and will see that good real estate, as has been described 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. COHEN. That is strange. Everybody predicted that there
would be less tax shelters when we went from a 70-percent rate to
a 50-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 theirbetter sense. That is, something that has economic viability to itand 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 andto Dr. McDaniel. What is your response to the assertion on the partof realtors and home builders and builders generally that rents aregoing to rise as a result of this tax bill passage and the extention ofACRS and other things that encourage the investment in rentalproperty?Mr. McDANIEL. I think that is a likely response, and it will vary
across different types of real estate. The President's proposals arebased on the fundamental proposition that rents should rise to themarket level and should not be kept artificially low by means ofsubsidies, whether tax or direct. So, the question really is: Does thecommittee and the Congress want to continue subsidizing lowerthan market rentals through the tax system for all kinds of real
estate?

Senator GRASSLzy. Mr. Cohen.
Mr. CoHEN. It will take a while. I suspect that, if this were to beenacted on, let's say, January 1, 1986-which I suspect it won't, butif it were to be-you won't see any effect immediately, becausethere are market forces out there and there is so much housing. Astime goes on, yes, it will have an effect because there will be less

housing.
Senator GRAssum. Would you generally feel that the 28 per-cent-I 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 throughthe studies, I can't say. I do know that it would go up. I can't pre-

dict how much.
Senator GRAssLzy. Dr. McDaniel.
Mr. McDANIEL I haven't see the assumptions that are cranked

into those estimates, so I wouldn't be able to comment.
Senator GRASSImZ. Thank you, Mr. Chairman.
The CHAIRMAN. Mr. Koelemu, I think there is going to be a taxbill, 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 havepassed it, 3 or 4 years down the road, some of our assumptions maynot 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 theNAHB opposes, and ask you what to do to make up the difference.You are opposed to the elimination of deductibility of State andlocal taxes, to the limitation on deductibility of nonbusiness inter-
est, to the elimination of mortgage revenue bond financing, to thecurtailment of the use of builder bonds, to the longer depreciationperiod for build* , to the elimination of capital gains treatmenton the sale of buildings used in trade or business, to the elimina-
tion of tax-exempt financing for multihousing construction, theelimination of the 5-year writeoff of rehabilitation expenses for lowincome housing, to the repeal of the rehabilitation tax credit, tothe 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. KOELEMIJ. Senator, the question first arises: Do we need a
bill? [Laughter.)

I had to say that.
The CHAIRMAN. All right, but we have a bill.
Mr. KOELEMLJ. As I said before: If it ain't broke, don't fix it. Butin the revenue estimates that we have looked at, we expect that we

first have an obligation to bring to your attention the effect thatthis proposal has or, housi an our ability to house people in thiscountry. That is an obligation we have. So, when you gentlemen
start the markup of the proposal, we hope to be able to submit to
you, and to be reacted to, what we feel is absolutely necessary. Inour 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 allthe benefits that are in this proposal, that is, do we have to go to a$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 suggestions
as to revenue?

Mr. KoztMiJ. Not at the moment, Mr. Chairman.
The CHIRMAN. All right. Now, among this list that I haveread-and I do think there will be a bill-and my hunch is you

woL't get all of these. Can you put them in some priority order as
to which are the most valuable to you?

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

The CmAmmx. Mr. William, as to commercial real estate, and Ithink you hear me talk to the National Realty Committee, and Ithink you heard Senator Long or Senator Bentsen or somebody else
ask if we have made things too rieb for commercial real estate inthe past; and I used the expression that there is a certain feeling
on the committee that it "didn't move," and it is not faced with
Japanese competition yet. And maybe there is a way to do it, butthey haven't been able to bring over 40-story prefabricated buildings
and set them up. [Laughter.]
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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 . useful life depreciation, and there was no encouragement to
build thvem except as to a straight economic encouragement? You
would have none of Malcolm Wallop's investments in real estate
because he thought it was a better tax preference than other
alternatives at the time? Would commercial buildings still be built as
needed?

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 you 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 probably familiar with the rents in London and other
places in England; and of course, they also have a high 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
the consequence 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

oi 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 t ax 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 rasury 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 makes everything more risky at the same time.

Senator LoNe. All right. Thanks very much.
The CHAIRMAN. Senator Bradley.
Senator BRADLaY. Thank you, W. Chairman. Not so long ago, I

was in a conversation with a majoi figure in monetary policy, and
he offered the -view that he had just "ome back from California and
he couldn't get over the fact that t re were still banks out 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 speculative binge of loans out of the system was twx 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

years." 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. WILLAMS. 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
is 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 company this year.
Now, we are not proud 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 slowing
the flow of unneeded, if you will, capital into real estate. So, I
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 lavs. 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, that ws true in 1982, due to the 1981 Act, but the 1984
act took those excem~es out to the point that you don't have a deep
shelter industry for real estate today that is bailing out poor
projects. Inv,:stments are being made today on in,,ome and not on
tax shelters. I think we are fighting a ghost of the past on this.

Senator BitkDLEY. So, your point is that this excessively generous
loan policy has been corrected?

Mr. WIYAIAMS. 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 for 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. KoEUMIj. Well, yes, there is, Senator, and I think that the
remodelling of downtown would not directly always benefit low-
income people because mostly it starts with buildings that will
house offices. Where businesses have the courage to go into a dela-
pidated -downtown area to start to rjuvenate the community-and
to come back, residences will then be rehabilitated or people will
be ,wfe to come back to rehabilitated downtown areas. So, there is
some competition and some preference in one direction, which
would 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 morning?

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

Senator Syms. I find this a very fascinating panel, but I think Iwill 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 GRASSLy. No questions, Mr. Chairman.
The CHAIRMAN. Senator Heinz.
Senator HEINZ. One question, Mr. Chairman. I think I will direct

this question to Mr. Koelemi. 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 you support Mr. Williams on that particular approach?

Mr. MooRE. On increasing the depreciable life? U that your ques-
tion?

Senator HuNz. 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 based on real lives.

Mr. MOORE. I think our industry could support a stretch-out of
depreciable life. Our analysis indicates that adjusting the basis for
inflation and then taxing the excess at ordinary rates on a good in-
vestment i certainly a deterrent to building and owning office
buildings or investment real estate.

Senator HsiNz. 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. MOoRR. 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 CHmIMAN. Senator Chafee.
Senator CHAIE. No questions, Mr. Chairman.
The CHmRMAN. Gentlemen, thank you very much. Now, let's

move on to a panel of Joseph Shepard, Barry Zigas, Allen Cymrot,
Lee Henkel, Sally 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 5 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 DEVELOPMENT, WEBSTER GROVES, MO
Mr. SHzPARD. 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 suggest
to the committee changes to the administration's tax proposal that
are essential if such housing is to continue to be built in this coun-
try. What I would like to do, rather than spend my allotted 5 min-
utes with specifics on the changes we would like to recommend, is
basically make a few comments regarding the importance of these
changes to low income and elderly housing.
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The CHAIRMAN. That would be fine.
Mr. SHEPARD. 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 rental 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
Farmebrs 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, vre adopted. 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-
ly, 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 under the administration's tax proposal to be fi-
nancially feasible. Because such higher rents are not obtainable in
the market, there would be an annual 160,000 unit decrease in the
production of new rental units. The resulting doubling up of house-
o.ds will result in lower housing quality for hundreds of thou-
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sands of families. For existing units, the study predicts that by1991 rents would increase by 20 to 24 percent over nontax reformlevels. Even assuming rent increases more modest than the 2 0-per-cent figure, such increases would more than offset any advantagelow hnd moderate in:;ome households might gain as a result of theproposed tax cuts. The study points out that a married couple in arenter household, vwith two workers earning less than $25,000 ayear 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. I have to ask you to conclude, Mr. Shepard.Mr. SHEPARD. Those are my basic comments, and I would bemore than happy to answer any questions you might have on spe-cifics of the legislation.

The CHAIRMAN. I think there will be questions.
Mr. SHEPARD. Thank you.
The CHAIRMAN. Mr. Zigas? Do I 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 faiiily and
elderly rental housing in rural America under the Section 515
program administered by the Farmers Home Administration. We
appreciate 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
making these incentives available, realizing that without then
very little such housing would be built.

2300OM Srex'i North ,Fotun~hHoot., '- .shaion~ ,. C 20O37(202)955.9715 
- _ _ _



179

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. In

the case of low income rental housing, the first two elements are

missing. Generally, under federal or state housing assistance

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 of

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

is a practical market limit 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 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

compcLe 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 requirement that "locks in" such housing for

rentals 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 Administration for the construction of rental units

for low income families and 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 FodA 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. I

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.
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CRHD thus views it essential that the past practice of more

favorable tax treatment for low and 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 t3 how they should be modified

so that the development of such housing - as well as other low

and moderate income housing - can continue.

I. At Ri'-k

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. In 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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LL-- rest ; bi ltY

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 Eor low income family and elderly housing.

It is illogical to say that one's interest paid as a part of
an investment in a limited partnership ic any less business

interest than interest paid for investment in a general
partnership or a sole proprietorship. This distinction is so
illogical that t 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 introduction, 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. De~pr~ci tion

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..cry 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.

IV. Construction perid Interest

We strongly oppose the Administration's proposal to repeal
Section 189 permitting current deduction of construction period

interest for low income housing. This provision should be
retained as Section 109 of the Internal Revenue code now provides

an incentive to construct low-income housing 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 discriminated among different
types of capital iters. 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 not. 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 liquid paper

assets.

VI. (Lther Prqpoied 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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five year write-off for rehabilitation expenses (Section 167(k)),

and the elimination of the historic tax credit which can be
utilized for multi-family renovation. Developers of rural
housing under the Section 515 program rarely use these incentives

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
possibility of any development of rental housing for elderly and
low and moderate income families no matter where located.

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 income 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 constt .tion
cannot be completed before January 1, 1986. Accordingly,
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developers whc have started a project under one set of tax

assumptions now find that they are operating under far less

favorable ones. The *placed in service" rule also assures that

many projects not yet started will not be started as it is too

late in the year to start and complete a project by December 31.
Thus the Administration's proposal is choking off significant

development activity at this tini. This is most unfair to

developers who have incurred significant 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 all, 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 before January 1, 1986

or the 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 under-the proposed change would be subject

to limitations. 20% would be subject to the new rule in 1987,

with an addif: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

proposal, if enacted at all, should have an exception to the

January 1, 1986 effective date in the case of interest from

investments entered into prior to January 1, -986.

Thank you for the opportunity to appear before you today.
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STATEMENT OF BARRY ZIGAS, PRESIDENT, NATIONAL LOWINCOME HOUSING COALITION, WASHINGTON, DC

Mr. ZIGAS. Yes, you did, Mr. Chairman. Thank you. My. Chair-man &-nd members of the committee, my name is Barry Zigas, andI am president of the National Low Income Housing Coalition. Weare a national organization representing tenants in assisted hous-ing, nonprofit development organizations, developers and managersof 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 iow income Americans todayface a genuine and very pressing housing crisis. Over 4 millionhouseholds today still live in substandard housing. Over 7 millionvery low income households are eligible for Federal housing assist-ance but do not receive it. Over half of the renters with incomesbelow $7,000 a year, which was about 50 percent of the rentermedian in 1983, at that time paid more than 60 percent of theirincome for rent. An even higher percentage of those with incomesbelow $3,000 did so. A recent GAO report revealed that over 10years ago 54 percent of renters with incomes below 80 percent ofthe median-those section 8 eligible-paid more than 30 perent oftheir income for rent. Ten years later, in 1983, that had increasedby 10 percent to 64 percent of them. For the vast majority of thesetenants, the major problem is the affordability of the housing theyoccupy. But a reduction in the tax-based subsidies will probablylead, as we have heard, to higher rents generally for low incometenants and, with low income tenants already paying those 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 havehad low income housing spending reduced by over 60 percent by1981. There are no remaining substantial direct subsidies for hous-ing development or rehabilitation for low income people, and therehas never been anything like this kind of withdrawal from whathas been, until now, a 50-year bipartisan commitment to the goalof a decent home and a suitable living environment for everyAmerican. Compare if you will the direct spending cuts that wehave suffered in the last 5 years with tax policy and tax spending.While low income spending has been slashed, high-income spendingon housing is up to record levels. Thi year, according to the JointTax Committee, over $40 billion wili be spent on subsidizing upperincome home owners, and over half of that will be for mortgage in-terest deductions. And $10 billion will be spent directly on lowincome people in rental subsidies, and about $6 billion in varioustax preferences arid subsidies--those we are discussing today-willbe lost in revenue. Tax incentives are the only remaining source offunding to underwrite low income development and preservation.MY message today to you is that low income Americans do face acrisis, that the Congress has already made a decision in its budgetand appropriations and authorizing policies to say no to increasedand even stable direct spending on low income housing needed Ti;7result has been, for low income people, soaring 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 initiative tl~ht 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, End 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 suffering 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 members of the Committee, my name is Barry
Zigas. I appear before you today as President of the National Low Income

Housing Coalition. The Coalition is an national organization of Individuals and

organizations providing advocacy services for low income housing. I appreciate

this opportunity to share our views on the Administration's tax reform proposals

with you.

Mr. Chairman, the need to overhaul the income tax system is clear and

undeniable. The unfairness of the present Code, its complexity, and Its

inefficiency in meeting social and fiscal goals are well-docuuented. However.

unless the Congress is willing to make drastic changes in its other fiscal

priorities at this time, it must categorically reject the President's proposals

to eliminate the current incentives in the Code for investment in the

preservation and development of housing which is affordable to and occupied by

low inco" households.

Although the President'a proposals ae touted as. increasing equity and

fairness in the Code, the proposals hilch relate to housing have exactly the

opposite effect. The proposals leave untouched the most inequitable and biased

portions of the Code relating to housing and wreak havoc on those which provide

sos measure of benefit to lower income housing consumers. Hany billions of

dollars in lost tax revenue which are limited almost exclusively to high income

homeowners would be protected under this plan. At the s&Ae tie, the meagre

subsidies now provided to encourage low income housing would t,e eliminated. On

equity considerations alone, these proposals should be rejected.

Mr. Chairman, my statement will cover the following aress:

o What is the current need for low income housing assistance?
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0 What are the characteristics of those who receive direct housing

assistance?

o What are the trends in federal support for housing assistance. and

who really benefits from the current system of support?

o What effects will the tax reform proposals now before you have on

low income housing preservation and development?

WOO mD HOUSIN ASSISTS ?

The implications of the President's tax reform proposals for low income

housing cannot be fully understood without an appreciation for the magnitude of

the housing crisis currently confronting low income people. Despite 30 years of

federal effort to reach the goal of a decent home in a suitable living

environment for all Aeri'cans, in 1985 millions of low income people live in

Inadequate shelter, and/or pay exorbitant amounts of their Income for housing

costs.

Over the years. many different attempts have been made to quantify the unmet

need for low income housing. In 1981, President Reaga.'s Comision on Housins

found that over 7 million very low income renter households either lived in

substandard housing, ar/or paid sore than 30 percent of their income for rent.

Since 1981. the 30-percent of income standard has been used as a benchmark for

housing affordability. This figure is an increase from the traditional and

familiar measure of 25 percent of income. In itself, this increase m"ke a

substantial degree of housing need which the lower figure vould reveal. Even

vith the increased figure. however, the need is overvhelling.
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In 1983. the Arual WousLng Survey found that median renter income was

$12,900. At the sane tine there were 8.4 million renter households with incomes

below $7,000 per year. or roughly 50 percent of the renter median. Among these

renters.

o 90 percent paid more than 25 percent of their income for rent.

0 80 percent paid more then 35 percent of their income for rent.

o 55 percent paid more than 60 percent of their income for rent.

Among the 2,2 million households with incomes below $3.000 per year-the

lowest income group identified in the AS-over 80 percent paid more than 60

percent of their income, for rent.

In an analysis of 1980 Census information, the Low Income Housing

Information Service found that more than twice as many renter households are in

need of low cost housing than exists to serve the in the private market. While

over 7 million renter households were identified by the Census as earning 50

percent or less of the renter median income, onlj about 3 million units were

identified &a renting at or below 25 percent of 50 percent of renter median

income. Moreover, since 1970. while the number of very low income renters has

decreased, the gap between their need for affordable housing and the amount of

hou ing affordable to then in the market actually 9rCw by over one-third.

Low income housing need is not confined to renters. The 1983 ABS shoved

that the median income of owners with hoses with mortgages vas $31,000.

However, owners at or below 50 percent of the median represented only 16 percent'
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of owners with mortgages, despite the fact that there are nearly as many owners
a renter. with incomes below $10,000. While only 24 percent of all the
sorgitaged owners paid more than 30 percent of their income for gross housing
costs,_78 percent of the owners with incomes at or below 50 percent of the
median did. While only 5.9 percent of all owners with mortgagee on their homs*
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 with 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 ways to determine low income housing need. While
other federal assistance programs rely on measures relating to the poverty
income level, HUD's assisted housing program, have since 1974 relied on a
different measure. Under HUD's program&, "low income" ie defined as income
below 80 percent of the area median income. "Very low income" ie SO percent or
less of area median. In our discussions, ve have used 50 percent or lees 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

need is staggering.

Under a variety of programs enacted since 1937, the federal government has
succeeded in bringing its inventory to almost 4 million households under subsidy-
in 1985. Altogether, about 10 million individuals are served in these program,
Yet by any mature, this total falls far short of meeting the low income housing
crisis. Participation in low income housing programs is still a matter of
patience and luck. Recent surveys have shown that the average vaitir.g List for
assisted housing in a cross section of cities is 20 months. In one city, the
wait for Section 8 Existing Houiing Certificates for families it over 300
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months, or nearly 30 yeLrel Cities routinely close their waiting lists to new

applicants because current applicants have so little chance of receiving

assistance.

The table below shows bow many renter households were served by federal

housing assistance programs according to the 1980 Census.

Table I

Renter Households U Selected Heasures of Need. 1980
(Hiouseh-Odin to-uan(s)-

Belov Below Below Below
Poverty 1251 of 501 of 801 of
leve e ovL ty median median

Renter households 8,956 9.204 11.154 16.833
In subsidized housing 1.430 1888 2,405 2,680
Not in subsidized housing 7,526 7,316 8.749 14,153
1 in subsidized housing 16.01 20.52 21.61 15.9Z

Source: U.S. Census data. Prepared fcr [resentation by Cuehing N. Dolbeare,
Chair, National Low Inco-e Housinf, Coalition.

The irability to pay the cost of decent housing translates into poor housing

quality, as well as high rent burdens. Almost three-fifths of all renters

living in substandard or overcrowded housing in 1980 had .ncomes below $7,C40

per year. Owners facet a similar dilema: the lower their income, the more

likely they were to be consumers of substandard housing, regardless of their

rent or housing cost burdens.

WW LIMB In LOW IC ASSISJD EXISIE?

Recent Census reports on recipients of non-cash benefits provide a clear and

illuminating picture of the residents of BUD's low income housing assistance

program. Among the 3.2 million households living in either public housing or
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becttOn 8 units, the median income in 1984 was $6,275, or about 30 psrcsnt of

the national household median of $20,885. Only 23 percent of the 7.5 illic-i

renter households living below the poverty level lived in these unite in 1984.

A Ancrease since 1990 Census counts were published. Fifty-wo percent of the

cessdents in che# uni.s live below the poverty level.

A sjzrity of the residents of public and Section 8 housing are senior

.ittd4ne 4 0saie heeded households. The majority of the lrtter live in

tai lies with minor children present. Fully 43 percent of these households

receive F4. StaWps; 45 percent receive Medicaid; and 28 percent receive AIDC

payments. About two-thirds of the tenants are classified as having no cash

income.

In short. RUD's assisted housing programs overwhelmingly serve the poorest

households in the nation. Tenants in these programs are most likely to

represent population groups which have special needs--the elderly and single

parent households with minor children-and are least likely to be able to

compete effectively in the private housing market.

IN DW= ASSLMrA FOR LOW [3C M3OSIM

4

While the need for affordable low Income housing has grown draatically over

the last 10 years, and remains at crisis levels despite 50 years of federal

intervention, the last five years have seen an unprecedented withdrawal by the

federal government from a 50-year bipartisan tradition of support for the goal

of providing every American family with a decent hose in a suitable living

environment at an affordable price.
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Since 1981, appropriated budget authority for low income housing assistance

has heen cut by over- 60 percent, from $31 billion in FY81 to $10 billion in

1185. lanent rents have been increased by 20 percent. from the traditional 25

percent of income to 30 percent of income. Subsidies for the construction and

reIabiaitation of housing for low intone 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

reAins to provide federal development assistance to low and very low income

people.

Instead of subsidies for the renovation and construction of housing, the

federal government has placed the major emphasis of its federal housing

assistance efforts on providing subsidies to tenants in existing housing,

through the Section 8 Existing Certificate program and a new, demonstration

program of vouchers. Unfortunately, this shift in emphasis has been accompanied

by the largest reductions in funding for any single domestic discretionary

spnding program.

To illustrate the ground which has been lost through this budget reduction.

assume only that the Congress had abolished nov construction and rehabilitation

program and shifted the entire 7T18 budget authority allocation for HUD to

existing housing programs. This $31 billion would have been enough to provide

ar entitlement to Section 8 Xxisting Housing assistance to every household

eligible to receive it. And when every household had been served, HUD could

have returned over $5 billion in budget authority to the Congress for use in

other programs I

Instead, Congress approved assive cuts in assitanIs . In 19$5. favor
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households are being added to the inventor1 of assisted housing than at any tite

in the last 10 yeArs. Keamhile. homelessness in raging in citia: thrcughoit

the country, houesng authorities report they are experiencing unprecedete,

overcrowding in the unite they xanaf,, and rent burdens among low incova

households are skyrocketing.

5U mum 113 HXm 13OM £ M S ISITANC

The federal government haa always been particularly eerrr.s ir, assisting

middle and upper income Americans cope uith their housing trdns. Vith the

advent of federal mortgage insurance in 1934. and tle booi in nowtovnerrhip

which started aftir World War II, major subsidies bgan to flow through a

variety of provisions in the federal tax '-ode. The wost expensive of these

subeidiea-in:oe tax deductions for mortgage it.terest and property taxe--were

not even del(berata attempts to subsidize homeownership. However, they have

become enshrined in the American tax lexicon as housing subaidies which are

necessary and justifiable to help people a-hieve the "American dream" of

homeownership.

To true role of these deductions in creating a nation o! homeorrr is

debatable-only a third of all taxpayers actually itemise their returns, and

among all homeownera, 'es thn half do so. What ts clear, however, is the

dollar value of these deductions to those who are fortunate enough to recei.

then,

In 1986 alone, the Joint Covmittee on Taxation estimates the combined cost

to the federal government . homeowner tax exenditures at over $40 billion.

Over one-half of this subsidy is accounted for by mortgage interest deductions,

and another quarter by those for property tAxes.
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This spending. which dwarfs the $10 billion in outlays HUD will make in FY85

on behalf of low income households. is unusually veil targetted-to very high

income households. According to CO and Treasury Department analyses, over 70

percent of the dollar value of these expenditures flow$ to taxpayers with

incomes above $30,000 per year. These are families earning 150 percent of the

national household median, and over twice the median income of renters. And the

flow of subsidy is disproportionately beneficial the higher on the income scale

you are. There are no effective restraints on this spending. In FY86, while

the Administration proposed a total elimination of any additional assistance for

lower income housing subsidies. 0KB projected a 10 percent increase in tax

subsidy spending on behalf of hoeowners. Such outlays are uncontrolled,

unmonitored, and unrecoverable.

T TAX In DI PWOAI

In light of the severe reductions in direct spending on behalf of low income

people's housing needs in the last five rears, housing advocates, developers and

owners have come to rely to an increasing degree on investor incentives in the

Tax Code to provide the subsidies necessary to provide affordable housing to

lower income households. The use of these incentives is not new. They have

been used in conjunction with most of the development-oriented subsidy programs

of past years. But in the absence of direct spending program to assist low

income people. tax expenditures which favor low income housing have become the

only means available to preserve and expand the supply of housing affordable to

low income people.

The tax reform proposals announced in late May would eliminate every single

one of the investor deductions which encourage investment in low income housing.
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The budget savings from these proposals 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 Comittee on Taxation. That is about 13 percent

of all housing-related tax expenditures. The chart at the end of my statement

shov the relationsihps among the different for*s of tax subsidy over the years

1984-1990.

The specific provisions of the Code in which the Administration's proposals

would jeopardize low income developu-nt are the following:

0 - elimination of the 5-year write off of rehabilitation expenses

through Section IS7(k);

0 elimination of the preferential -epreciation period currently

allowed for low income housing investments;

0 elimination of the 25 percent tax credit for historic

preservation;

o extension to real -Jtate partnership ef the at-risk rules;

o change in the capital gains treatment of real estte profits; and

o change in the deductibility of 4nterest paid by partnersips.

In what specific ways will the tax reform proposals affect low income

housing? First. the elimination of investor tax preferences will jeopardize the

preservation and liveability of thousands of units of existing housing
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subsidized through special FHA mortgage insurance program. Many thousands more
which currently receive no subsidies will also be placed in jeopardy. The bulk

of the FRA-insured and eubsidised 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 saue time, many of
theso buildings need the modernization and repair work 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

units, are either selling out their interests entirely, or seeking to
recapitalize their original invectnents to provide new cash for the needed work.

The rents which current tenants are able to afford will not be sufficient to

capitalize the needed maintenance work and ongoing operations, as well as

tranaction costs without subsidies. There are no direct subsidies available to
undervrite this work. Tax preferences ther.:by become a critical factor in

making the reinvestment in these properties economically feasible. They are
also a major factor in attracting investment into these properties in the first

place.

A second uajor area in which the tax proposals will hurt low income hoping

is housing rehabilitation. Through the five-year write offs provided through

Section 167(k) and the incentive of the historic rehabilitation tax credit,

investors throughout the country are encouraged to invest in rehabilitation

projects which provide housing opportunities on a highly tarSetted ,zeis to low

income tenants. This proran' cost is minimal. But without his incentive and
others like it, there is little likelihood that investors will be attracted to

any rehabilitation projects involving low income housing.

Finally, what little development is going on today to provide affordable
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housing resources through tax exempt financing of multifamily and single family

housing by state and local agencies would 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 mortgage funds. there is no reasonable means by which-to mitigate
this displacement, or offer tenants an affordable alternative to private sector

development of existing housing resources. Even with IDB financing, the subsidy
is too shallow, as this Committee and others have heard in recent weeks. But

without IDB financing, there is absolutely no chance that even the minimal

displacement mitigations which have taken place could have been structured.

I=3M1 D FMR W FORN

The current tax incentives for low income housing investment are far from

perfect. In a perfect world, the government would 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 appropriate sufficient funds to underwrite such a program.

We are not living in a perfect world. Congress in the last five years has

agreed with the Administration that the need for deficit reduction outweighed

the veed for low income housing assistance. The result has been massive cuts in

direct spending for low income housing rental assistance. The federal

government hae withdrawn almost completely from direct subsidies for housing

development.
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The consequences of these actions should be clear. Hopelessness is on the

rise in almost every major city in the nation. Rent burdens and overcrowding

are higher than at any tice in the recent past. Meanwhile, the federal budget

deficit has more than tripled. Low income 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 of affordable housing for low
income people. Without direct subsidies, these efforts rely almost exclusively

on a combination of tax subsidies and local and state government intervention.

As they operate today, they provide orly a small 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 first 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

ass is stance.

The tax preferences are inefficient. They are insufficiently targetted.

Too uch of the benefit fails to reach low income people. The tax system alone

is a lousy way to meet the housing needs of low income people.

But the tax system is the only -day left for thoce of us trying to serve low
income people. The elimination of the tax preferences might serve some ideal

goal of tax purity. But the direct result of repeal woull be to close off the

last remaining means by which low income housing needs can be zet in a small

Way.
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There are reforms which Congress could enact to increase the benefits these
programs provide to low ircome people. For instance, all of the deductions and
allowances should be based on a uniform definition of low and moderate income,
rather than the hodge-podge currently in place. Tax advantages for low income
housing development should be available only where the units serve those with
incomes below 80 percent of the area median income. Moreover. incentives should
be deeper for units which serve those with incomes below 50 percent of the area
median, to encourage developm.at of units for those most in need.

When calculatiig tenant income under these preferences, adjustments should
be made for family size. The qualifyinZ income of a single person should be
lower than for a familyy 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 reasonable for

the family size.

Congress 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 must be set aside for lover income
households. We believe this could be increased without destroying project
economics in many, if not all such deals.

Strong incentives should be placed in the Code to encourage owners of rental
housing to sell to tenants, rather than new outside investors. These incentives
sight include a complete forgiveness 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 a continuing destruction of
affordable housing resources through speculation.
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Other reforms say be possible in teise program. to target the more highly.

And there is nothing sacred about the various form which tax preferences have

taken over the years. Perhaps more effective ways can be found to achieve the

same goals of equity attraction and cost reduction to lovwincoue consumers.

The proposals presented by the Administration, however, must be rejected in

their current form. Unless Congress is prepared to replace these incentives

with dramatic increases in direct spending, or new, more efficient means of tax

subsidies, the current system should not be eliminated. The savings to the

Treasury would be minimal. The damage to low income housing consumers would be

tremendous. And by bypassing any reform of homeowner mortgage deductions,

Congress would be violating its own and President Reagan's first proposed test

by which to judge any tax reform: eq%ity and fairness.

UVM Z CXIIMLMTT

The preservation of tax preferences for low income housing will affect the -

revenue totals raised *fter a tax overhaul. But providing tax incentives for

low income housing investment need not be a "budget buster". First, the amounts

involved are small, both in absolute and relative terms. But more importantly.

Congress could raise offsetting revenue through tax reform which would shift the

tax burden away froA low income renters and more toward those better able to

afford it.

For instance, Congress should consider reforming the mortgage interest

deduction provisions of the Code. The Administration's proposal to cap such

deductions to principal residences is sound in principle. Other steps could

also be taken. The amount of deductions could be capped, so that oners in the



207

very highest tax brackets receive somewhat less in deductions. The entire
deduction could be shifted to a refundable credit, which would shift its
benefits substantially toward those vith more. modest incomes. At the same time,
the &mount of the credit could also be capped.

The Adminietration's proposal to eliminate deductions for state and local
property taxes, by itself, Vill do substantial harm. But Congress should
consider shifting this to a capped, refundable tax credit. This would shift the
benefits further down the income spectrum, allowing many owners who do not
currently take advantage of the deduction to do so. It would also limit tax
losses taken by the very wealthy, and raise some revenue in the process.

Congress should also consider modifying some of the other tax preferences
provided owners. If the total deferral of capital gains on housing sales were
to be modified to provide only a partial deferral of gains up to a certain
limit. and the balance taxed at a very low rate, substantial amounts of new
revenue would be raised. The impact on individual buyers and sellers would be
minimal.

In all those examples, Congress should tak, the revenues raised and earmark
then for spending to preserve and expand the supply of low income housing.

Congress must remember that the tax code as currently structured provides
the vast bulk of its subsidies in housing to the very rich. Analysis of tax
returns by the CSO and Treasury Department show that over 70 percent of the
dollar value of the homeowner deductions flow to taxpayers with incomes above
$30.000. or 150 percent of median. According to the Joint Committee on
Taxation, not even half of all taxpayers even claim the deductions until income
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rises to $30.000 or more. And the volume of benefits is heavily skewed toward
the very wealthy. The average 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 weeks to come, the National Low Income Housing Coalition and the

groups with which we are working on tax reform will be available to you and your
staffs at any time to review new proposals, to expand on this presentation, and

to assist Congress in developing a progressive and equitable retooling of the

Code. I appreciate this opportunity to share our views on tax reform with you,

and will be happy to answer any questions you may have at this time.
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Housing-Related Ta,, Epe'oitures, 1984-199:
(in billions of doll s(

1984 1995 "986

Historic structUre reservation
Corporations
Individuals

Subtotal
Exclusion of interest on ri

Corporations
Individuals

Subtotal
Mortgage revenue bonds

Corporat ions
Individuals
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Accelerated depreciation on

Corporations
Individuals
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Individuals

0, I
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O. -
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0.5 0.6 :.6 0.8
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(.2 0.2 1). 7
0.7 C.7 1.4 1.4
1:. 9 0. 9 1.•7 1.•7

ow income housing rehab (1
$ I $ $
* I £ I

I.

I

11.
I.1

1).4 0. 4
1 .7 . 0

.8 2.1 2.2.

.6 1.8 2.1
.8 1).Q
.4 2.7 .1
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8 2.8 2.6
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4 1.4 1.6

7 1.

Total corporate
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TOTAL INVESTOR DEDUCTIONS

Percent corporate

HOMEOWNER DEDUCTIONS
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Property ta, es

Subtotal
Capital gain deferral
Capital gain exclusion
Residential energy credit

Supply incentives
Conservation incenti

Subtotal

TOTAL HOMEOWNER DEDUCTION
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Total individual
TOTAL HOUSING-RELATED
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Percent investor

1.9
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57.,'.
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8.8

4.9
1.6
). 0
0. 4

0. 6

$79.4

2.1 -.7

$4.6 $6. o
54. 7. 46. V:.

Z5. 5

9.6
7_5. 1

5.6
1.9

O'. 5
0. 5

0.8
). 0
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27. 1
10. 2
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o.6
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4.2
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45. 6
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6.4
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15.1

7.5

2.5

$6. 0

$46.1 $50.6 $56.2

2. . -. 7 .. 6 4.0
41.4 45.5 49.8 54.9 60.9

$42.6 $47.9 $52." $58.5 $64.9

90.4% .4% 4 90.% 91.2% 91.59.6% 9.5%. 17.,0% 17.5% 1 . 4,

4.5

45.

42.72
17. 1
59. 4

8.'

$7':. I

4.2 4.5
6_8.1I 75.6

$72.2 $8:. I

% 91.8% 87.5%
12.97. 12.5%
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Houslng-Related Ta Expenditures, 1984-199.)
(in billions of dollars)

1984 1985 1986 1987 1988 1989 1990

Percent corporate 5.27o 5.27. 5.1% 5.11% 5.0. 4.9% 5.b%Percent individual 94.8% 94.8% 94.0% 97.8X 93.8%Y 04.2% 94.4%

Sum of all tax exPenditures
Corporations 81.5 94.9 119.9 127.5 135.8 147.1 159.0Individuals 248.'0 270.3 304.6 733.1 361.6 399.0 4:8.9Total $I29.5 $765.1 $424.5 $460.6 $497.4 $546.1 $597.9

Housing as percent of total
Corporations 2.8% 2.6% 2.7% 2.0% 2.9% 2.9% 2.8%Individuals 16.7% 16.8% 1.-% 16.5% 16.8%, 17. 1% 17.2%Total 13.2% 1:.1% 12.5% 12.7% 17.0% 13.2 13.47.

t Less than $50 million (1671 total for 1986-1990 is $2.0 billion)

Source: Joint Committee on Taxation, Estimates of Federal Tax ExpendituresFor Fiscal Years 1985-1590, April 12, 1985 (1984 and 1985
figures from 1984 report).
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The CHAIRMAN. Thank you. Mr. Cymrot.

STATEMENT OF ALLEN CYMROT, CIIAIRMAN-ELECT, NATIONAL
MULTIIIOUSING 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, areal 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 rentalhousing. Those incentives have worked. Thanks to these toolswhich 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. ThePresident'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, youmust realize that basically there are three components of invest-ment return on rental housing. The actual cash resulting fromtenant 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 factthat different witnesses appear before this committee with differ-
ent points of view, depending on which weight is put onto each ofthese investments. A just-completed study by an economist fromHarvard University and Wharton Econometrics Forecasting Associ-ates, which I would like to introduce in full for the record at thistime, indicates a 4 4-percent increase in the cost of capital. My ownpersonal experience is, and I know this to be true, is that investorstoday who are willing to accept a cash return of perhaps upward of6 to 8 percent along with tax benefits and potential appreciationwould require substantially higher cash returns, such as in the
areas of 12 or 13 percent without the tax benefits that currentlyexist. The only way this increased return can be achieved is by asubstantial increase in rents. However, it is important to remem-ber that the rental population is fundamentally low and moderateincome individuals and 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 onan average of some 20 to 24 percent more than it would have underthe existing law. The Harvard study also found that most of thoselow- and moderate-income families pay more for their housing thanthey do in Federal taxes. Accordingly, this study found that theseincreases 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 tomention again-for a family in the $25,000 earnings category, thetax savings would be approximately $100 a year. However, such afamily 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 a10-percent rent increase. That is upward of seven times the poten-tial tax savings on the proposed reform. Further, the President'sproposal 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 lenderwith respect to rental housing held in a limited partnership or sub-chapter S corporations under the proposal to expand the invest-ment interest limitation. The construction and ownership of rentalhousing 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 acompetitive investment option for a large segment in the invest-ment public. This narrowing of the potential investor market willdramatically increase the cost of investment capital for rentalhousing. Similarly, denying investors the tax benefits attributableto nonrecourse financing of rental housing through expansion of aso-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 effectivelydealt with under the 1983 and 1984 Tax Acts. Therefore, the issueyou face and which the American people are entitled to knowabout is whether none abusive incentives should be eliminated atthe price of a substantial increase to the cost of housing for one-third of the American public, with the inevitable reductions intheir standard of living. Put another way, for some meager tax sav-ings, do the people of this country want to pay significantly higherrates? Do they want more doubling up due to an inadequate supplyof 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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STATEMENT OF ALLEN CTMROT
ON BEHALF OF THE NATIONAL MULTI HOUSING COUNCIL

BEFORE THE COMMITTEE ON FINANCE
UNITED 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. Kemper-Cymrot specializes in organizing

and managing real estate investment programs in rental housing

through limited partnerships.

I 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 members 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

recovery ('ACRS"). This incentive, together with tax-exempt

(1DB") financing for rental housing, has worked. Since 1981,

we have experienced three years of record rental housing

production which has loosened once-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-forming

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 ("Codes). _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 proposed 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

available to investors in commercial real estate, has enabled

housing to remain competitive and to attract the needed amount

of investor dollars. Finally, the President's proposal

eliminates tax-exempt IDB-financing as a source of low-cost

mortgage capital for rental housing.

In addition, the President's proposal would severely limit

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 if 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

investment assets. Because the construction and ownership of

rental housing generally requires substantial 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

from 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 1991 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 ownership 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 is exactly what Congress intended when

these incentives were created: that private investors would

respond to produce-sufficient amounts of affordable rental

housing 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



218

comparable subsidy, private investors will not produce rental

housing for low and moderate income families.

In 1984, Congress enacted legislation designed to deal
with a perceived abuse of ACRS depreciation in sales of real

property where the depreciable basis of the property was

overstated and the interest component of seller-financing was
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 is arms-length, institutional financing. Now

that the rare abuse cases have been addressed by recent

legislation, there is no apparent justification foL the
Congress to deprive owner/investors in rental housing of the
full amount of mortgage interest deductions attributable to
their investment. Third-party mortgage interest payments and
interest payments attributable to arms-length seller financing

of rental housing are legitimate expenses incurred in a trade

or business which should be fully deductible by owner/investors

regardless of the 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 loss. 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 mortgage financing is

reasonable in relation to the value of the property, lenders,

including banks and other financial 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

amount of the mortgage financing, the additional capital cost

which would result from 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 income 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 forms of real estate investment. Without some

differential in tax incentives or some other comparable

subsidy, housing cannot compete for private capital with other

forms of real estate investment. Quite simply, commercial

tenants can afford higher rents than the low or moderate income

families who comprise the rental population.

As noted above, unlike investors in other 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 aside for families of low or moderate incomes (i.e., 80% of

the area median), obligations issued by a local housing
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authority to provide mortgage financing therefor will be tax
exempt. Further, capital gain benefits, rehabilitation tax
credits, 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 cash return
from rental income; the tax benefits attributable to the
investment, and the possible capital appreciation. Investors in
rental housing generally accept a 6-8% cash return on equity
because of the additional investment return generated by the
ta.) 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 investor tax benefits and the capital
gain treatment of the appreciation. Accordingly, investors in
rental housing can be expected to demand cash rates of return
at least equivalent to the 12-13S 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 :

52-228 0 - 86 - 8
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continuation of current law. Further, the Study predicts that

the 20%-301 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 low and

moderate income families pay more for housing than they do in

taxes, these drastic 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% increase in rents, would increase by

$350-$600 a year -- up to six times their tax savings. Further,

these rent increases 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 arbitrary and unfair recapture of up to 40% of
their post-1979 accelerated depreciation deductions. According
to economic forecasts, 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
incentives 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 production of our country's most basic services.

When dealing with any major legislative reform such as the
President's proposal, the Congress must anticipate its effects
on the lives of ordinary Americans. It is the responsibility

of the 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, ard not

to undertake any legislative initiative without full

understanding of wnat that impact will be. This is 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, that fact should be

known to this Committee 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

is 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

reform. The Congress must face the fact that the standard of

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

problem, 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, WINTERGREENDEVELOPMENT, INC., WINTERGREEN, VA ON BEHALF OF THEAMERICAN LAND DEVELOPMENT ASSOCIATION

Mr. PAYNE. Mr. Chairman and members of the Committee, I ampleased to appear today on behalf of the American Land Develop-ment Association to testify concerning the recent tax proposals. Myname 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 thatMr. Henkel is unable to attend our hearing today. The AmericanLand Development Association represents leading national andinternational companies that develop and finance recreationalresort 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 abouttwo issues regarding the tax reform proposal. The first of these isthe limitation of interest deductibility. A study that was recentlyconcluded by Data Resources states that the cost of enactment ofthe tax reform proposal to the U.S. Treasury is $0.92 billion peryear each year for the next 10 years. This is due to lower revenues,loss of jobs, and loss of local taxes. Further, we are concerned thatthe proposal is unfair. We have also determined that the averagefamily income of second-home buyers at the time they made theirpurchase was $38,000. It seems then that tax reform most affectsthe middle income purchasers who most need to finance their realestate purchases. Also, we are concerned about the fairness ofsomeone being able to deduct his primary home interest, whetherthat primary home is as much, say, as $1 million, while other fami-lies are unable to deduct a modest ordinary home plus a modestsecond home interest payment. Our second concern relates to theproposal to tax loan proceeds by the pledging of receivables in ourindustry. 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 bypleding our collateral-often our only collateral-which are receiv-able with recourse to the developers, in order to generate funds tocomplete our projects. This would be 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, Iave had the firsthand experience of seeing what tax reform per-haps will do to our industry. The sales in our community, Winter-green, have been off substantially since this was first discussed inNovember. In the month of February, for instance-normally a bigsales month for us, when we normally expect $2 to $3 mil ion incondominium real estate sales-this year we had none. And thiscauses great concern for us ind our community and our company,but also a great concern is for our larger community, which is theNelson County community of Virginia. This is a small rural countywhich very much depends on Wintergreen because of its tax basisand 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 than100. 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 uniquein this country in that there are many rural communities such asNelson County where second homes and tourism play such a largepart of their overall economic base. We feel strongly that the taxreform as it is currently proposed would have an impact on manyof those communities. Those communities also happen to be thevery communities where the people are the least mobile and lesslikely to, one, go to other places to find jobs and, two, they are leastable to attract new industries because of their lack of infrastruc-
ture and so forth. So, we would ask you today-the American LandDevelopment 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.

[The prepared written statement of Mr. Lee H. Henkel, Jr. fol-
lows:]
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ALDA CONGRESSIONAL TESTIMONY

Mr. Chairman and members of the Committee, I am pleased to appear

here today on behalf of the membership of the American Land Development

Association (*ALDAN) to testify regarding certain of the proposals con-

tained in the President's Tax Proposals to the Con3ress for Fairness,

Growth and Simplicity (the "President's Tax Proposals"). My name is Lee

Henkel, Jr. and I was appointed by the President and served as Chief

Counsel, Internal Revenue Service during 1972 and 1973. 1 am now Chairman

of the Board of Sands Investment, a diversified recreational real estate

company, and am Senior Tax Partner in the law firm of Troutman, Sanders,

Lockerman & Ashmore.

ALDA represents leading national and international companies that

develop and finance recreational, resort and residential real estate,

including vacation homes, condominiums, resort timesharing, planned unit

developments, 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 firr.

specializing 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 salient 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 next decade due to

depressed activity in the second home/recreational real estate sector. (See

Appendix A). This is in direct contradiction of Trea~ury projections that

the interest limitation and other real estate provisions would be a net

revenue gainer.

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 proposal 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.

Our analysis of this provision leads 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, Job creation, and

growth, particularly in undeveloped rural conunities.

* This proposal invites new tax avoidance schemes which will wrap bir

ticket consumer items like second homes and loans for college tuition

into primary residence mortgages.

* It is inherently unfair to draw tax distinctions between 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:

* 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. It 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. In 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. Within a few months, Congress passed the Revenue Act of 1913,
imposing a "normal tax' of one percent (1%) on the net income of every

citizen of the United States. Section If(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 similar 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 depreciation schedule on tax receipts. 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.I.'s cost/benefit analysis of the tax proposal'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 plan 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 Revenue 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

limit 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 it 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 In favor of taxpayers who can pay for similar assets, goods

and services with 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 survey 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 $37,900 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.
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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 incurs 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 percent 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 income

but a second is required or desires to expend his on such things as

doctors' bill, 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? Obviously, where John Q
doesn't have the cash to compete 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 0? If we do, we produce the ironic 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
ideals of progressivity long held in our system of self assessment taxa-
tion. The irony and unfairness of such a result is 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 is 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.

By 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 NB" has a $35,000 deductible

interest limit!

The proposal's unfairness becomes much more evident when its

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 of progressivity which

the proposal's tri rate structure seeks to achieve?

As a practical matter, the proposal, if adopted, would permit an

unlimited interest deduction to taxpayers with unlimited *net passive

,ourced income and at the same time severely restrict deductibility of

interest '4 wage earners. The mechanics of the interest limit proposal

increases the dispa,t.v in treatment between the haves and have nots

underscoring and reinforcing an undesirable social policy. It makes

little 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-fleld 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 proposal 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 purchased

recreational real estate, cars, etc. on credit made a purchase decision, we

did s on the basis that we could resell 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 existing 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.

Communities dependent upon such resorts are numerous. Nationwide 329

counties had at least 20% of their housing stock in (ion-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 35% as a result of implementation of the

President's tax reform proposal (including the interest limitation provi-

sion), D.R.I. 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 -home construction market. (Appendix

A).

In Nelson County, Virginia, Wintergreen Resort accounts for the

county's largest single source of employment. Those who are employed

either directly or indirectly by Wintergreen work as carpenters, plumbers,

refrigeration (heat and cooling) contractors, 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 81% 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

curtailed if the Treasury proposal were enacted! To a community like

Nelson 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 Si li.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 S.92 billion. If this occurs

Congress will 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 0. can count big oil, 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 real

estate. It is the one investment that mainstream America can understand.

Unlike stocks 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, about
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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, even 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 limit 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.Juction possible to reduce his

costs. For example, if "A" purchased a home for $50,000 years ago Aich Is

worth $100,000 today and he desires to purchase a second home or another

big ticket item, 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

limit. 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-f which is used for

recreation by a wage earner? There appears to be no rhym 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

dynamic economic expansion and consumer satisfaction for what will be a

billion 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

abuse."
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PART I I

GAIN SHOULD NOT BE RECOGNIZED ON PLEDGES OF INSTALLMENT OBLIGATIONS

FACTS

Generally 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 (installment obligation). The purchase money note is payable in

installments 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 pool,

infrastructure, Including landscaping, road and pathways, and entertainment

areas) plus "up front" employee and marketing costs which a normal residen-

tial or corimercial 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 (timeshare 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 after sales work of the normal builder is minimal .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 p3y for a project's common expenses

prior to the tine 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 expenses. 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 is

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 §453 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 payments) received in the year which represents profit. In

other words, that portion of the installment payment representing the

Seller's cost or basis is 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 installment obligation, the tax that

has-been deferred on the installment sale generally becomes due. Code
§4538. This Is so because such a sale is an asset sale subject to normal

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 mado.
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). "Income from whatever sourced derived" means accessions to wealth

clearly realized and over which a taxpayer has complete dominion and

control. Jaries, supra and Commissioner v. Glenshaw Glass Co., 348 U.S.

426. A gain constitutes taxable income only when there is no consensual or

concomitant 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 repaid. -The proceeds are not the borrower's for

keeps. He only has temporary and conditional 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 swiftly made, a Court will

require repayment plus collection costs. For this reason it is simply

unprecedented and illogical 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 and

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 taxpayer 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

liberalized 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 30% down payment in the first year, etc.

The Proposal does not propose a change in Code §453 implicitly

recognizing the necessity of that Code section. Instead, the Proposal

seeks to alter Code §4538 to tax selected loan proceeds because in certain

cases the Proposal suggests the possibility of taxpayer abuses (i.e.,

builder bonds).

The recreational real estate industry finds itself trapped in an

overly broad net for no apparent reason. Builder bonds are quite different

from pledged receivable loans. Loans to recreational real estate de-

velopers typically and are made with personal recourse to the borrower.

This means that when a loan is made to such a developer using his purchase

money sales notes as collateral where there is a default in payment by

either 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, are generally nonrecourse. This distinc-

tion is critical and one with a very real, theoretical and pragmatic

difference. This is the reason recreational real estate pledged receivable

loans 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 decision 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 is assured by a bank letter of credit 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 will 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 repayment 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 until 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

ownership. 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 liable for repayment. Using the Proposal's own example in the case

where the seller borrows using the underlying property as collateral and he

is 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

installment 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-

less of their nature should be taxed because they are like builder bonds.

OUR INDUSTRY DESERVES TO BE INCLUDED IN THE PROPOSAL'S EXCEPTIONS

The Proposal provides certain exceptions to the general rule. We

submit that if a decision is made to tax loan proceeds there should be an

exception for "at risk" loans i.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 gO-day loan; and

(4) loans by financial Unstitutlons 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 difference 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 pledged, recreational real estate developers only have their

receivables. Those In our industry sell their land to their consumers and

typically use outside 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 position under the Proposal given traditional manufacturers 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 Eis trade or business

assets when he pledges his receivables.

IF THE PROPOSAL 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 Versus a Hypothecation with three tables prepared by Stuart

Marshall Bloch, a senior 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 collateral

for loans. Mr. 8loch's conservatively estimates that well in excess of one

billion dollars annually is obtained by developers in our industry through

hypothecation of their receivables. In recent years, the amount of cash

available 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 10%-15% 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." Hr. 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 taxing 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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APPEI)IX A

EXECUTIVE SUMMARY

THE IMPLICATIONS OF TKL PRLEMEN11S TAX PROPOSAL
POR THE SECOND HOME MARKET

Prepared for
Arnerican Land Development Association

3uly S, 1983

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 urprofitable, Imposing an unexpected loss. In addition, the plan
would reduce natIal savings by nftirg income away from the corporate sector toward
the low-aving household sector. lntejest rates are the market price of savings, hence a
lower supply of savings would necessarily dIctate higWr post-tax Interest rates. The
federal deficit expands Into the 19Ks as the corporate tax increases no longer counter
balance personal tax cuts, further driving up Interest rates. Therefore neither the static
nor dynamic macroeconoml effects of reform augurs well for resldental investment.

Data Resources, Inc. (DRJ) 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 reform on the second home industry. We find refo-m would raise
the cost of homeownership generating a negative Impact on builders, existing owners, and
potential consumers.

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 raise the after-tax cost of borrowing to all market participants. TIe loss of state
income tax deductibility raises effective marginal tax rates, somewhat compensating for
the lowLr federal rate. Owner-occupants also lose property tax deductibility, 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 onOwner-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 ;ate. . Lower marginal rate. +
Loss of state tax New depreciation
deductibility. system.

Loss of property • New capital gains -
deductibility. treatment.

Limitd Interest
deductibility.

Lower capital gains
rate.

The proposed limitation on interest deeiuctibility 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 provision, 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 their 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 home 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 14% decline In the second home
market costs the construction industry 3,600 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 billion 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 usir historical data and regression analysis. The
translation 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 SCOTT7 COMPANY
The Scott Company. Inc. . 66 Surfwatch Drive
Management ConsultantS Kiawah Island. S.C. 29455

(803) 76 -O00

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 Onon-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:

" 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.

" 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 increasing tendency to make purchases of property for

investment reasons was seen in the group making

relatively recent purchases.
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o Of those purchasing property for Investment reasons,

40.9%, or an estimated 970,000 persons nationwide, had

purchased property with an estimated 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 less than $25,000 per year.

o Eleven and five-tenths (11.5%) of survey respondents

indicated that they had purchase property in conjunction

with other investors.

o Forty eight and nine-tenths (48.9%) of the survey

respondents indicated that they rented their property.

O Of those persons indicating that their property was

rented, the average annual rental income was $4,750.

o 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.

o 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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o The average survey respondent had financed 67.8% of the

total property purchase price.

o Average monthly principle and interest payments were

$470.

o Tha average term for non-primary real estate mortgages

was 18.5 years and the average interest rate was 11.0%.

0 The average estimated market value of non-primary

residential real estate was $70,500, with non-primary

single family residences having average estimated market

values of $71,100 and condominiums or co-cps having

average values of $95,500.

o 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.

o 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.

o Four hundred and seventy thousand (470,000) non-primary

residential real estate units were held by retired

persons for investment purposes.

o 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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o It is estimated that 43S of the survey respondents, or an

estimated 2,500,000 persons nationwide, would not have

purchased their property if Treasury's interest deduction

limitation were in effect at the time of their purchase.

o Based on survey responses, it is estimated that approxi-

mately 16% of the survey respondents, or an estimated

920,000 persons nationwide, would be forced to sell

their property if Treasury's proposal were enacted.

o It is estimated that 81% of the survey respondents will

curtail future investments in real estate if the Treasury

proposal io enacted.
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APPENDIX C

Economics Research Associates

Los Angetes. California
San Francisco. Calfornia

Seattle. Washington,
Chicago. Illinois

Boston, Massachusetts

Washington. D C

Ft Lauderdale. Florida

EXECUTIVE SUMMARY

IMPACTS OF PROPOSED TAX CHANGES
ON LOCAL ECONOMIES

PREPARED FOR

AMERICAN LAND DEVELOPMENT ASSOCIATION

JULY 1905

PREPARED BY

ECONOMICS RESEARCH ASSOCIATES
680 BEACH STREET, SUITE 370

SAN FRANCISCO, CALIFORNIA 94109
(415) 775-3170
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680 Beach SueM. Su.,t 370
Economics Research Associates S, Frwisco. Cahlfornia 94100

R D I-Fwam.F • 6. OKW. sow. . I.SC L (415) 775-3170

EXECUTIVE SU)iARY

Economics Research Associates (ERA) was retained by the American Land
Development Association (ALDA) to analyze the economic importance of the
second home industry to local economies. Two case studies were conducted to
illustrate the economic importance of the second home industry in two

different areas.

The first case study focused on Hilton Head Island, in Beaufort
County, South Carolina. As a second home cotmunity, Hilton Head may be

characterized as:

o Planned resort community,

o Coastal,

o Above average property prices,

o New and rapidly growing.

In order to study a variety of situations, 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:

o An older, established vacation home area,

o A mountain and lake setting,

o Moderate property prices, and

o Second home industry which is more thoroughly integrated with a

ron-resort community.
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CONCLUSIONS

Based upon the case studies, several significant conclusions vere

developed. These are sumsarized belov:

o NON-PRIMARY HOMES REPRESENT A MAJOR COMPONENT OF THE HOUSING

INVENTORY:

- Based on the 1980 Census, 48 percent of all units on Hilton

Read Island, and

- 15 percent of all units In Kootenal County are non-primary

houses.

- On a nationwide basis, 329 counties had at least 20 percent

of their housing stock i non-primary homes.

o MANY HOMES BUILT ORIGINALLY AS SECOND HOMES END UP AS PRIMARY

HOMES FOR PERMANENT RESIDENTS AND RENTERS.

- This Is especially true of areas similar to Coeur d'Alene

which have viable local economies in addition to second home

and tourist industries. In 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 hones owned by non-residents. Host of these vere

originally purchased as second homes. In Coeur d'Alene, a
significant number of persons who were previously visitors or

second hose owners have chosen to live there permanently.

o OWNERS AND TOURISTS VISITING SECOND HOME/RESORT COMMUNITIES ARE

MAJOR SUPPORTERS OF THE ECONOMIC BASE.

- Dollars brought into the local economy by these seasonal

visitors create a multiplier effect in expanding the local

commercial economy. For example, 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 million in

retail sales.

0 SECOND HOMES REPRESENT A MAJOR PROPORTION OF 1HE ASSESSED

VALUATION.

- Second homes tend to be located in premium environments, and
are often more valuable than the average primary home in the
area. In 1980, Hilton Read accounted for only 38 percent of
Beaufort County's housing units, but 56 percent of the

assessed valuation.

o MANY CONSTRUCTION JOBS ARE DEPENDENT UPON THE SECOND HOME

INDUSTRY.

- Case studies indicate that one local construction job Is
created for every $70,000 in second home construction.

o RURAL COUNTIES OFTEN DEPEND UPON THE TOURISH AND SECOND HONE
INDUSTRY TO PROVIDE ECONOMIC DEVELOPMENT AND/OR TO REPLACE

DECLINING RESOURCE BASED INDUSTRIES.

- County master plans have been based on the development of
tourism and second-home/resort communities.

o SALES OF SECOND HOMES ARE THE ECONOMIC BACKBONE UPON WHICH MANY
RESORT COMMUNITIES ARE BUILT.
- The sale of second homes is a vital component of most planned

resort developments. Without the contribution 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 MAIDE BY SECOND HOME OWNERS, GUESTS, AND RENTERS ARE

AN IMPORTANT SOURCE OF PERMANENT JOBS.

- The number of permanent jobs per 1,000 second homes ranged

from about 300 for a regional second home area such as

Kootenai County to 750 for a destination resort area such as

Hilton Head.

O 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

economically feasible.

o 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 Hilton Head.

o SUBSTANTIAL FORWARD COVIITHENTS AND INVESTMENTS IN SECOND HOME

COHfUNITIES HAVE ALREADY BEEN MADE.

- Most projects are long term and the profits (if any) are

generally made in later years.

O COMMERCIAL DEVELOPMENT AND AN EXPANDED ECONOMIC BASE CAN FOLLOW

INITIAL DEVELOPMENT FUELED BY SECOND HOME/RESORT DEVELOPMENT.

0 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. In the Coeur d'Alene area, 70 percent of

the lakefront parcels (which have been the aost 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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0 SECOND HOME DEVELOPMENTS OFTEN SERVE RETIREMENT AND PRE-

RETIREHENT HOUSI11 NEEDS FOR INVESTORS AND LOT OWNERS.

- Approxtuately 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

indicated that the demand for second-home housing will decline substantially

due to the proposed tax changes. DRI forecasts that the annual cost of

second-home ownership will increase an average of 15 percent and that there

will be a net 35 percent decline In second-home housing starts over the next

10 years. On a nationwide 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 Kootenai
County Co. nty

DIRECT IMPACTS
Decline in Second-Home
Housing Starts 5,040 525

Lost Jobs (man-years)
Construction 7,310 760
Support 20,790 885

28,100 1,645

Lost Property Taxes
From Existing Valuation $ .8 million $2.8 million
Future Units 24.2 million 3.9 million

$32.0 million $6.7 million

These direct Impacts would circulate throughout the local economy

and, due to this multiplier effect, woul; cause decreases in primary home

construction and further losses in employment and tax revenues. A typical
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multiplier of 1.5 would lead to the following cumulative impacts over 10
years:

TOTAL IMPACT
Lost Housing Starts

Lost Jobs (man-years)
Construction
Support

Lost Property Taxes
From Existing Valuation
Future Units

Beaufort
County

12,600

18,270

51 975

$19.5 million
60.5 million
W0_Oo million

Kootenai
County

1,310

1,900
2,215

$ 7.0 million
9.8 million

$16.8million

These impacts are substantial and affect both rapidly growing second-
home/resort areas (Beaufort County) as well as older second home locations
(Kootenal County).
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SUGARY OF DIRECT IMPACTS OF PROPOSED TAX
CHANGES ON BEAUFORT COUNTY

Over Next 10 Years
Without With

Tax Changes Tax Changes Net Loss

Second-Home
Housitig Starts I/

Jobs (man-years)
Construction 2/
Service & Support 3/

Property Taxes
Existing Units 61

Future Units 5/
Total

14,400

20,880
59,400

$61.0 million

9,630

13,570
38,610

$(7.8) million
$36.8 million

'/Based on build out projections.
2/At 1.45 jobs/unit. Equivalent to 731 jobs per year.3
1At 0.75 jobs/unit. cumulative over 10 years. Equates
employment of 3,780 jobs in 10th year.4
/Reflect effects of decline in market value of current
follows:

Total County Market Value
351 Non-Primary Units
Market Value for Non-PrimAry Units

Decline (@ 8%)
Lost Property Taxes ( 0.7%)
Over 10 Years

to annual lost

units, estimated as

$4 billion
35%

$1.4 billion

$112 million
$784,000

$7.8 million

5/At 0.7 percent of market value (aseage $110,000 before tax changes and
$102,000 after tax changes), cumulative over 10 years, Equates to annual
lost revenue of $4.4 million In 10th year.

5,040

7,310
20,790

~TUM

$ 7.8 million
24.2 million

$32.0 million

[=/=.
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SUMMART OF DIRECT IMPACTS OF PROPOSED TAX
CHAN(GS ON KOOTENAI COUNTY

Over Next 10 Years
Without With

Tax Changes Tax Changes Net Loss

Second-Home
Housing Starts I/

Jobs (man-years)
Construction 2/
Support 3/

Property Taxes (cumulative)
Existing Units 4/
New Units 5/

Total

1,500

2.175
2,475

$11.1 million

975

1,415
1,610

($2.8 million)
$7.2 million

1/30 percent of 500 - 150 units per year.
2/At 1.45 per unit.
3/At 0.3 support jobs per second-home unit.
4/4,200 existing units at an average value of $55,500 suffering an 8

percent decline in value with a 1.5 percent tax rate.5/1.5 percent of new unit market value (estimated @ $90,000) cumulativeover 10 years. Annual loss at end of 10 years is $1 million.

525

760
865

$2.8 million
3.9 million

$6.7 million

1:j-F7
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The CHAIRMAN. Thank you. Ms. Oldham.

STATEMENT OF SALLY G. OLDHAM, CHAIR, COMMITTEE FOR
FUTURE INVESTMENT IN AMERICA'S PAST, WASHINGTON, DC
MS. OLDHAM. I am Sally Oldham, chairman of the Committee for

Future Investment in America's Pait. This committee is composed
of representatives of the public and private sectors who are active
in the rehabilitation of this Nation's historic structures and of
older buildings generally. Thc committee includes the National
Trust for Historic Preservation, Preservation Action, the American
Institute of Architects, representatives of State and local govern-
ment developers, investment bankers, attorneys, and accountants.
We appreciate the opportunity to share with you our experience
with the renaissance which is sweeping this country. From Port-
land, ME to Portland, OR, in small towns and distressed urban
areas alike, buildings are being rehabilitated, neighborhoods are
springing back to life, entire cities and economies are being revital-
ized. This is not a random process, Mr. Chairman. This dramatic
recovery is occurring for one very important reason, and that is
that Congress has made the investment in once-deteriorating build-
ings and neighborhoods economically viable again with the reha-
bilitation tax credits. The rehabilitation tax incentives were first
included in the Tax Reform Act of 1976. These provisions, which
included a 5-year amortization provision and an accelerated depre-
ciation provision, eliminated some of the prior tax laws biased
toward investment and new construction. However, they did not
adequately compensate investors for the added risks which are in-
herent in rehabilitating properties which are often located in mar-
ginal neighborhoods or in dying central business districts. It was
only with the enactment of the three-tier investment tax credit in
1981 that elected officials, preservationists, architects, developers,
and community residents could seriously entice investors to put
their investment dollars into old buildings in their communities. I
viewed this transformation initially from a governmental perspec-
tive, as from 1975 to 1982, I was at the National Register of Histor-
ic Places in the National Park Service, serving as Acting Chief of
Registration and Supervisor of the Register's Tax Incentives Pro-
gram. In mid-1982, however, I left this post and went into business
as an investment banker, structuring limited partnerships to bring
investment dollars into developments dealing with rehabilitation
and also as a consultant to assist developers with the approval
process for the 25-percent investment tax credit. I remember being
at the Register in 1977 and 1978, and we had thought with the pas-
sage of the 1976 provisions that there would be a tremendous in-
crease in rehabilitation activity dealing with historic properties
around the country, but this was not the case. In fact, it was not
until 1981 with the three-tier tax credit that we really saw a signif-
icant increase in projects. Since the enactment of the 1981 tax law,
investment in historic buildings alone has increased fivefold. More
than $5 billion has been invested in more than 6,800 historic build-
ings throughout the Nation. This $5 billion is in large projects as
well as small ones. The large ones often serve as anchors for urban
revitalization. These include the Old Post Office Building project
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here in Washington and the Willard Hotel, as well as St. Louis'
Union Station project, Pittsburgh's Penn Station project, and Port-
land's Elk's Temple and Newmarket Theater block. Small projects
include ones such as the Hotel Lafayette in Marietta, OH, a com-
munity of 15,000 located in the Appalachian sector near the Ohio
River or the 16 projects located in East Greenwich, RI, which each
involve under $100,000 apiece. Or a project in Jim Thorpe, PA, a
community of 5,000, in which the first new business to open in
years is in a building alive again because of the tax credit. As
neighborhoods in central business districts experience this renais-
sance, State and local economies of which they are a part receive
the benefits of increase employment and wages, and thus increased
collection of income, sales, and property taxes. The national trust
estimates that, since 1982, in historic projects alone, more than
180,000 new jobs have been created, $5.3 billion in increased local
retail sales, and general business activity has been generated, and
more than $4 billion in increased wages. This credit, Mr. Chair-
man, is restoring properties and people to State and local tax rolls
more effectively and efficiently than many of the direct subsidy
programs of the past. The credit is responsible for the creation of
more than 36,000 housing units in historic properties, and these
are often in the conversions of underutilized, often abandoned com-
mercial, industrial, and educational buildings.

This program, Mr. Chairman, which I would like you to under-
stand we believe very firmly works. It involves a broad partnership
of the public and private sectors. It is a targeted program, and it is
one that is just getting started. It is yielding revived neighborhoods
and businesses, creating jobs, increasing tax revenues, providing af-
fordable housing, preserving old and historic buildings for future
generations, and providing for us now and in the future a sense of
continuity with our cultural past. In the words of your colleague
last week at the Ways and Means Committee, Mr. Schulz, "this
program does not cost; it pays." Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.
[The prepared written statement of Ms. Oldham follows:]
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STATEMENT OF SALLY G. OLDHAM
CHAIRMAN

COO4ITTEE FOR FUTURE INVESTMENT IN AMERICA'S PAST
BEFORE THE COI4ITTEE ON FINANCE

JULY 16, 1985

Good morning, Mr. Chairman and Membets of this

distinguished Committee. I am Sally Oldham, Chairman of the

Committee for Future Investment in Amorica's Past (CFIAP).

CFIAP is composed of representatives of the public and pri-

vate sectors vho are active in the rehabilitation of our

nation's historic structures and older buildings generally.

CFIAP includes the National Trust for Historic Preservation,

Preservation Action, the American Institute of Architects,

state and local government representatives, developers,

investment bankers, architects, attorneys, and accountants

active in rehabilitation. CFIAP appreciates this opportu-

nity to appear before you today to share with you its ex-

perience vith a renaissance vhich is sweeping the country.

From Portland, Maine to Portland, Oregon, in small towns and

distressed urban areas alike, buildings are being rehabili-

tated, neighborhoods are springing back to life, entire

cities and economies are being revitalized. This is not a

random process, Hr. Chairman. This dramatic recovery is

occurring for one very important reason -- Congress has made

investment-in-once deteriorating buildings and neighborhoods

economically viable again with the rehabilitation tax cred-

its.
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While the passage of the historic preservation tax

incentives in the Tax Reform Act of 1976 eliminated some of

the prior law's bias towards investmert in new construction,

five-year amortization and accelerated depreciation did not

totally compensate investors for the many additional risks

inherent in the rehabilitation of historic structures and

older buildings generally which are often in marginal neigh-

borhoods or dying central business districts. It was only

with the enactment of the three-tier system of investment

tax credits that elected officials, preservationists, archi-

tects, developers, and community residents could seriously

entice investors into putting their investment dollars into

an old building In their community. This was a transforma-

tion which I observed initially from a governmental perspec-

tive as I worked from 1975 to 1982 at the National Register

of Historic Places in the National Park Service (NPS), serv-

ing as Acting Chief of Registration and Supervisor of the

Register's tax incentives program. The NPS is the federal

office which issues approvals for the 25 percent investment

tax credit. At mid-year in 1982, however, I left this post

and went into business as an investment banker, structuring

limited partnerships to attract investment dollars to devel-

opment projects involving rehabilitation, and as a consul-

tant, to assist developers with the NPS approval process for

historic tax credit projects.

The up-front return to investors in the form of a

credit, available for qualified rehabilitation since January
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1, 1982, makes the investment attractive from the inves-

tor's perspective, while for developers, once financially

impossible projects become feasible because the influx of

equity may permit a reduction in the amount of funds debt-

serviced, or provides funds to cover deficits during the

lease-up period of a project. As evidence of the credit's

attractiveness, since January 1, 1982 when the 25 percent

credit first became available, investment in historic build-

ings alone has increased five-fold, with more than $5 bil-

lion being invested in more than "6,800 historic buildings

throughout the nation.

This $5 billion is investment in large projects

which serve as anchors tor urban revitalization from which

smaller projects will flow like Washington, D.C.'s Old Post

Office Buildin9 and the Willard Hotel, St. Louis' Union

Station retail, commercial and hotel complex and Portland's

Elks 'Hall. But it is also investment in much smaller

projects such as in the Hotel Lafayette in Marietta, Ohio, a

community of 15,000 located in the Appalachian sector near

the Ohio River; $11.3 million of it is in 19 tax credit

projects in Athens, Georgia. And it is on main Street in

towns as small as 5,000 such as Jim Thorpe, Pennsylvania

where the first new building to open for years is located in

an old building alive again because of the historic re-

habilitation credit. In fact, the rehabilitation costs of

62 percent of historic residential projects are less than

$150,000, according to National Trust estimates, while the
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rehabilitation costs of 80 percent of the historic conmer-

cial projects are less than $1 million .

What is increasingly apparent is the ripple effect
that a single rehabilitated building can have in a central
business district or neighborhood. New residential units
create the need for the nearby services of corner grocery
stores, dry cleaners, restaurants. Moreover, adjoining
landowners often begin property improvement when a neighbor-
ing building is rehabilitated, whether or not the credit is

available to them.

As neighborhoods and central business districts
experience this renaissance, the state and local economies
of which they are a part receive the benefits of increased
local retail sales and business activity, increased employ-
ment and wages, and thus, increased collection of income,
sales, and property taxes. The National Trust, which has
developed the most sophisticated national data base of tax
credit projects, estimates that since 1982, historic re-
habilitation projects alone have led to more than 180,000
new jobs, and have generated $5.3 billion in increased local
retail sales and general business activity, and $4 billion
in increased wages. The credit, Mr. Chairman, is restoring
properties and people to our state and local tax rolls more
effectively and efficiently than many of the direct subsidy

. programs attempted in the past. As Mayor Richard K. Berkley

of Kansas City, Missouri, has emphatically stated:
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*Over a period of years, many federally-
designed and funded programs have been
devised to find answers to the urban
problems that have plagued our cities.
The tax credits for rehabilitation, in
my estimation, is the first program that
has really worked. The low-interest
loan programs, urban renewal, E.D.A.,
and other efforts have not provided the
needed solutions. There is no substi-
tute for the rehabilitation tax credits.
This is the successful marriage of pub-
lic funds vith private money, and pri-
vate money which is invested at risk.*

The credit is nov being recognized for the much-

needed housing it has created, particularly in urban areas

here low and moderate income rental housing is a scarcity.

More than half of all historic rehabilitation projects are

housing. Since January of 1982, more than 36,000 housing

units have been rehabilitated, more than half of these cre-

ated by converting underutilized and often abandoned commer-

cial, industrial and educational buildings. Philadelphia

estimates that in its Old City, use of the historic tax

credit has resulted in 2,000 units, a 300 percent increase

in housing units. In fact, 90 percent of housing starts in

Philadelphia last year resulted from construction activity

induced by the rehabilitation tax credit. Philadelphia's

experience is not unique. In many other cities and towns,

the rehabilitation of vacant, formerly industrial buildings

into residential units has reversed a neighborhood's deteri-

oration by bringing people back into the neighborhood; these

new residents create the need for supporting commercial

activity and services, stimulating the rehabilitation of the

surrounding buildings.
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This is tangible evidence, Mr. Chairman, that the

rehabilitation credit is doing exactly what you intended it

t6 do in 1981. Dy giving the businessman the incentive to

invest in an older building in an older neighborhood, you

have reversed what had seemed to be an inexorable trend to

'move out and tear down.' The credit is enabling the pri-
vate sector to succeed at revitalizing our dying cities,

towns, and neighborhoods, a feat at which government at all

levels has failed so miserably before. It is working where

other governmental programs have failed because the deci-

sions are made by the businessman and investor whose money

is on the line. They must find a building which, when re-

habilitated, has a viable economic use. The operation and

maintenance of the building will be financed by the economic

activity it generates within its walls and in the surround-

ing areas. The credit makes the building's rehabilitation

viable by reducing the additional risks involved with the

rehabilitation of older buildings. It allows rehabilitated

buildings to compete on a level playing field with new con-

struction and other assets for investment dollars.

Yet, in spite of this demonstrable, tangible suc-

cess, the President proposes to take away this catalyst for

revitalization in mid-stream. When combined with the other

changes being proposed to restrict depreciation, limit in-

vestment interest deductions, and extend the at-risk rules,

the financial risks of investing in older buildings will be

so great that no good businessman will dare to do so. In



284

the absence of the credit, it will make more economic sense

to tear down and build-anew, or simply tear down. Rehabili-

tation will always be more costly, with the odds of becoming

a commercial success greater than with new construction.

You will, in effect, be abandoning the older areas of this

nation's communities.

In fact, that is already happening. The suggested

repeal, particularly in its failure to provide transition

relief, has halted investment in rehabilitation projects all

over the country. There are numerous projects on which

commitments have been made but construction has yet to be-

gin, and others in which construction has begun but is not

ccmpleted0 and will not be by January 1, 1986. The uncer-

tainty has had the same effect as if you had already re-

pealed the rehabilitation credit.

You and your colleagues on the Committee face

difficult choices in attempting to reform our admittedly

complex and often unfair tax laws. But in doing so, the

CFIAP urges you' to move carefully -- weigh the benefits

accruing to our communities from the rehabilitation credit

and related provisions of current law against whatever sim-

plicity and revenue might be gained by their repeal. We

believe you will find that the benefits of the credit -- the

revived neighborhoods and businesses, the jobs created, the

increased tax revenues collected, the affordable housing

made available, the old and historic buildings preserved for

future generations' use and which provide a sense of con-

tinuity vith our cultural past -- far outweigh its repeal.

Thank you for your attention.
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The CHAIRMAN. Senator Mitchell, I believe you would like to in-
troduce the next witness?

Senator MITCHELL. I would, Mr. Chairman. I am pleased to wel-
come Michael Liberty, the president of the Liberty Group of Port-
land, ME. Michael is a young man who has done an outstanding
job in the area of low-income housing in the rural parts of Maine,
and I look forward to his testimony, as I know the other members
of the committee do.

The CHAIRMAN. Good to have you with us, Mr. Liberty.

STATEMENT OF MICHAEL A. LIBERTY, PRESIDENT, LIBERTY
GROUP, INC., PORTLAND, ME

Mr. LIBERTY. Thank you, Senator Mitchell. Mr. Chairman and
members of this distinguished committee, my name is Michael Lib-
erty. I am president of Liberty Group, Inc. of Portland, ME. I also
serve as State chairman for Maine on the Council for Rural Hous-
ing and Development, a national organization for the multifamily
development industry. I am here today to express my concern
about the proposed tax law changes as they affect my business as a
developer of rural and low income housing, as well as the economy
of the State of Maine. Over the past 5 years, my company has de-
veloped over 1,000 housing units in rural Maine, affordable housing
that wouldn't have existed without tax incentives that have al-
lowed us to raise capital from investors who include largely small
business people and professionals. You have heard, and will hear
many times before these hearings end, technical discussions of the
economics of the proposed tax reform. I would like to give you my
personal account of what I do and how it creates jobs, tax dollars,
and housing for citizens in Maine. You have seen heavy statistics,
charts, and figures from other witnesses. I want to tell you my
story in human terms. I was 20 years old with a dream of becoming
a housing developer. The problem was I had less than $3,000 to my
name, and I realized that I had to fini investors to be able to get
into the housing business. Thus, I became familiar with limited
partnerships. Shortly thereafter, I located a rundown 20-unit apart-
ment project in Rockland, ME, occupied by senior citizens. The
Farmers Home Administration, which was assisting the project
under its section 515 program, had no choice but to proceed with a
foreclosure, as the owner was in bankruptcy. Its residents would
have had to find other housing, which wasn't available in that com-
munity. But we were able to raise $180,000 through the sale of lim-
ited partnership interests to Maine investors and purchased and re-
habi itatei the project. Today, those elderly people continue to live
there affordably and more comfortably. In addition to the 20-unit
project, my company went on to do another rehab of a 34-unit el-
derly housing project in Winterport, ME, again using investment
capital as the key ingredient. In total to date, we have done over
1,000 housing units in rural Maine, each creating jobs and tax dol-
lars, each supplying housing to people who will always be happier
for having a decent place to live. And what has made all this possi-
ble? The sale of limited partnership interest to private investors,
something we would be hard pressed to accomplish under the tax
proposal Congress is considering. Tax incentives make the sale of

52-228 0 - 86 - 10
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limited partr.erships possible. They are the backbone of my compa-
ny and the real estate industry. Without them, my industry couldnot have invested $29 million in Maine last year to develop 33 low-income housing projects, moneys that generated close to $90 mil-lion in total spending throughout our State's economy and created
some 3,500 jobs. In other words, this particular real estate invest-
ment generated three times its value in the State's economy. Gen-tlemen, I am a newcomer to the American free enterprise system
for the simple reason that, in 1978, I had just graduated from highschool, but I was fascinated by a system that rewards an entrepre-
neur based on the amount of effort and energy and creativity heputs into a career. More than that, I was and am impressed by eco-nomic productivity. I never imagined that as a high school senior 7years ago, I would be supplying jobs to the State of Maine, that Iwould be supplying housing to the needy, se-iior citizens, andpeople who otherwise wouldn't have a place to live. I am surprised
and I am proud. The, tax reform proposal would greatly restrict ourability, if not completely prevent us from raising capital through
the sale of limited partnerships. This would upset the delicate bal-ance between risk and reward that make our economy work. Incen-
tives for capital investment particularly for the construction andowners iip of rental housing should be maintained. Moreover, spe-cial consideration must be given to low income housing needs.

Decent and affordable housing has been an American dream forthe past two centuries. For the past 50 yeam, the Federal Govern-,nent has been active in promoting this ideal through housing pro-
grams and the Tax Code. I urge the committee to study each pro-posed change in detail and carefully consider the overall result ofthe administration's proposal. It may be less simplicity, less fair-ness than we have now, and the economic results could be disas-
trous. We- presently have incentives directed toward capital forma-
tion for real estate, specifically depreciation allowances and the useof limited partnerships as a means of capital formation. These in-centives should be kept. There is now a rental housing shortage.
Unless we are careful, the shortage will be overwhelming. Manyfamilies will be left on the outside looking in. I am sure this is notwhat we want. Productive incentives that encourage decent and af-
fordable housing must not be damaged. Otherwise, all Americans
will suffer. I want to continue to do my job and provide housing for
senior citizens, young families, for all Americans, but you must letme have the tools to raise the money to do the job. What are mytools? Investment incentives; and I am not talking about incentives
for banks, insurance companies, and the rich. I am talking about
the heart of America, who wants to invest in local housing projects.
They would like to see their dollars working to help their commu-nity, but we must give them an economic reason to invest; for with-
out the flow of limited partnership capital from the modest savingsof these people, I cannot continue ts, supply the housing which is sovital to our superb way of life. Please do not take away our tools.
Thank you for listening to my personal story.

The CHAIRMAN. Thank you, Mr. Liberty. That is quite a success
story for a young man.

[The prepared written statement of Mr. Liberty follows:]
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TESTIMONY OF MICHAEL A. LIBERTY

PRESIDENT OF LIBERTY GROUP, INC.

PORTLAND, MAINE

BEFORE SENATE FINANCE COMMITTEE

JULY 16, 1985

Mr. Chairman and members of this distinguished committee, my

name is Michael Liberty, I am president of Liberty Group Inc.

of Portland, Maine. I also serve as state chairman for Maine

on the Council For Rural Housing and Developsent, a national

organization for the multl-family development industry.

I am here today to express my concern about the proposed tax

law changes as they affect my business as a developer of rural

and low income housing, as well as the economy of the state of

Maine. Over the past five years, my company has developed over

a thousand housing units in rural Maine, affordable housing

that wouldr't have existed without tax incentives that have

allowed us to raise capital from investors who include largely

small businesspeople and professionals.

38 Preble Street
Portland, Maine 04101

(207) 772-0548
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You have heard and will hear many times over before these

hearings end technical discussions of the economics of the

proposed tax reform. I would like to give you my personal

account of what I do and how it creates jobs, tax dollars, and

housing for Maine citizens. You've seen heavy statistics,

charts, and figures from other witnesses. I want to tell you

the story in human terms.

I was 20 years old, with a dream of becoming a housing

developer. The problem was I had less than $3,000 to my name,

and realized that I had to find investors to be able to get

into the housing business and thus became familiar with limited

partnerships. I then found a rundown 20-unit apartment project

in Rockland, Maine, occupied by senior citizens. The Farmers

Home Administration, which was assisting the project under its

section 515 Program, had no choice but to proceed with

foreclosure as the owner was in bankruptcy. Its residents would

have had to find other housing, but we were able to raise

$180,000 through the sale of limited partnership interests, and

we bought and rehabilitated the project.

Today, those elderly people continue to live there rffordably

and more comfortably.
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In addition to the first 20 unit project, my company went on to

do another rehab of a 34-unit elderly housing project in

WInterport, Mane; again, using investment capital as a key

Ingredient. In total, to date, we have done over 1,000 housing

units, each creating jobs and tax dollars. Each supplied

housing to people who will always be happier for having a

decent place to live.

And what has made this possible? The sale of limited

partnership interests to private Investors--something we'd be

hard pressed to accomplish under the tax proposal Congress is

considering.

Tax incentives make the sale of limited partnerships possible.

They're the backbone of my company and the real estate

industry.

Without them, my industry could not have invested $29 million

in Maine last year to develop 33 low income housing projects,

monies that generated close to $90 million in total spending

throughout our state's economy and created some 3,500 jobs. In

other words, this real estate investment generated three times

its vaue in the state's economy.
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Gentlemen, I'm a newcomer to the American free enterprise

system for the simple reason that in 1978, 1 had Just graduated

from high school. But I was fascinated by a system that

rewards an entrepreneur based on the amount of effort and

energy and creativity he puts into a project.

Morithan that, I was and am impressed by economic

productivity. I never imagined that as a high school senior

six years ago I would be supplying jobs to the State of Maine,

that I would be supplying housing to needy, senior citizens and

people who otherwise wouldn't have a place to live. I'm

surprised and I'm proud. The Tax Reform Proposal would greatly

restrict our ability if not completely prevent us from raising

capital through the sale of limited partnerships. This would

upset the delicate balance between risk and reward that makes

our economy work.

Incentives for capital investment, particularly for the

construction and ownership of rental housing should be

maintained. Moreover, special consideration must be given to

low-Income housing needs.
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Decent and affordable housing has been an American dream for

the past two centuries. For the past 50 years, the Federal

government has been active in promoting this ideal through

housing programs and the tax code.

Of course we all support tax fairness and simplification.

However, I urge the Committee to study each proposed change in

detail and carefully consider the overall result of the

Administration's proposal. It may be less simplicity and less

fairness than we have now. And the economic results could be

disastrous.

I hear a lot about special interests in Washington. Well, I

can tell you right now: housing is not a special

interest--housing is a national interest. We presently have

incentives directed toward capital formation for real estate,

specifically depreciation allowances and the use of limited

partnerships as a means of capital formation. These incentives

should be kept and strengthened.

There is already a housing shortage. Unless we are careful

there will be no new housing. Many families will be left on

the outside looking In. The dreams will end.
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Is this what we want? No. I know it is not what the state of

Maine wants. Productive incentives that encourage decent and

affordable housing must not be damaged. Otherwise, all

Americans will suffer.

I want to keep doing my Joir--supplying housing for senior

citizens, for young families, for all Americans. But you must

let me have-the tools to raise the money to do the job.

What are my tools?

Investment incentives. And I'm not talking about incentives

for banks, insurance companies, and the rich. I'm talking

about the heart of America--the small investor who

wants--indeed likes--to invest in local housing projects. But

we must give them a reason to invest. For without the flow of

limited partnership capital from the modest savings of these

people, I cannot continue to supply the housing which is so

vital to our superb way of life.

Don't take away our tools!

Thanks for listening to my personal story.
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The CHAIRMAN. Mr, Zigas, you favor retaining the historic tax
credit?

Mr. ZIGAS. Yes, sir, I do. And in the coWext of the fact that we
are now working with a number of nonprofit organizations who
are, for a change, using some of these historic tax credit provisions,both to do community development which benefits their communi-
ty and to spin off investment income they can use in low incomehousing. We have a group in Philadelphia that has had their lowincome community done through the historic certification process,
and they are using the proceeds from these kinds of syndications as
a nonprofit developer of low income housing.

The CHAIRMAN. What is your view on keeping the credit for the
older but nonhistoric buildings?

Mr. ZIGAS. It is not my field, Senator, and I would feel I amreally getting out of my depth by commenting on the efficacy of it
or not. From the low income housing perspective, I know that cli-ents of mine-people we represent-are using a wide range of these
incentives; and in the absence of direct subsidies, they are all they
have left, and they are drawing in privateinvestment to help them
achieve their goals.

The CHAIRMAN. Let me ask each of you this, and I will start with
Mr. Shepard. You heard the testimony of the panel before you thatwas basically commercial real estate. Each one of you have a
slightly different interest, although some of you are more dispro-
portionately interested in low income or rural housing than others.
How do you suggest this committee rank the priorities? We are
going to be faced with a $250 billion deficit, I think. We are trying
to make a tax bill come out neutral, and we cannot accommodate
everybody. We cannot accommodate second homes, no matter whattheir cost, and commercial real estate and low income housing and
historic tax credits and rehabilitation tax credits, on and on. What
do you suggest we do?

Mr. SHEPARD. I would like to just begin by making a statement,
Mr. Chairman, that I question whether the proposals affecting realestate in general will actually, after a period of years, net in-
creased income to the Government because of their very negative
economic impact. And I think at some point an economic indepth
analysis should be done of these proposals. The loss of jobs in the
construction industry and the lack--

The CHAIRMAN. The President presumes that the money doesn't
go into a sock, that it goes to some other economic activity which isa higher and better use, once you get rid of the subsidies; and that
will indeed produce more jobs and more efficiencies than if we keep
the various subsidies, which are not limited to housing. I mean,they are not limited to real estate. They are replete through the
code.

Mr. SHEPARD. If indeed that happens in their efficient a manner,
of course it will be a tremendous displacement in the construction
and real estate industries. But to specifically answer your question,
Mr. Chairman, the most onerous, I guess-I will start from the
top-are the at-risk provisions and the arbitrary definition of alimited partnership interest as investment interest, as opposed tobusiness interest, even though indeed it is a business. These two
provisions, in effect-any one of these two, if one is passed and the
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other one isn't-.it is still has the same effect. It in effect negates
the use of the limited partnership vehicle as an investment vehicle
in the housing industry. Of course, that has many ramifications. It
is the limited partnership that has made available real estate to
small investors and medium-size investors and basically has been
the backbone of the housing industry. Institutions continue to sup-
port commercial real estate. Basically, they haven't been interested
in housing since 1973. And our investment has been driven strictly
by these limited partnerships-I can't say strictly-but the over-
whelming majority. Secondly, the low income advantage vis-a-vis
other real estate comes from the depreciation advantage, having a
shorter year life which we currently enjoy than other real estate,
and secondly, being able under section 189 to deduct construction
period interest. These are about the only advantages we have
against other real estate; and of course, other real estate offers ap-preciation and potential cash flow. I guess the last comment I
would make is that we would be hurt severely by the transition
rules as offered by the Administration.

The CHAIRMAN. You know, I think, considering the time, I am
not going to ask the rest of the panel to answer the question be-
cause I can see the way the answers will come, whether it is second
homes or historic buildings with Ms. Oldham, or Mike Liberty and
his low-income housing. We are just going to have to decide the pri-
orities of the country as best we can. There is a debate that goes on
as to whether it should be straight-out appropriation versus tax
credits, and that is another issue. But my hunch is that this com-
mittee is still going to lend itself toward using the Tax Code for
incentives. And we will simply have to stack up the priorities and
the deficit and pray that we get a bill that at the minimum is reve-
nue neutral. I don't even know if we are going to do that. Senator
Danforth?

Senator DANFORTH. Thank you, Mr. Chairman. If you are going
to rely on prayer, you have to come to the right place. [Laughter.]

The CHAIRMAN. I am curious. You have been in this Congress
now for 8 years. Have you been praying all that time for the defi-
cit? [Laughter.]

Senator DANFORTH. I have been praying for you. I want to followup on a comment that Senator Packwood made because I think
that the rehabilitation tax credit really puts in perspective what
we are about. The basic queston that we are going to be facing over
and over again is: How do we feel about the various incentives that
are in the Tax Code to do all kinds of good things? If we are going
to come up with enough revenue to yield tax rate reductions, the
only way to do it is to do away with some of the preferences that
are in the code. Now, the rehabilitation tax credit is something I
think I have probably heard about more than any other single
thing that is being proposed. This is probably true for every city,
but in Kansas City and in St. Louis, the rehabilitation tax credit
has been so widely used. I think that is true. I mean, Mr. Shepard
knows whether this is, in fact, true, or perhaps Mrs. Oldham; but I
think that it is true that St. Louis has een the largest single user
of the rehabilitation tax credit.

Mr. SHEPARD. That is true, Senator. There were 230 projects, I
think.
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Senator DANFORTH. How much?
Mr. SHEPARD. I think 230 projects in St. Louis.Senator DANFORTH. I thought it was like 700 and some odd. Idon't know, but I was put in a van last winter and taken on a tour;and I think they showed me about 80 percent of them. [Laughter.]There is one over there-and I would be looking at my watch,you know-when do I get out of this van? It has been a major bene-fit to St. Louis, and it has been a major benefit to Kansas C0ity. Andit does, I think, put in a specific case the proposition that SenatorPackwood has been raising. The rehabilitation tax credit has beenused in our State for projects both large and sn.:all. The rehabilita-tion of residences all the way to the UDAG project that is at UnionStation. Isn't that right?

MS. OLDHAM. Yes.
Senator DANFORTH. And it has been one of the keys to thatUnion Station project. Now, from the standpoint of utilizing exist-ing resources in this country, it would make sense to me to try tofigure out ways to keep buildings, like the Union Station in St.Louis-not to mention a very considerable housing stock, which isin pretty good shape-in utilizing it, rather than tearing every-thing down. So, it would seem to me that this would be an areawhere we would have to give it very careful study. Also, the reve-nue gain from abolishing it-and I might add that this isn't 'ustthe administration's proposal. Everybody's proposals, inclu ingSenator Bradley's proposal, would abolish the rehabilitation credit,so it is not just what is in Treasury II. Everybody says we shouldget rid of it, except those who feel that it serves a useful purpose.But the revenue to be picked up in 1986 is $100 million, and then itgoes up. In 1987, it is $400 million; in 1988, it is $1.2 billion; andthen in 1989, $2.1 billion; and in 1990, about $2.7 billion. But Idon't think that these figures take into account, and maybe theydo, but I don't think they take into account any economic reflowsfrom the credit. Do you know that, whether that is so?

Ms. OLDHAM. I don't believe that they do.Senator DANFORTH. Doesn't it make sense that if you have peopleat work in St. Louis and Kansas City rehabilitating buildings andproviding places for people to live and for communities to grow,doesn't it make sense that the loss in revenue from the rehabilita-tion tax credit yields certain offsetting revenues to the Treasury? Imean, that would make sense, wouldn t it?
Mr. SHEPARD. It would.
Senator DANFORTH. Would you agree that, if we do abolish it, atthe very least the transition rule should be such that we wouldmake it absolutely clear that projects which were commenced priorto any legislative action being taken on the President's proposalwould be eligible for the credit?
Mr. SHEPARD. Absolutely. Senator, I might mention that, eventhough I am a rural developer, I do hive an historic rehab develop-ment going in the city of St. Louis, on which we have already start-ed construction and it is a tremendous race. The weather has to beright, and everything has to be right. With the Treasury proposal,if we don't finish that by the end of December, the whole thing islost and it will be a financial disaster. So, it is a very high-riskthing. This just doesn't seem fair and equitable.
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MS. OLDHAM. May i make a comment on that also? I think that
whatever kinds of assurances can be received from the committee
would be tremendously helpful in tems of developers who are un-
dertaking these projects now, that have perhaps been in the plan-
ning stages for 1 or 2 years and need to have some assurance that
they can continue and be able to receive the credits. Thank you.

Senator DANFORTH. Thank you, Mr. Chairman.
The CHAIRMAN. Senator Long.
Senator LONG. I have been very much impressed by the testimo-

ny of this panel. Mr. Zigas, just one thought occurs to me. I have
been thinking about it for a year and longer. It just amazes me to
see in the wintertime pitiful wretches out there in the cold sleeping
all night in the snow and and that type of thing, here in Washing-
ton, DC. If only for the image of this great country, it seems to me
we ought to move these people somewhere off those street corners
and off of Lafayette Park, but our burden is to see to it that when
we move them that we have a place to put them. We ought to have
a shelter to put them in and it ought to be a warm shelter. I take it
that you aren't saying that the tax incentives are the best ones for
the problem, but at the moment this is all we have left, and the
last thing is to get rid of that. That is basically your position?

Mr. ZIGAS. Yes, sir, Senator. I think it is. I mean, we are, in the
low-income area, kind of like a table with three legs gone, and this
proposal is just about getting ready to kick the last leg out from
under us. These tax provisions are not going to help. I will say
right now that they will not provide any kind of substantial hous-
ing for the legions of homeless people on the streets of America's
cities today; but by eliminating these provisions and preferences,
you certainly aren't going to help the homeless either. And Con-
gress has already made a decision on the spending side to withdraw
almost all of its support from direct spending. I would make an-
other point which is that in some of the projects in which invest-
ments have been made in the past and for which new equity must
be raised if they are to be maintained for low-income occupancy
over the near and long term, some of these tax preferences appear
to be very critical, unless again the Federal Government is ready
through appropriations and authorizations to greatly expand the
direct flow of subsidy to enable these low income tenants to pay
rents that are affordable and still provide a reasonable rate of
return to recoup the investment these properties need and to at-
tract investment into them. So, I think you are talking about a
fairly big picture here. But yes, our position is that there are prob-
ably lots better ways to help low income people with their housing
than to do it through the Tax Code. Most of those have been taken
away from us over the last 5 years and no replacement made. In
this climate, it would just be irresponsible, it seems to us, to adopt
these proposals willy-nilly with no attempt to reform them, change
them, somehow make them work better to achieve some of the. ob-
jectives that I think we all agreee ough&to be part of our housing
policy.

Senator LONG. You would rather have what we have than noth-
ing in other words?

Mr. ZIGAS. I have been saying that for 5 years. I am down to the
bottom here. That is right.
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Sec..tor LONG. Now, Mr. Cymrot, you gave the illustration and
do you think that is a rather typical illustration of what is likely to
happen to a family with $25,000 having a rent increase that would
exceed their tax increase by 6 to 1?

Mr. CYMROT. Yes, sir, I do. The ultimate driving force behind ev-
erything is supply and demand; and the construction industry, by
its very nature, has no initial cash-flow to offer. By its very nature,
it is a longer form of investment since it is something that you
have to start from the beginning, as compared to e-:isting
units. The only thing new construction has to offer are tax bene-
fits, and once you start to restrict those tax benefits, you will not
have new construction. In the last several years, construction and
existing property have been in parity. I don t think most people re-
alize that, and the major reason that investment capital has been
attracted to the construction industry is that developers had to give
extensive guarantees as to debt service being maintained for sever-
al years or certain competitive cash-flows. With the passage of
some of this legislation, if not all, I dor,'t believe the developer will
be in a financial position; or as my predecessors had indicated on
the other panel, certainly the smaller devciopers will not be in the
position to take advantage or give the types of guarantees neces-
sary. And supply and demand will simply take over.

Senator LONG. Let me just congratulate all of you. The six of you
have testified on this panel with a very impressive presentation. I
am fully convinced that we ought to do something along the lines
that you are advocating here. From my point of view, it doesn't
bother me at all to think in terms of putting a tax on to pay for
some of this big tax cut that we couldn't afford. There was $150
billion a year tax cut, based on the assumption that it was going to
generate more than $150 billion of additional revenue. We were
supposed to make a profit out of all that, and it didn't work. Well,
when you do something that doesn't work, you ought to change it
for something better. 1 have already made my position clear to the
President. I think that some of this tax cut-it was something we
couldn't afford. One way or the other, we ought to be moving to
pick some revenue up to avoid adversely affecting some of those
from whom this panel of witnesses has spoken about today. The
President might veto it, but I would be willing to help make his
day by having a try, anyway. [Laughter.]

The CHAIRMAN. Senator Bradley.
Senator BRADLEY. Thank you very much, Mr. Chairman. On

Pennsylvania Avenue, as you drive down Pennsylvania Avenue
and you get to the White House, and then you drive in front of
Pennsylvania Avenue, and you get down a little bit-are any of
you familiar with this big glass building? And then, immediately in
front of it are, like, seven or eight two-story buildings. Are you fa-
miliar with that area? Is that your project?

Mr. ZIGAS. My project?
MS. OLDHAM. No; you are thinking of Red Lion Row. Is that it?

Yes; I think that is what it is called.
Senator BRADLEY. It looks a little bit like Disneyland? Did they

use the rehab credits or the historic credits?
MS. OLDHAM. They would not have used the rehab credits be-

cause, in order to qualify, you have to meet two different stand-
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ards. You both have to spend an amount of money which exceeds
your adjusted basis in the property and additionally, you also have
to retain 75 percent of the exterior walls of the property. So, if you
take a building such as that or, for instance, the Army-Navy Club
that is being done here, when you just see the facade that is
propped up and a whole new building built behind it, that does not
qualify for the rehabilitation credits:

Senator BRADLEY. Why do they keep the facade like that?
Ms. OLDHAM. I suppose because it gives the building additional

character.
Senator BRADLEY. So, the building doesn't. qualify for rehab if

they have simply their--
The CHAIRMAN. It qualifies for the rehab, doesn't it? It doesn't

qualify for historic.
Ms. OLDHAM. It would not qualify for any of the rehab credits.

Oh, someone is making a suggestion to me as well that it may be
that they are under review by the D.C. Government and there is a
requirement because of that that they maintain the facade, even
though it wouldn't get a tax credit.

Senator BRADLEY. OK. I must say that I have driven down that
street now about 10 times in the last month, and I see this eight-
story facade being propped up by a boom; and I wonder why they
are doing that.

Mr. SHEPARD. I think it is just a requirement of the District, that
they keep the facade for some reason.

Senator BRADLEY. I see. I was interested in your testimony, Mr.
Cymrot. And I think a couple of the witnesses testified as to how
important it is that we make sure we keep things for low-income
people. My question to you is: Why don t we then do renters'
credit? You say that the laws of supply and demand are the impor-
tant thing in the economy. Why don't we just give the poor people
the means to pay the rents, as opposed to giving the developers the
breaks?

Mr. CYMROT. Do you want me to answer that?
Senator BRADLEY. Yes.
Mr. CYMROT. I am not sure I understand the purpose of giving,

even with the phraseology, the poor people the breaks as against
the developers.

Senator BRADLEY. If the purpose here is to provide poor people
with housing and you believe that the laws of supply and demand
are clearly the most efficient way to allocate resources, then if
there are poor people who need housing, you can either give them
the means to purchase the housing at what the market price would
be, under your analysis, an increase of 20 percent in rents in the
next 5 years, or you can give the developer the subsidy.

Mr. CYMROT. Idon' t see- where that is going to create housing.
Senator BRADLEY. I thought-the demand would create the hous-

ing. Doesn't the demand create the housing?
Mr. CYMROT. I am still not sure where that is going to create

housing, other than some kind of bureaucratic nightmare to give
charitable checks out to people so that they can then decide where
to live with these checks. That certainly doesn't seem to make
sense.

Senator BRADLEY. Mr. Zigas.
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Mr. ZIGAS. Senator, I might just comment that the proposal for -
some kind of refundable tax credit to offset these increases was, in
fact, discussed quite seriously with HUD, and they did some econo-
metric modeling of it. And I think the real issue here is that, were
the Congress to go in that direction, you might find for much of the
existing housing stock, that it would in fact provide enough income
stream to provide an incentive, but it is an extremely expensive
means by which to do it. It might well be more effective and more
efficient. I think HUD's figure showed for families-renters-with
incomes under $8,000, it was upwards of a $10 billion a year ex-
penditure. And to go to a universe! housing entitlement on the
same basis, they say everybody shouldn't be spending more than 30
percent of their income for rent, and we are prepared to provide
either a certificate to that effect with direct spending or a refund-
able tax credit to them to ensure that. And at some point, people
will stop wanting to take it because it won't make sense to them
economically. That was upwards of a $30 billion a year expendi-
ture. Now, if you could put that much money in the real estate
economy-I am not an economist and I am not a developer-but I
dare say many of the people I represent would have most of their
housing problems disappear overnight. But it is an amount of
money this Congress has consistently refused to provide for these
kinds of programs, and that is the rub.

Senator BRADLEY. Mr. Chairman, could I just finish up this
pint? We were in this committee a couple of weeks ago, and we

ad the Commissioner of the IRS in here. And he said that the
number of tax. shelter cases under audit or review now, is what,
260,000. And 10 years ago it was 400. It seems to me that, if you
are arguing alhout efficiency, there is the efficiency of providing a
direct subsidy and having an oversight role versus the efficiency of
providing a subsidy to developers and then letting them take their
chances over 10 to 15 years in the audit lottery. And I think that
the committee wants to be guided by what is the best for those in-
dividi'als who we are trying to provide housing to, not necessarily
what is the advantage to the group that has managed to zero out
with the tax benefit.

The CHAIRMAN. Senator Chafee.
Senator CHAFEE. Thank you, Mr. Chairman. Ms. Oldham, I want

to say that I think the presentation that you and Mr. Shepard
made on the rehabilitation tax credits were very good ones, and I
have been deeply interested in that. I think one of the other vir-
tues of it is it keeps the buildings where the infrastructure is-the
sewers, the schools, the roads-instead of paving some outskirts of
town and taking over one or more farmland area to build new
housing, as we are seeing all around the greater Washington met-
ropolitan area. I really question, Mr. Zigas, whether the use of the
rehabilitation tax credits have done much for low-income housing,
and I wish you would answer briefly. I have toured around and
seen a good deal of the use of the historic and the rehabilitation
tax credits, but I must confess I haven't seen much of it used for
low-income housing. Have you seen examples of that?

Mr. ZI AS. No, Senator. What I was trying to say is that I think
historically we have not seen a tremendous amount of housing fi-
nanced that way. Much more rehabilitation of housing is the result
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of the 167(k) provisions, which provide the rapid writeoff. What Iwas trying to say is that, in the absence of Federal developmentsubsidies and with the withdrawal generally, many low-income or-ganizations, nonprofit development groups, have learned to latchonto some of these incentives and begin to make them work forlow-income community development by attracting equity invest-
ment into some of these properties.

Senator CHAFEE. All right. Now, let me ask you something else.We sit here, and the first day we had some testimony in favor ofthe tax reform. Ever since then, panel after panel has come andtold us how it is going to bring completely to a halt whatever areathey are interested in. With you, it is low-income housing. And thething that bothers me is that there was low-income housing builtin this country before 1913 and the Revenue Code, and there waslow-income housing built for years and years and years, if youwould just look around the Washington, DC or any of our homeareas, that is what all the three-deckers were. They were built inmy home State--the three-decker housing-that was low-incomehousing. It seems to me that what you are saying is that, absentthese credits, special deductions, exemptions, and so forth, every-thing is going to come to a grinding halt. What about the fact thatpeople are going to have more money? The tax rates are going tobe lowered. They are going to invest that in some way. I think, Mr.Zigas, in your presentation you said that they can't make anymoney on low-income housing. Well, if they can't make any moneyon low-income housing, why was low-income housing built for yearsand years in this country before anybody dreamed of the Federal
Government getting into it?

Mr. ZIGAS. Senator, if I might be permitted, I think it is a mis-take to say that thousands and thousands of units of low incomehousing were ever built for that purpose. We did have a history inthe United States of housing filtering down. In the 1950's, we cameto call it tenement housing, and we put a lot of Federal money intotearing it down. The supply or affordable housing to low-incomepeople has been shrunken dramatically since 1970. An analysis myorganization has done of the numbers of people who---
Senator CHAFEE. But I am asking you historically.
Mr. ZIGAS. Historically, there has been very poor housing afford-able to very low-income people, and the Federal Government, in1934 and 1937, made a very deliberate decision to begin to invest inhousing, specifically to help alleviate those problems. And we havehad a 50-year history of that. We have now seen, since 1980, a verydeliberate withdrawal from the direct subsidy side from that kind

of support, which has filtered out---
Senator CHAFEE. Now, let me ask you this question. When themasses of humanity came to the United States in the great days ofthe immigrations, in the latter part of the last -century and theearly part of this century, they lived in housing.Mr. ZIGAs. Like my grandparents, sir, they lived in cold-water,walkup flats, overcrowded conditions, the kind of things LincolnSteffans called the shame of the cities. And there was a lot of inter-est in that kind of housing about 50 to 80 years ago, and all I amsaying, sir, is that the Government has made a deliberate policy inthe last 50 years of saying that is not a condition we ought to toler-
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ate, or applaud, or support and, instead, we ought to devote some of
the vast revenues we are capable of producing here in the United
States to helping alleviate that situation and provide some benefits
to people who cannot afford them in the private market. And in
the course of that, we have destroyed a lot of tenement housing
that nobody in their right mind would have suggested somebody
live in. You know, we now come to a position where we do not see
that kind of stock available in the market. We see a withdrawal of
Federal subsidies to subsidize what is in the market. As I say in my
statement, sir, the vast majority of low-income people do not face
an availability problem. They face an affordability problem, but
the Congress has walked away from sorting out its priorities and
providing enough money to make that affordability problem go
away. And now, in the Tax Code, we are saying let's take away
what is left.

The CHAIRMAN. Senator Mitchell.
Senator MITCHELL. Thank you, Mr. Chairman. Mr. Liberty, you

made, I thought, a very impressive presentation. Are you suggest-
ing that there ought not to be any changes? One of the problems
we have is that every day a different group of people come before
this committee and says: You can't change anything that affects
us. Are there any changes that you could live with in your business
as you have described it here today?

Mr. LIBERTY. Senator Mitchell, in the wake of the huge Federal
deficits, which I think must be the top priority of all, or our pur-

ses will have no cause, I think that without question there must
change. And I think there have got to be concessions made by

any industry. And I would also like to clarify that I am not just a
low-income and rural housing developer, but yet, 60 percent of my
activity is in commercial real estate. And I am here today to stress
the emphasis that I think that the most devastating of all would be
the effect on the low-income industry. The changes that I think
would be the most acceptable are the ones that aren't going to
impair our ability to raise capital to provide housing. If we are able
to raise investor capital through limited partnerships to go toward
the cost of housing, in simple terms, without the Government in-
volved with the direct subsidy programs which has made-a trend
toward getting away from and I think should, without that deep
subsidy there have got to be revenue or dollars coming from some
other source to reduce the cost of providing this housing, that is,
raising the capital through limited partnerships. And if you have
the at-risk provisions that are proposed, that would severely impair
our ability. It would just, I believe, nullify our being able to raise
money. Also, the investment interest deductibility is a major issue.
I think that the issues that we can probably live with would be the
depreciation extension potentially, not ncessarily in low-income
housing; but in the commercial industry I certainly think we could.
The tax credit does not impair our ability to raise investor capital.
It is a useful mechanism. It has been wonderful in redeveloping
areas that would not have been redeveloped.

Senator MITCHELL. Let me interrupt you there because I want to
ask a question about the credit, within my limited time. That has
been a subject of some discussion. Ms. Oldham, I have visited many
of the facilities in Maine; and like other Senators, I have seen the
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extensive use to which it has been put. But it is obvious that the
reason why it has been used so extensively is the over 'vhelmingly
advantageous tax effect it has on those who invest. I mean, to be
able to directly reduce one's'tax liability by 25 percent of the cost
of rehabilitation is an enormous incentive for persons of very high
income. Does it not concern you that, admittedly, providing bene-
fits by rehabilitating old buildings-and the reason that Senator
Chafee suggested-that it is a principal means by which persons of
very high-income are able to avoid completely or largely any tax
liability? I mean, you and Mr. Zigas are here saying we have got to
help low-income people. Is there no other way to do it, other than
by providing other very high-income persons the opportunity to
completely avoid paying any taxes, and thereby creating this atti-
tude in our society which is so alarming to the American people?
Arid that is some people are able to avoid taxation almost entirely.

Ms. OLDHAM. I think that it concerns me more, Senator Mitchell,
to see the properties around the country rehabilitated which, in
the past, were being passed over or being torn down because, if you
deal with the Tax Code on a level playing field basis, if you go back
and take out this kind of an incentive and out rehabilitation on the
same plane with new construction, you will find that rehabilitation
projects are not undertaken, and you will find that historic proper-
ties are not preserved.

Senator MITCHELL. Are you saying that the benefit from this is so
great that you are willing to accept the subsidiary effect of a rela-
tively small number of persons with very high incomes being able
to avoid any taxation whatsoever?

Ms. OLDHAM. I believe that to be the case because--
Senator MITCHELL. You don't think there is any other way to do

it?
Ms. OLDHAM. Having spent 10 years in the fied-I haven't seen it

done so effectively or efficiently in another way.
Senator MITCHELL. All right. The tax advantage is so overwhelm-

ing that what you are seeing, at least in my State, is a mad scram-
ble to get buildings designated as historic sites; and as we get past
the obvious ones in the downtown areas, get them further and fur-
ther away, and now congressional offices are being deluged with re-
quests from people who say their building got burned down; can
you help me get it certified? I mean, is there any end to it? Should
this be a permanent thing?

Ms. OLDHAM. I believe that there will be a point in time at which
we have-perhaps in terms of the historic resources in this coun-
try-listed on the National Register a good number of those that
qualify. However, since as time passes additional buildings attain
signficance, there won't be a point in time in which we have listed
all the properties that ought to qualify. I feel strongly that, within
the National Register Program, and I spent 7 years there, that
there has not been a change in the types of properties that are now
listed on the National Register from those which were listed in the
past, in terms of the criteria of the register and how those are ap-
plied.

Senator MITCHELL. My time is up. Thank you.
The CHAIRMAN. Senator Moynihan.
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Senator MOYNIHAN. Mr. Chairman, could we pursue this very in-teresting conversation with this very attractive panel? I wonder if I
could revert to the point that Senator Chafee made about the tend-ency of people to move out of areas where there is quite adequateinfrastructure-an economic infrastructure-and build new hous-ing and new activities on farmlands and cleared lands in the sub-urbs. What you have here, and the land economist are always talk-ing about it, is an interaction between two sets of economic calcula-tions, that of the private developer who has a set of economic cal-culations, interacting with the economics of the public sector-the
economics of water and sewers and subways and paved streets. Andthese large investments in infrastructure don't play any role in thedecisions of the actual investor in the housing or the shopping
mall. In a sense it is an imperfect market. If an investor took allthose costs into account, his investment decisions would be quitedifferent. In New York City, the area I am most familiar with, onesees this on a scale without precedent in urban civilization. Wehave apartments in New York City that have been abandoned that
are, with respect, sir, about the size of Portland and surely the sizeof Providence. And you know, not 20 years ago, half a million per-sons lived in these neighborhoods, and now almost no one does. Theabandoning of these apartments has meant abandoning a subwaysystem and a water system and a street system that are of greatand real economic value. I mean, in terms of total costs, we havemade wrong economic decisions. One of the results of the rehabili-tation credit, particularly since 1981, has been ma)or investmentin the rehabilitation of abandoned multistory housing. Some of it
was done by private groups, but more often than not, it was doneby public groups that solicited the aid of private groups, as I thinkMs. Oldham would agree. We were poking along for quite a whilein historic preservation, fixing up 18th century houses. They werepretty but they really had very little to do with the urban econo-
my. And we were neglecting two things. In the Housing Act of-1949, we made a huge decisiQn-a mistaken decision-that urbanrenewal should take the form of simply levelling sections of innercities, so that people would come in and buy the land at a lowercost and build, and they did. We started knocking down those innercities at just the moment the suburbs began to grow. We dropped
everything. We began this great process of abandonment, which iswithout an equivalent in the history of human habitation. Then,along came our tax credit, and at some level we restored a moreaccurate economic calculation as to what is the real benefit of theinfrastructure as if it wasn't a real value and build elsewhere. InNew York State in 1980, we were running about $100 millionworth of rehabilitation a year. We changed the law in 1981. We arenow running at $.5 billion a year-all private money producinghousing. Ms. Oldham, I am sorry. I didn't mean to take all thetime. Isn't that something like it is? I mean, do you recognize this
phenomenon?

Ms. OLDHAM. I think there is a tremendously dramatic increasein the amount of activity. I know, in terms of Mr. Packwood'sState, that before the 1981 tax incentives were passed, there werefive projects that were undertaken from 1976 to 1981, using the his-
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toric structures tax incentives. And since 1981, there have been
some 85 or 86 projects.

The CHAIRMAN. And I will bet you could give that figure forevery member on the committee. [Laughter.]
Senator MOYNIHAN. I just wanted to say, if I can, that somethingvery important has happened here. There are not many things wedo in this committee that produce such immediate results.Senator MITCHELL. If you make the incentive great enough forpeople to avoid paying taxes, you will get people engaged in any

area of activity.
The CHAIRMAN. Of course, you will. We encourage them to buyschool bonds by making the interest nontaxable, and who buysthem? It is is mostly rich people. Now, what is your alternative?

Only poor people can buy municipal bonds? [Laughter.]
Senator BRADLEY. Well, there is another factor, a relation here.One, I can't dispute that there has been an increase in rehab hous-ing. The question is: Who is living in that rehab housing? I thinkthere is a real tension between yuppies living in gentrified urbanneighborhoods and paying rather sizable rents and low-incomehousing. And I think this committee has to be clear about that be-cause, if we think what we are doing by rehab tax credits, is pro-viding homes for poor people, I don't think that is happening. Iwould like to be convinced that it was happening.
Ms. OLDHAM. I would like to make a comment about that.Senator BRADLEY. And I wonder if it wouldn't be more efficient-and I wonder how the panel would feel about this-if we simplyexempted the real estate industry from taxation. Exempt it fromtaxation. We've been told that that could generate as much as $10billion a year in revenue. Let's take $5 billion of that and put it

into low income housing. What about that?
Ms. OLDHAM. Could I make a comment first? In terms of the useof rehabilitation tax credits for housing, and I have mentioned thatthere .were some 36,000 housing units that had been created, I be-lieve that some 30 to 40 percent of these are for low- and moderate-income people. So, there is a significant number that is, in fact, forlow- and moderate-income and not just for upper-income individ-

uals.
Mr. SHEPARD. My project in St. Louis is 30 percent low income.
Senator BRADLEY. You said 30 percent low and moderate?
Mr. SHEPARD. No, not moderate; low income, and 70 percent is

market rate.
Senator BRADLEY. When does someone get to moderate income?
Mr. SHEPARD. Moderate income is 80 percent of area median.
Senator BRADLEY. Eighty percent of the area median?
Mr. SHEPARD. Right.
Senator BRADLEY. And you said low income?
Mr. SHEPARD. 80 to 120 percent is considerated median income.Senator BRADLEY. When does it get to be moderate, Ms. Oldham?

You said low and moderate.
Mr. SHEPARD. Low income is under 80 percent. Moderate income

is between 80 percent and 120 percent.
Senator BRADLEY. So, you are telling me that, in New Jersey, themedian income is, like, say, $24,000? That this goes to people who

have an income of $18,000 or under?
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Mr. SHEPARD. Well then, there is another category which in the
Government programs, I think is 50 percent?, Isn't that now? Very
low income is 50 percent, and in my particular project, by defini-
tion, we had to go with a 50-percent definition. Those 30 percent of
the units in my development are eligible to those people at 50 per-
cent or less of the area median, which is very low-income.

Ms. OLDHAM. In essence, the other units in the building are sub-
sidizing those low-income units.

Senator BRADLEY. Yes.
Mr. SHEPARD. That is exactly right, Senator.
Senator BRADLEY. As I hear the panel, I do think there are really

two objectives involved and I believe there is a tension between
these two goals, between living in modern facilities but in a neigh-
borhood that looks like our grandparents' and providing adequate
housing for people who can't afford it. Now, there is a tension
there, and there is a limited pool of resources. I think that we
would be mistaken to deny that that kind of tension exists. I would
also say that, while housing is clearly a very important part of the
budget of low-income people, it is not as if tax reform doesn't do
anything for them, particularly if they have kids. It increases the
exemptions, the earned income tax credit, and it lowers the rate.
So, if they began to earn a little more, they would have more
money that they could spend the way they wanted, as opposed to
depending upon the Federal Government to subsidize them-or
sorry-not subsidize them, subsidize you. I mean, I think that is
where it comes down. And given the large number of poor people
who don't now have adequate housing despite the tax subsidies to
developers, it's only right that we ask whether there isn't a better,
more efficient, more equitable way.

Mr. CYMROT. Senator? I just wanted to comment that I can ap-
preciate the overriding concern for housing the poor, but rental
housing still represents one-third of the American population in its
entirety. Furthermore, what I would like to add is that, because of
the way the tax structure has been built today, investment in hous-
ing is still noncompetitive without taxes. To attempt to change
overnight the desirability for people to invest in housing on a com-
petitive basis makes it impossible. Specifically, if I might, in almost
all forms of investment, the first and most natural question a
person always asks is: What is the bottom line? For better or
worse, but that is the way it is. When a person is presented with a
real estate investment, the first question is: What is the writeoff?.
Now, we have set that differential up. It exists because it is neces-
sary. It is necessary because it doesn't compete without the taxes.

Mr. LIBERTY. Senator, if I may make a comment? I think that it
would be a major mistake to try to equate the tax credit as an
overwhelming means of producing housing or low-income housing
to any extent. I think that producing housing and the large produc-
tion programs have been benefited substantially by limited part-
nerships and the ability to raise capital. But to suggest that the tax
credits or those incentives have been an overwhelming reason for
supplying housing or to tie the two together as an equate, I think,
is a mistake. I think that I agree with you on that issue totally,
and I hate to be inconsistent with my colleagues on that.
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Senator BRADLEY. That only enhances the credibility of the
panel.

Mr. SHEPARD. I agree with Mr. Liberty.
Senator BRADLEY. In the sense that there is disagreement on the

panel.
Mr. SHEPARD. They really are separate issues and shouldn't be

confused, and probably historic rehab and other rehab can be sup-
ported on its own merits. I might point out, maybe as a last com-
ment, that the third of America that is in rental housing tends to
be, with a very small exception, a slice of luxury renters. The lower
income people, and they are the people who would be hurt far and
away the most by the proposals in terms of rental increases that
would come about.

Mr. ZIGAS. And Senator, I would make one other point, which is
that, with the exception of your proposal, the vast bulk of the sub-
sidies the tax system provides for housing on an ufitargeted basis
to people with high incomes-and the higher your income, the
higher your mortgage, and the better off you are-are not pro-
posed for any sort of reform or adjustment whatsoever. And when
you are talking about the money that we spend on housing in this
country, you don't have to be against it to just make the point that
equity in this system does not exist as we know it today. The pro-
posal you are suggesting to free up $10 billion--I would say why
only $5 billion-let's put $10 billion into low-income housing, and
you will bring us a third or half the way back to where we were in
1981 in terms of budget authority for housing-is certainly one that
for the vast majority of low-income renters, putting that money in
their pocket to enable them to afford the housing they now have,
would solve their problem. There are other issues about building
housing and investing in housing that are subsidiary. Right now,
the Congress has forced us, I think, to link them together, and I
think we would be doing low-income people a great disservice with-
out being able to guarantee a continuing commitment to such a
shift. You must be able to say that we are taking this pot of money
and shifting it to direct spending for low-income people, and we are
going to make sure it stays there so that next year we don't sort of
eliminate it for you and leave low-income people hanging on the
line to dry. Without that kind of tradeoff, you have an inextricably
linked series of incentives here in the Tax Code. If housing can t
compete against these other investment opportunities, low-income
housing certainly can't compete, in the absence of substantial
direct subsidies to make it economical, or the indirect subsidies we
have today.

The CHAIRMAN. Any other questions?
[No response.]
The CHAIRMAN. If not, thank you very much. You are a good

panel.
[The prepared written statement of Hon. Richard L: Berkley,

mayor of Kansas City, MO, follows:]
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COMMENTS BY RICHARD L. BERKLEY

FOR SENATE FINANCE COMMITTEE

Rehabilitation Tax Credits

Senator Packwood, and members-of the Senate Finance Cocmmittee, as Mayorof Kansas City, Missouri I am taking this opportunity to share with you
the City's concerns with regards to the possible repeal of the Incentive
Tax Credits for Historic Preservation.

I only wish that each of you could have the opportunity to actually
observe the impact that the rehabilitation of Certified Historic
Buildings have made on Kansas City's urban fabric. Over $200 millionis being invested in rehabilitation, with the greatest investment
located in the Central Business District. This impressive investmentin our architectural heritage is being partnered with a new construction
boom that will return the lost vitality to oufr downtown area.

Each of the projects that unite the old with the new are exciting. Fornot only will the visual elements reveal the significant old combinedwith sensitive new construction, but the long sought after partnership
of public and private dollars is occurring. This, at any governmental
level, is economics at its best.

As an elected official I know the financial savings that come from being
able to use an already in place infrastructure of existing utilities,sewers and streets. This infrastructure exists within the redevelopment
areas.

Two National Register of Historic Places districts, the Quality HillHistoric District and the Wholesale Historic District, where development
projects are underway, comprise nearly 25% of the total land area ofKansas City's Business District. For years these areas have suffered
from the blight created by urban flight. The investment of city ser-vices in these two areas, prompted by their decline, to fight fires, toprovide police protection, to contend with the amount of litter that is
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created in and around abandoned buildings, has been considerable. The
successful revitalization of these areas will prevent these costly
excesses to control crime and neglect.

The $36 million redevelopment project in Quality Hill is the combined
financial undertaking of an experienced developer from St. Louis,
HcCormack Baron & Associates, the City of Kansas City, Missouri,
numerous local corporations and philanthropic institutions, banks, the
Department of Housing and Urban Development, the Kansas City Redevel-
opment Authority, and others. This complex yet functional partnership
will be responsible for the creation of 178 permanent jobs, 330
construction jobs, approximately one-half million dollars in construction
sales tax, $45.790 in Kansas City earnings tax plus personal, state and
federal income taxes. This project would NOT have been economically
feasible without the federal tax credits.

Individual buildings that have been deemed significant, have also been
saved and returned to income producing entities. The repealing-of these
tax credits for rehabilitation would once again adversely increase the
odds on the final solution being the demolition of a recyclable building
into a surface parking lot.

The benefits that can be realized through the creative and resourceful
use of the Investment Tax Credits have not as yet attained their maximum
potential in Kansis City. The repeal of the credits would close the
redevelopment doors on the Market Area Redevelopment Project. This
particular area is a vital connection to the Central Business District,
as well as having its own important and distinct history. The implemen-
tation of the plans for this National Register historic district will
result in up to $30 million in rehabilitation construction within the
next three years. Over 1,500 new, permanent jobs will result and
another 1,000 jobs will be retained. These, we believe, are impressive
figures.

The 18th and Vine Street Historic District's revitalization is dependent
on the retention of the tax credits. This area is internationally
recognized as the birthplace of Kansas City Jazz. The income producing
capacities of this revitalized area would be substantial not for just a
short term but over a significant period of time.

Over a period of years, many federally designed and funded programs have
been devised in an attempt to find answers to the urban problems that
have plagued our cities. The tax credits rehabilitation, in my
estimation, is a program that has really worked. The low-interest
loan programs, Urban Renewal, EDA, and other efforts have not been as
effective. There is no substitute for the tax credits for rehabili-
tation. This is the successful marriage of public funds with private
money, and this private money is invested at risk.



:09

The retention of the tax credits will also provide the incentive for the
rehabilitation of other older buildings located in problem neighborhoods.
The use of the 15% and 20% tax incentives can well act as preventive
measures to insure that structurally sound buildings are put to adaptive
reuse before they are permantly abandoned. School and hospital buildings
are good examples. Many such buildings can be recycled for residential
and/or office use.

I recently returned from the U.S. Conference of Mayors meeting. There
is a strong desire to retain the tax credits for historic preservation.
The value of these credits are significant to mayors.

I cannot be sufficiently emphatic in stressing to you how vital these
tax credits have been and are to economic redevelopment of our blighted
urban areas. The ultimate success of the projects that are presently
underway is dependent on the ability to complete aforementioned project
areas. Deterioration and visual blight immediately adjacent to revital-
ized areas can only provide the elements that lead to continuing urban
decay. The retention of the tax credits are imperative to Kansas City's
continued economic renaissance. This success is just within our grasp
but only if the tax credits remain as the prime-incentive.

RichaN L. Berkley
Mayor, Kansas City, Missou i



310

[Whereupon, at 12:40 p.m., the hearing was adjourned.]
[By direction of the chairman, the following communications were

made a part of the hearing record:]
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Mr. Chairman, fembcrs of this Distinguished Committee, my

name is Theodore C. Mar:s, M.D., and I am submitting testimony

for your consideration, on behalf of the American Cancer Society,

the largest nonprofit Lealth agency in the world. Last year, the

two and one-quarter million volunteers of the Society raised $250

million for research; public and professional education; and

service and rehabilitation programs to fight cancer. The Society

serves residents in iall 50 states, Puerto Rico and Guam. ie do

not receive, nor do we solicit government monies -- and frankly

we elish our private sector role.

You have heard testlfmny from some of the Society's sister

organizations on the impact of proposed changes in the tax code

that would affect us all! I submit my testimony for your consid-

eration as well.

The American Can4,er Society has no position on general tax

reform or simplification. lie believe that Congress, with all

this information, looking at the total package, will make the

right decision concerning changes in the tax code. However, the

ACS does have a position on certain provisions in Treasury II

that would affect our ability to provide programs and services to

cancer patients and our research efforts to battle this terrible

disease.

By far the greatest motivation for donation to such organ-

izations as ours is the desire to serve. No less true is the

fact that donors expect and deserve their hard gained rights to

retain a full deduction for genuine charitable contributions.

Correction of any misuse of this long-held privilege should be
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controlled not by withdrawal of deduction privileges, but by

realistic evaluation of charitable organizations including

consideration of their necessary overhead, their research fund-

ing, their patient services and their educational effectiveness.

The American Cancer Society would welcome this -- in contrast

with some of the fly-by-night fundraisers.

Within the past two weeks our National Board -- made up of

equal numbers of highly qualified physicians and prominent and

responsible lay people -- passed a resolution asking support for

Other rights of all Americans, whether or not they itemize their

deductions, to deduct all charitable contributions and to amend

the tax reform proposal to remove the clause calling for repeal

of the Charitable Contributions Law.' That resolution is submit-

ted as a part of my testimony.

Already, about one-third of the Members in the Senate have

cosponsored S. 361, which would acco-plish our objective; we

believe this resolution should become law.

When you consider the dollar impact of taking the action we

request, please consider that, within the past ten days, ACS has

authorized an additional $35.7 million dollars for specific

clinical investigation and research activities during our next

budget year, pLus additional funding to combat cancer quackery,

extend educational efforts, advance the worldwide fight against

cancer and enhance early detection and treatment (including cost

reduction) procedures.

Neither you nor the Administration budgeters can really want

to take the action which has been proposed. You cannot possibly
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want to deprive our citizens of this small compensaLion for

serving their fellows who are less fortunate -- to deprive many

of what has become their personal opportunity to combat the major

killing diseases.

And, despite the -esire to participate as we combat cancer,

heart disease and lung disease, there are many who cannot do so

without that deduction for nonitemizers, which we seek. There

are even a few who will say 'let the government do it' if they

cannot deduct their contribution -- and the research, education

and service programs of the great volunteer organizations will be

significantly damaged. No less severe will be the impact on the

small foundations which serve special causes in my home town and

yours -- small organizations such as All Faiths which serves

abused and abandoned children in Albuquerque and which is multi-

plied by thousands in your home state. For them too, the Ameri-

can Cancer Society presumes to speak.

Let me close by asking that this Committee recommend to

retain the charitable deduction for itemizers and nonitemizers

alike. Any changes in the law, short of this, would cause severe

hardship for the people served by private sector organizations

dependent on contributions from the public. It would also be

viewed as governmental non-support of the right to give.

I would like to submit for the record the American Cancer

Society's latest Annual Report and a copy of the 1985 Cancer

Facts and Figures, which should be available to all Members of

the United States Congress.
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I &ifVRICP For more information contact:
C.1 John Madigan or Kerrie Bunting atPC CER (202) 289-0833.

V060 SCIETY NATIONAL OFFICE

AMERICAN CANCER SOCIETY
POSITION STATEMENT

CHARITABLE CONTRIBUTIONS LAW

In consideration of a position statement on tax reform and the
Charitable Contributions Law the National Board of Directors,
American Cancer Society recommends the following:

WHEREAS, While the Administration's tax reform proposal,
announced by President Reagan on May 28, retains full deduc-
tion of charitable contributions for those who itemize their
deductions, it calls for repeal of the Charitable Contribu-
tions Law denying the 85% of taxpayers who would be expected
to file the short form -- and not itemize -- under the
Administration plan, the right to deduct their charitable
contributions above the line, and

WHEREAS, A long held policy goal of the Society -- the
achievement through legislation of the right of
non-itemizers to deduct their charitable contributions above
the line realized in passage of the Charitable Contributions
Law in 1981 and scheduled for full implementation in 1986,
is now threatened by repeal under the Administration's tax
plan, and

WHEREAS, By reducing the percentage of taxpayers eligible
to deduct charitable contributions from 100% to 15%, chari-
table giving is expected to decrease by $5.6 billion causing
severe hardship for the people and.the institutions served
by private sector organizations depending on contributions
from the public.

NOW, THEREFORE, BE IT RESOLVED: That the American Cancer
Society urges the President to support the right of all
Americans, whether or not they itemize their deductions, to
deduct all charitable contributions and to amend his tax
reform proposal to remove the clause calling for repeal of
the Charitable Contributions Law.

Los Angeles, Calfornia
June 28, 1985

AMERICAN CANCER SOC'E fY, INC
90 PARK AVENUE, NEW YORK, NY 10016 • 212-59-zUU



316

i~01 4'Ih c eStlq 4?

Ca~q rates

CANCER FACTS
& FIGURES SVT



- 317

CANCER: BASIC DATA

BASIC DATA
What is cancer?

Cancer is a large group of diseases characterized by un-
controlled growth and spread of abnormal cells It the
spread is not controlled or checked -t results in death
However, man) cancers can be cured if detected and
treated promptly

How is cancer treated?
By surgery, X rays. radioactive substances chem!ca!s,

hormnes and irmmunotherap)

Who gets cancer?
Cancer stnkes at an) age It kills more children I to 14

than any other disease And cancer stakes more fre-
quently with advancing age In the 1970s, there were an
estimated ) 5 million cancer deaths over 6 5 million new
cancer cases, and more than t0 inl-on people under
medial care for c-nner

How many people alive today will get cancer?
About 71 million Americans now fing %-.!I enentualy

have cancer, about 30%, according to present rates Over
the years, cancer will stnke in approximately three out of
four families

How many people alive today have ever
had cancer?

There are over 5 million Americans alive today who
have a history of cancer. , million of them with diagnosis
five or more ) ears ago Most of these 3 million can be con-
sidered cured. while others still have evidence of cancer
By "cured' is meant that a patient has no evidence of dis-
ease and has the same life eipectancy as a person who
never had cancer

The decision as to when a patient may be considered
cured is one that must be made by the physician after
examining the individual patient For most forms of
t.ancer. five years without symptoms following treatment
is the accepted time However. some patients can be con-
sidered cured after one )ear. others after three years
whereas some hase to be followed much longer than five
yea rs

How many new cases will there be this year?
In 1985 about 910,000 people will be diagnosed as hav-

in cancer

How many people are surviving cancer?
In the early 1900 s few cancer patients had any hope of

long-term sursital In the 1930s less than one in five sas
alive 3t least five years after treatment In the 1940 s it was
one in four. and in the 1960 s it was one in three

Today, about 340,000 Americans or I out of 8 patients
who get cancer this )ear, will be alive 5 )ears after diag-
nosis The gain from I in 3 to 1 in A represents about
50000 persons this )ear This I in 8or about 39% is called
the 'observed suimival rate Vhen normal life expectancy
is taken into consideration factors such as dy)ing of heart
disease accidents and diseases of old age) 49% will be
aNe 5 years afterdiagnosis This is the reTative survival
rate, and is considered a more accurate yardstick of our
battle against cancer

Could more people be saved?

'res About 160000 people with cancer will p-Dbably die
in 198 who might have been saved by earheli diagnosis
and prompt treatment

How many people will die?

This )ear about 42 000 i; die of tkm? disease -1 266
people a day. about one every', seconds Of every five
deaths from all causes in the US, one is from cancer In
1984 an estimated 452,000 Amencans died of cancer In
1983 it was 442,000, in 1982 the figure was 412 000

What is the national death rate?

There has been a steady rise in the age-adlusted' ' na-
tional death rate in 1930 the number of cancer deaths per
100Q00 population was 14) In 1940 it was 152 By 1950 it
had risen to 158 and in 1981 the number was 167. The
major cause of these increases has bee, cancer of the
lung Escept for that form of cancer, age-adjusted cancer
death rates for major sites are leselhng off, and in some
cases deciding

Can cancer be prevented?

Some cancers, no all Most lung capers are caused by
cigarette smoking and most skin cancers by frequent
oserexposure to direct sunlight These cancers can be
presented by avoiding their causes Certain cancers
caused by occupational-environ mental factors can be pre-
sented by eliminating or reducing contact with car-
cinoen:c agents See Presention section, pp 17-20

lhse estimates of ihe incidece o/c a ce' baied upot data irown the NarioraI Cancer InrsiTe s SE ER Prcgq,am i 177 19 I Noi-meai orasinI ta,'rr O-dli n(c-nMa in situ ha'e rot been flided in the L,,,,,,, T!e Cidence of nor relan.oma sm cancer is eciriated to be o,,er
00 000
Ae -adlied - a ireihod used to make %a1d stastcai ccrnpa-sons b) assng inc u-r age dsi- bin-ri a'nc,-g dfleer itUpS bc-rg

conpa:ed

52-228 0 - 86 - 11
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HOW, CANCER WORKS
Normally, tht cells that make up the body reproduce

themselves In an orderly manner so that wor-out tissues
are replaced. Injuries are repaired and growth of the body
proceeds

Occasionally. certain cells undergo an abnormal chare
and begin a process of uncontrolled growth and spread
One cell divides Into two, those redivide Into four. and so
on These cells may grow Into masses of tissue called
tumors - some benign and others malignant (cancerous

The danger of cancer Is that It invades and destroys
normal tissue At the beginning, cancer cells usually re-
main at their orinal site, and the cancer is said to be
localized Later, some cancer cells may invade neighbor-

Ing organs or tissue I h!s occurs either by direct extension
of growth or by beccoring detached and carried through
the lymph or blood systems to other parts of the body.
This Is called metastasis of a cancer

This spread may be regional - corflneo to one region
of the body-when cells are trapped by lymph nodes If
left untreated, however, the cancer Is likely to spread
throughout the body That condition is known as ad-
vanced cancer, and usually results In death

Because a case of cancer becomes progressively more
serious with each stage, It Is Important to detect cancer as
early as possible Aids to eady detection Include cancers
Seven Waming Slg-sals and the cancer risk (actors

TRENDS IN DIAGNOSIS AND TREATMENT
Cancer management today is becoming increasingly in-

dvdualized both with respect to diagnostic procedures
and treatment Early detecto-n Is followed by a precise
stagng of the disease, and the use of more than one ird
of therapy, often In comb;nation

A number of cancers, which only a few decades ago had
very poor prognoses, are today being cured In many
cases acute lymphocytic leukemia in children, Hodgkin's
disease, Burkit's lymphoma. Ewing's sarcoma Ia form of
bone cancer. Wllms' tumor (a form of kidney cancer In
children), rhabdomyosarcorna Ia cancer that forms In cer-
tain muscle tissue, chorlocarcinoma (placental cancer.
testicular cancer, ovarian cancer and osteogenic sarcoma
Other cancers are being more effectively controlled than
In the past

An outstandL.- example of progress Is the Improve-
ment In the management of testicular cancer In young
men Better disease staging In certain cases, and the use
of new and Improved combinations of cancer drugs has
resulted In remarkably improved survival In less than 20
years, the five-year survival rate for all cases rose from
63% to 82% for these cancers

The following developments Indkate the directions of
current and future research
* A genetic fusing of cancer cells can produce disease-

fighting monoclonal antibodies" - specific antibodies
tailored t seek out chosen targets on cancer cells The

potenal that monoclonal antibodies can be used In
the dianosis and treatment of cancer Is under study,

* A sent's of chemical Injections n-ar the spine can act as
a nerve block, relieving certain cancer patients of de-
blitating pain Understanding the effect of available
analgesics has made the control of chronic pain more
effective Using oral pain medicine on a regular basis
can relieve pain for most cancer patients

* Chemopreventlon studies with agents like synthetic re-
tinolds cousins of Vitamin At. betacarotene, folk acid.
and other vitamins and minerals are be-ig undertaken
to see If recurrences of certain cancers can be pre-

vented The next step is to see if these agents can re-
duce cancer In high risk persons Studies of dietary
Intervention will examine the effect of low-fat diets in
women with stage II breast cancer.

* About fifty drugs have been foQrd effective against cer-
taln cancers, and others that are still being tested hold
promise

a Many patients with bone cancer now are treated suc-
cessflly by removing ard replacing a section of bone
rather than by amputating the leg or arm Drugs and
radiation therapy are being used effectively following
surgery, resulting in dramatic Improvement In survival-

* Computerized tomography (CT scanninil uses X rays to
examine the brain and other parts of the body. Cross-
section pictures are constructed which show a tumors
shape and location more accurately than Is possible
with conventional x-ray techniques
For patients undergoing radiation therapy, CT Scanning
may enable the therapist to pinpoint the tumor more
precisely In order to provide more accurate radiation
dosage while sparing normal tissue

a Immunotherapy holds hope of harnessing the body's
own disease-fighting systems to combat cancer with
minimal toxicity.

* Many cancers are caused by a two-stage process
through exposure to two different hindi of substances
known as Initiators a promotors Researchers are
exploring ways of Interrupting the process, thereby pre-
venting the development of cancer.

* The transfusion of blood components is becoming In-
creasingly available and effective as a support In cancer
therapy. Platelets are used to prevent hemorrhaging.
and red blood cells to combat anemia The control of
Infection, a common complication In cancer patients,
can be better controlled due to new understanding of
antibiotic treatment and ne-aer antibodies

* New technologies have made It possible to use boe
marrow transplantation as an Important treatment op-
tion In selected patients with leukemia and aplaistc
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aremia Its effect In other canCers Is being studied* Hypertherna. the use of heat to kill cancer cells. may
play a vital role in future cancer treatment Hyperther-
mIa is being studied In combination with radiation
therapy or chemotherapeutc drugs to determine if a
synergistic response can be produced

* With medical progress producing longer survial
periods for cancer patients, clinical concerns are ex.
pandini to Include rot only patients' physical well-
being, but also their psychosocial needs The patient's
and family's reactions to the disease, sexual concerns.
erployment and insurance needs and ways to provide
psychosocal support have emerged as important areas
of research and clinical care

* Nuclear Magnetic Resonance INMR Is another noniln-
vasive Imaging technique It uses a huge electromagnet
to detect tumors by sensing the vibrations of the differ-
ent atoms In the body NMR could revolutionize the
diagnosis of cancer and other diseases

* HTLV Ihuman T-cell leukemia virus) is believed by
many to be the first bona fide cancer virus In humans
This discovery has made possibe the detection of anti-

bodies In people who may be at high risk to a particular
leukemia It Is hoped that soon a vaccine can be made
to prevent this type of cancer

* Breast reconstruction can be an important rehabilita-
tion choice for ssorren who have had a mastectomy for
breast cancer

* Intrzoperative radiation Is being studied as a way to
give x-ray treatment at the time of surgery The tech-
nique can give doses of X ray directly to the tumor and
may be able to eliminate residual cancercells

* Improvements In chemotherapy, radiation therapy and
surgical techniques have made possible more conser-
vative management of early cancers This has meant In
the case of early larynx cancers that many patients have
been able to retain their yoke, and In colorectal can-
cers fewer permanent colostonles are needed

* Techniques such as thermography (heat patterns), ul-
trasorund ihigh-frequency sound waves) and diaphon-
oscopy tlnspection wlth-a beam of light) are currently
being studied for their possible effectiveness and ap-
propriate use In detecting early breast cancer

FlOW TO ESTIMATE CANCER STATISTICS LOCALLY

E4 ated No. Estimated No. Estimated No. Esimated No.Einated No. Cancer Cases tsimated No. Estimated No. %Aho Wll be W is Wll Wio W DieWh are Arie, Under Wiho WiN De of Saved from Evental of lncee WCofnswrity Saved from Mscal Care o Cancer New Cases Cancer Develo Present RaPopulation Cancer I in s in 165 in 18s hn I S Cancer Continue
1,0)0 10 5 1 3 1 2W3 180
2,000 20 11 4 7 3 560 3603,000 30 16 5 10 4 840 5404.000 40 21 7 13 5 1,120 7205,00 50 26 9 16 6 1.400 90D

10,000 100 52 18 33 12 2,8) 18002S,000 250 131 45 79 30 7,000 4,50050,000 500 162 90 158 59 14,000 9,000100(,00 1,000 525 180 325 122 28,000 18,000200,x)0 2,O 1050 360 650 244 56,000 36,000500,000 5,000 2,623 900 1,575 590 140,000 90,000
NOT f l t e made o - .be rouV.*t'si wxJ "Ab o acouac% tea fo jo mmary wad bee be w aol r 5 O st d aaCCIC trion be made 0 t~b oteasf data from a 
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NEW CANCER CASES -1985
Estimated New Cancer Cases for All Sites Plus Major Sites, by State - 1985

ALLSItES' _ _ MAJOR SITES _
N u nbe r

ot Female Coton
-

STATE Cases Breasl Reftlun lung ralI Uterus Prostatl Somnach Pancreas Leukemia
A•labanna 15900 1,700 1,W)) 270( 425 1,100 1,700 350 425 450
Alaska 700 75 50 15 1 25 7S 20 10 20
Aroarj 10800 1 300 1. W 1,800 775 525 1,000 200 250 225

krkinsis 9,600 1.00 1 2100 1100 00 600 1,100 200 3100 30
Calr a 89,0008 12,200 13,100 14,100 2.800 48W0 8_o0 2 00 2,600 2,500

Cobrrado 8200 1.000 1I'M 1 20 200 400 No0 200 250 25
Ccirlnllot 13 700 2 300 2.100 1,900 5o0 750 1.400 400 400 400
Deiajare 2 So0 325 375 400 30 150 200 60 50 40
0,st ofColumba" 1200 450 400 450 200 275 175 100 100 60
fIod da 56500 6600 8 200 93100 1,00 2 B 5800 1,300 1,400 1,400

Ceorga 19000 2000 2 30 3300 70 1 200 2000 400 450 500
H254,01 325 350 400 100 1N 175 2001 6A 70
Idaho 28&0 475 325 375 75 150 27S 70 30 1'.7
t!hro$s 4S000 6200 7 200 7,300 I60 2 5-M 3800 1,400 1, 30D 1,300
Ind a2a 21,500 2900 3 4C0 3,600 500 I 6 1,900 450 c5,2 550
I0wa 110 500 2500 1,700 30 60) .2'00 300 350 400
Kaas 8900 200 1 400 1,600 275 Soo 900 200 300 300
KenTxiiV 14 WO 1 o 2 100 2,800 475 750 1,200 300 375 400
tou's'ana 15 000 1,(00 1 100 2 5KO 550 950 1,400 400 400 425
Mane 5 30 600 80 850 115 300 400 150 150 100
llarlAnd 17 2600 2W 2,900 700 18- 1500 40)0 400 400
Massjohusetts 26 s0 ,700 4200 ,600 18 1 300 2 300 850 650 700
M,( h.gam 34030 4400 4900 5500 1 00 28ow 3.00 900 850 950
M nneso'sa 14 9 2,100 4400 2 OW IS 800 1,600 500 450 50

V'ssss'pp 9 1W 8cW 1 3M 00 1.6 275 600 1,100 27 300 33 )00
Misof, 21.50 2SO 53100 360) 550 1300 2,100 Soo 550 600
Montana 2,700 300 40 400 80 150 400 80 80 80
Nebaska 6400 30 1.100 9W 150 )0 700 175 225 225
Ne, ada 2 900 325 50 550 70 ISO 200 20 60 40

ie* Hampshire ).900 50 650 550 100 225 325 75 90 12S

New Jersey 3) O 4.90 5o 400 S 100 1,00 2,100 3.08W 1.200 900 850
New MeA€,o ),30D 450 50 500 70 250 375- 90 90 70
New vork 7S5 00 t1, W,000 1W900 2,700 4,700 6,700 2800 2.400 2.100
North Carohina 22 500 20 0 ,08 3,50 750 1,400 2,400 425 600 50
North Dakota 2 400 375 425 2'S 60 125 0 100 80 70
Ohio 45 W 63 0 7,10 7,300 1,500 2 00 4.100 1 200 1,300 1.4(0
Oklahona 12,100 I50 1,9" 2.200 075 8w 1,100 300 325 323
Oregon 10,700 1.)00 1,400 1.010 250 S50 1,00 225 300 300
Pennsvfva,a 56.000 7.8W 10200 8,100 1,700 3000 480 1.600 1,500 1,400
Rhode Island 4,900 650 950 700 225 2,0 400 200 150 80

South Carolina 11,100 1,300 1.40 1,800 350 80 1,200 200 300 250
South Dakota 260 425 4S 400 0 125 300 80 90 100
Teonnessee 1s88W 2 OO 28 3300 5,) 50 1.100 1,60 350 Soo 500
inas 47,00W S'6W 6,700 78W 18 W 260 4

, 20 1,300 1,200 1 50
Utah 1200 475 425 275 70 175 400 80 0 80
Vermncetl 2,100 250 325 350 60 125 200 50 so 60
Vrgna 20000 2405 2,60 1,. 6W 1.100 2.130 42S 475 450
'ashnSton 15 200 850 2200 2,600 475 800 1,400 175 42S 45S

WeslV, rna 8000 2.100 1,000 1.400 200 50 650 200 250 200
Shsconosr 18.,w 2.500 3000 2.400 553 90 1 900 600 8 550
w n--- -1 300 1SO 20 200 201 50 150 25 30 0
United States 910 CO) 319.000 18 0100 144 8 2900 MW 52,000 86,0(W 25.000 25,000 2S,"03
uerloRco . .. 000 40 4S0 350 425 750 400 500 100 17S

*Does r-ot 'otAe irarc,n.ora in iv7u or rot nnelarn askirncrarcer
These esinma!es ae otfered as a rogh g ude and should not be regarded as definitve They are calculated acordmg to thi dostr-osbr
of estimated 1985 cancedeat$s b , alC ,pe arl- role that yearttt5ea, changes may only represent ttlproments eil i .the bWas data
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CANCER DEATHS- 1985
Estimated Cancer Deaths for All Sites Plus Major Sites, by State - 1985

ALL SITES MAJOR SITES
Number Death Rite

Of per 100 02) Female Colon.STATE Deahs Poputaton 8,easi Retfum tur.g Oral Uterus Prostate SvomMh Parcreas Lekemia
Alabarma 8000 197 500 80 2,400 12S 200 42S 200 00 300
Alaska 400 87 30 30 100 S 10 10 10 10 10
Arizona 5Soo 164 40() 600 1,00 100 50 250 125 250 175
ArtAnsas 4 90 201 32'p 050 1700 1(02 100 300 1.0 275 225
Californa 45600 178 8m ) 60D 12 600 850 900 2,400 1'00 2,400 1,700
C0o4oado 4,200 126 370 50 0 2'00 70 70 20 12S 22S 17S
Conne( I (uI 7,000 224 65. 900 1 182 370 12 S 30 250 375 275
Delaa'e 1,900 111 100 200 325 25 20 60 )0 60 40
Dist of Columba 1,600 281 17S 200 07S 75 60 100 60 100 40
Fl"oda 29,000 22 2,200 3,60,) 8000 450 400 1,600 two 1, 000 80

GCorgia 9,400 162 650 90 000 200 250 S0 225 470 3)
H13. 1,300 124 80 ISO 300 30 20 so 90 70 s0
;daho 13000 139 120 100 300 25 20 90 40 75 70
Plhr$ 23,200 202 2000 0 200 6,100 50 600 1,2w 750 1300 900
Indiana 11 ('100 197 900 1 500 1 t30 200 )00 50 200 50 42S
I&,wa 0,800 197 SW 1 (o 1 (0 100 120 400 11w 320 300
Karsas 4,70D 190 425 650 1 52 100 100 0 0 125 20 2 00
Ken!i6kV 7,WC 19.4 O0 950 2 920 175 1,S 400 100 3,S 27S
Louns'ana 7,800, 14 SC 8050 2,30 170 170 450 250 400 300
Maine 2 60 221 225 300 600 SO 60 10 90 IS0 80

Maryland 88 0 202 700 1 200 2700 200 175 450 220 400 270
N.9,a.chusetits 13.100 229 1, 200 2000 i,.3w 325 27 650 500 650 450
Mchlgan 17200 84 1,400 2 00 4'6w 325 400 9)0 475 800 650

nnesota 7,500 177 600 1 002 1 900 10 12 S00 250 425 50so
Mssisppl 4,(02 182 320 50 1500 90 100 350 120 30 200

1ss08,( N 216 800 1,400 1000 2'0 20 b00 270 SO 400
M,'llana 1,4100 16" 100 17S 300 k) )0 120 so 90 60
Nebraska J 300 206 270 So0 800 60 70 22S 125 200 175
Ner ada 1,5I 145 100 10 400 25 20 so 10 70 30
New Hampshre 2.0 194 170 300 425 40 40 90 40 90 70

New Jers" 17(000 229 1,600 2,400 4,30 0 350 375 800 600 800 SS
New Memcc 1,900 104 IS0 200 375 20 40 90 0 100 60
New York .400 22t 4,000 5002 9,400 80 900 1,900 1,600 2,100 1,400
N.clh C arolt 11 200 181 800 1,200 3,000 225 275 600 250 500 400
North Dakota 1,200 180 100 170 225 20 20 90 60 80- so
Ohio 22,900 212 1.900 3.100 6,100 42S 600 1.200 650 1,200 80
Oklahomra 6100 1s' 425 800 2,002 100 120 0S0 100 300 250
Oregon 53(00 178 400 600 1,60 100 '5 325 125 275 200
Penns3Irara 28,200 233 2,400 4,300 6800 50 7%0, 1,400 800 1 400 9M
Khode Island 2,S00 263 250 400 600 60 40 10 100 100 70

South Carolina 0,600 168 40 S50 1, 0 10 125 2s 125 300 170
South Dakota 1,400 202 125 200 300 20 30 100 so 101 80
Tennessee 9,300 1q2 600 1 000 2,800 200 200 475 220 4;J 325
Tezas 23,700 149 1 "W 2 60 6,700 425 So0 1,000 700 1.IOU 1,000
Lmah 1,6(00 91 10 175 220 20 00 100 00 80 70
vermonl1 1,100 200 90 10O 27S 20 310 0 00 so 40
Vrgima 10.02 177 750 1,200 3.000 175 220 50 250 4'S 320
Washt gion 7,700 160 600 900 2,400 100 150 425 200 4w 300

st Vrgrnia 4,100 206 270 470 3,300 75 100 225 100 2(0 10
Wisconsin 9,400 193 900 1,400 2 200 175 175 602 32S 5000 07S
Wyoming 700 119 50 70 17S 10 10 0 10 -0 -0

UntedStates 462000 194 38 ( 60000 126,00 9020 10002 25(00 14000 24,000 17,000
Puerio Rico 3,000 94 12S 125 Ip30 17 5 100 220 4011 100 50
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ESTIMATED NEW CANCER CASES AND DEATHS BY SEX FOR ALL SITES-- 1985'

ESTIMATED NEW CASES ESTIMATED DEATHS
Both Sexes J Male Fensule Both Sexes male Femal

ALL SITES 910,000- 455,000 45S,000" 462,000 249,000 213,000

BacrCav,,"y & Phar~n% 400LAW 25,900 19,00 9,400 9.5(1 6,450 1,050

lp 4300 4,000 .0 175 ISO 25

Voonge - 5200 1 500 1.900 2.0M 1.400 650
Mouth 10,400 6,100 4, 00 2,975 1,900 1075

Phlirix 8,o 6,100 2,700 4,300 3,0OO 1,100

Drges!,re Organs 215 200 10,50 105,700 119,500 62,600 57,2)

Esophagus 9 400 6,60 2,00 800 6,400 2,400

SltoK h 24 700 15,X00 9,700 14500 5 400 5.900

Sal tritestne 2 200 1.120 1,100 500 400 400

Lage I9est E01M R Au
0  

44.000 52,000 51 600 24,600 27,0D0
R ,U 4200 22000 20000 80X0 4,400 3,90
Lrer & itar

5 
Passages 10.400 6,700 6700 10,400 5,200 5.200

Pancreas 25.200 13,00 12, 200 24.200 12500 11.700

Oher & Unspeo.d D gesive 2,30D 1,100 1,200 1,400 700 700

"easpraory System 159200 110,100 49,100 130.650 90,900 39,750

LAr nx 11,500 9 5 2,000 3,750 3,100 650

UNC; 144000 96,(0 46000 12S,600 87,000 35600

Ot'ier & Unspef ed Respiratlor 3,700 2,600 1.100 1.300 800 50

Bone 25000 1,100 900 1.400 500 600

Cororrcfrve Tissue 5000 2 700 2100 2,500 1.300 1,500
SUN 22000" 11.0 11,00" 7,4001 4400 3000

MSIT IT9,900" 900". 119,000", 3,700 300 38,400

Genita Organs 167,200 R2 300 74,900 48,850 2,450 22,400

Cervix Liert M W 1500'. - 1 (w... 6,800 - 6,6W
Coap'is, r"4onetrum T 37000 - 3 7.000 2,900 - 2900

Oar 185 0 0 15,0 11,600 - 11,600

Other & Unspnf-ed Genital female 4 410 - 4.400 1.100 - 1,100

Prostate 86 00) 86,000 - 25,50 25 500 -

Testis ,00 5000 - 00 500 -

Other & Urpe<cfled Genoal Mile 1, 50 1,0 - 450 450 -

Urinalry Organs 59,700 41.500 18200 19,700 12,700 7,000

lerdder 40,000 29 10) 11,000) 1082" 7,)00 3.500

rdney & O r Urnary 19700 12500 7,200 8,900 ,401) 3, Sw

Eye 180 900 59 400 200 200

8rain & Central Nirinoovs Ststrer 13, '00 7,700 6000 10,100 5.500 4.600

rsoocrne Glands 11 "00 3,500 5200 1,700 700 1,000

Thi,,o0d - 10 0 2,900 7.400 1,100 400 700

Other Endo<,rine 1 100 600 500 600 3 3100

te.kemas 24 601 1 ,b0 11 ,000 17200 9,0l0 7,700

tymp >t < teutem,a 11 900 6,700 5,100 1 6,500 3.800 2,700

Grariuto"I1. te~kerra 12,100 6,500 5600 10,300 5.500 45800

hSoricytoc Leukeina 400 300 400 2010 200

Other Blood & tir, ph Tissues 4300 22,400 20,900 22,300 11,500 10,500

HIodgkn's Cosear 6 900 3,900 3,000 1,500 900 60

Multiple Mplrkoa"a 9,900 5 (55 4,900 7,400 3.50 3,600

Other ttrroplomas 26 50 13 50 13,050 13,400 6.80 5,600

All Other & Unspeolfed Stie.500 1. 18,3)w 17.50) 31,500 15.s00 1

NOTE The est males of new cancer cases are offered as a rough guide and shoud not be regarded as def.naie. Especially note thal

teaf-to-year ch'nges may only represent wrprOeents in the basic data ACS si major sites in boldface caps

*Carcinoma in Wu and noe-relan mia skin cancers not included in totals Carcnoma in situ of the eteir-e cervix accounts foe oser

45.000 nem cases annually and carcinoma in situ of the female breast accounts for over 5 000 new cases annually No elaoaorA skin

caIncer a Iccou nt o on .E 400.100 ne cases aSrRiualt-

MWelasomi only *lnmasn~t caer,,nilO

1NCIDENCE ESTIATES ARE BASED O%1 PLATES FROM NCI SEER PROGREA.M 7977-1%61.
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MAJOR CANCER SITES
LUNG CANCER

Incidence: An estimated 144.000 new cases in 1985
Mortality: An estimated 126.000 deaths in 1985 The

age-standardized lung cancer death rate for worren is
more than that of colorectal cancer, and by 1986 will sur-
pass breast cancer to become the number one cancer kil-
ler of women Those who smoke two or more packs of
cigarettes a day have lung cancer mortality rates IS to 25
times greater than nonsmokers, according to-the 1982 Sur-
geon General's Report

Warning Sigals: A persistent cough. snputum streaked
with blood, chest pain, recurring attacks of pneumonia or
bronchitis

Rhk Factors: Cigarette smoking. history of smoking 20
or more ears, exposure to certain industrial substances
such as asbestos. particularly for those sho smoke

ay Detection: Lung cancer is very difficult to detect
early. symptoms often don't appear until the disease has
advanced considerably if a smoker quits at the time of
early precancemus cellular changes, the damaged bron-
chial lining often returns to non-nal If a smoker continues

the habit, cells may form abnormal growth patterns that
lead to cancer Diagnosis may be aided by such proce-
dures as the chest X ray. sputum c)tology test and fiber-
optic bronchoscopy

Trealmen: Treatment depends on the type of, and
stage of lung cancer Surgery. radiation therapy and
chemotherapy are all onions For many localized cancers.
surgery Is usually the treatment of choice Since the
majority of patients with lung cancer have tumor spread,
radiation therapy and chemotherapy are often combined
with surgery In small cell cancer of the lung, rhemo-
therapy alone or combined with radiation has largely re-
placed surgery as the treatment of choice, with a large
percentage of patients esperie-cing remission- in some
cases, long-lasting remission

Sunial: Only 5I, o lung cancer patients fall stages.
whites and blacks) live five or more years after diagnosis
The rate is 40% for cases detected in a localized stage.
20% of lung cancers are discovered that early Rates have
improved only slightly over a recent IO-)ear period

COLON AND RECTUM CANCER
kKke: An estimated 13.000 new cases in 1985, in-

cluding 96000 of colon cancer and 42,00) of rectum
cancer Their combined incidence Is second only to that of
lung cancer excluding common skin cancers I

Morality: An estimated 59.900 deaths In 1985, second
only to lung cancer This Includes 51,600 for colon cancer
and 8,300 for rectum cancer

Warning Signak: Bleeding from the rectum, blood in
the stool, change in bowel habits

Risk Factors: Personal or family history of colon and rec-
tum cancer, personal or family history of polyps in the
colon or rectum, inflammatory bowel disease

Evidence suggests that bowel cancer may be linked to
the diet A diet high iMs fat and'or deficient in fiber content
may be a significant causatis7e factor

Early Detection: The ACS recommends three tests as
valuable aids In detecting colon and rectum cancer early
In people without symptoms

The digital rectal esamination Is performed by a ph)si-
cian during an offke visit The ACS recommends one
every year after age 40

The stool blood slide test Is a simple method of testing
the feces for hidden blood The specimen Is obtained by
the patient at home and returned to the physician's of-
fice, a hospital or clink for examination Tie ACS recom-
mends the test every year after 50

Proctosigxnoidoscopy. known as the procto:' is an
examination InAhih a physician Inspects the rectum and
lower colon with a hollow lighted tube, traditionally 25 cm
long As the site of most colorectal cancers appears to be
shifting higher In the colon, longer, flexible instruments
are being used Now available is a 35 cm sigmnoidoscope.
thought to be useful In doctors' offices ihe ACS recom-
mends a procto every I to 5 years after the age of 50, fol-

"tto I Shapio & Ass Inc, 1 2

lowin~g two annual exams with negative results
If any of these tests reveals possible problems, a physi-

cian may recommend more extensive studies, such as col-
onoscopy and a barium enema The longest available col-
onosccpe is capable of viewing the entire colon with a
flexible. lighted tube

A national ACS study on colon ard rectum cancer at-
titudes by the public' found that Amerkans over age 40
tend to pay these organs scant attention and have them
checked infrequently by their physicians Most study par-
ticipants incorrectly thought the disease usually is found
in an advanced stage when survival chances are slim
Many also erroneously regarded a permanent colostomy
as a normal result of colon and rectum cancer On the
cther hand. participants were receptive to accurate Infix-
rnation about the disease, and expressed a willingness to
practice early detection procedures

Treatmnest: Surgery. at times combined with radiation.
is the most effective method of treating colorectal cancer
Chemotherapy is being studied to determine its possible
role in treating advanced cases

in cases of colon cancer, permanent colostorniles, the
creation of an abdominal opening for the elimination of
body wastes, are seldom needed, and infrequently re-
quired for patients with rectal cancer One report found
permanent colostomiles necessary for only 15% of patients
whose rectal cancers are detected early For those who do
have permanent colostomies, the Society has a special
patient assistance program

Survival: when colorectal cancer Is detected and
treated in an early, localized stage. the 5-year survival rate
is 87% for colon cancer and 78% for rectal cancer, com-
pared with 47% and 3.3% respectively, after the cancer has
spread to ocher parts of the body
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Major Cancer Sites

BREAST CANCER
Ir-kkdnce: An estimated 119.000 new cases in the

United States during 1985 About one out of I I women l
develop breast cancer at some time during the, r hues

Mortality: An estimated 38 400 deaths in 193% It is the
foremost site of cancer deaths in women

Warning Sipsals: Breast changes that persist such as a
lump, thickening swelling, dimpling, skin irritation. distor-
tion. retracion or scaliness of the nipple nlpple dis-
charge, pain o tenderness

Risk Factors: Over age 50, personal or family history of
breast cancer, never had children, first child after age 30

Early Defection: The American Cancer Society recom-
mends the monthly practice of breast self-examination
IBSEI by women 20 )ears and older as a routine good
health habit Most breast lumps are not cancer. but only a
physician can make ad agnosis

The American Cancer Society and the National Cancer
Institute, in their oint Breast Cancer Detetion Demon-
stration program, found that mammography -a low-dose
x-ray esamlnation-coutl find cancers too small to be
felt by the rmost experienced examiner

Besides its effectiveness in screening women without
symptoms, mammography is recognized as a valuable
diagnostic technique for women who do have findings
suggestive of breast cancer Once a breast lump is found,
mammography can help determine f there are other le-
sions in the same or opposite breast which are too small
to be felt All suspicious lumps should be biopsied for
a definitive diagnosis-even when the mammogram is

descnbed as normal
The Society recommends a mammogram every year for

asymptomatic women age 50 a-id over, and a baseline
rnarrmogram for those 15 to 39 Asymptomatic women 40
to 49 should have mammography every 1-2 years, de-
pending on physical and mammographic findings as well
as other risk factors In addition, a professional breast
examiation is recommended every three years for
women 20 to 40, and ever) )ear for those oser 40

Treatment: Several methods may be used, depending
on the individual woman's preferences and medical situa-
tion - surgery varying from local removal of the tumor to
mastectomy, radiation therapy, chemotherapy or hor-
mone manipulation Often two or more methods may be
used in combination Patients should discuss with their
physicians possible options available concerning the spe-
cific management of their breast cancer

New techniques in recent years have made breast re-
construction possible after mastectomy. and the cosmetic
results are good Reconstruction now has become an im-
portant part of treatment and rehabilitation

Survival: The 5-)ear survival rate for localized breast
cancer Eas risen from 78% in the 1940's to 96t to-day, IF the
breast cancer is not invasive Iin situ 1. the survival rate ap-
proaches 100 percent If the cancer has spread, however.
the rate is 70%

Despite an increasing incidence of breast cancer, longer
survival has helped to stabilize mortality rates over the
last 50 years

SKIN CANCER
Incidcxe: Over 400,000 cases a year, the vast majority

of which are highly curable basal or squamous cell can-
cers They are more common among individuals with
lightly pigmented skin. living at latitudes near the
equator The most serious skin cancer is malignant
melanoma, which strikes about 22.000 men and women
each year

Mortality: An estimated 7.400 deaths a )ear, 5.500 from
malignant melanoma, and 1.900 due to other skin cancers

Warning Signals: Any unusual skin condition, especially
a change In the size or color of a mole or other darkly pig-
merited growth or spot

Risk Factors: Excessive exposure to the sun, fair com-
plexon, occupational exposure to coat tar. pitch, creosote.
arsenk compounds and radium Among blacks, because
of heavy skin pigmentation, skin cancer Is negligible

Preveton: Avoid the sun between 10 00 am and 3
p m when ultrasiolet rays are strongest, and by using pro-
tective soothing Use one of the growing number of sun-
screen preparations, especially those containing such In-
gredients as PAB,% Ipara-amiriobenzoc acidic They come
in varying strengths, ranging from those that permit gradu-
al tanning to those aIllng practically no tanning at all

Early Detection: Re-cognition of changes in scales or the
appearance of new skin growths is the best way to find
early skin cancer Basal and squamous cell skin cancers
often take the form of a pale, waslike, pearly nodule, ora
red, scaly, sharply outlined patch

Melanomas are usually distinguished by a dark brown
or black pigmentation They start as small, mole-like
growths that Increase in size. change color, become ulcer-
ated and bleed easily from a slight Injury

Treatment: There are four methods of treatment-
surgery, radiation therar y, electrodesccation (tissue de-
stntion by heat), or cryosurgery Itissue destruction by
freezing

For malignant melanm-a, adequate surgical excision of
the primary growth is indicated Nearby lymph rodes may
be removed The microscopic examlnation of all suspI-
cious moles is essential

Survival: For basal cell and squamous cell cancers, cure
is virtually assured with early detection and treatment
Mahgrant melanoma. however, can spread to other parts
of the body quickly The 5-year survival rate for white
patients with malignant melanoma Is 82% compared with
95% for patients with other kinds of skin cancer
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Major Cancer Sites

FIVE YEAR CANCER SURVIVAL RATES*
TRENDS FOR SELECTED SITES-

1950-54 1o 1977-81

L5PW mo*mK wtAST UttI

CANCER DEATH RATES* BY SITE
UNITED STATES, 1930-81
----------
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UTERINE CANCER
Incliderce: An estimated 52 000 new invasive cases in

1955, Including 15,000 cases of cancer of the cer-ox. and
)7,000 cases of cancer of the endometrium or body of the
uterus Irvase cervical cancer incidence has steadily de-
creased over the years, while cancer In situ has risen in all
groups Cervical career is most common today among low
socioecnornic groups but all groups are at risk Endomet-
rial cancer afflicts mostly mature women, and diagnosis
usually Is made between the ages of 50 arid 64

Moriality: An estimated 6r8(0 deaths in 1985 from cervi-
cal cancerr 2,900 from endometrial cancer Overall, the
death rate from uterine cancer has decreased more than
70% during the fast 40 )ears. due mainly to the Pap test
and regular checkups

Warning Signla: Intermenstrual or postmenopausal
bleeding or unusual discharge
Ri fators: For cervical cancer, early age at first Ir'ter-

course, multiple sex partners For endomerial cancer his-
tory of Infertility. failure of ovulation, prolonged estrogen
therapy and obesity

Early D e"tion: The Pap test, an examination under a
microscope of cells from the cervix and body of the
uterus. Is a simple procedure which can be performed at
appropriate Intervals by physicians as part of every pevic
examination For the average risk person, a Pap test is re-
commended once every three )ears after two initial nega-
tive tests one )ear apart

The Pap test is highly effective in detecting early cancer

of the uterine cervis. it is only 50% effective in detecting
endometrial cancer Women at high risk of deveopng
erdometrial cancer should have an endometrial tissue
sampe at menopa use

The hornne estrogen frequently Is given to women
during and after menopause to make up for the decline In
estrogens normally produced by the ovaries Estrogen
helps to control menopausal symptoms such as hot
flashes or thinning of the vaginal lfining causing painful
sexual Intercourse For older women, there are certain
risks associated with such treatment, including an In-
creased risk of endometrial cancer Hosever. estrogen can
be given safely undercareful phy-ician control

Treatment: Uterine cancers generally are treated by
surgery or radiation, or by a combination of the two In
precancerous On situl stages, changes In the cetix may
be treated by cryotherapy Ithe destruction of cells by es-
treme cold I, by electrocoagulation (the destruction of tis-
sue through intense heat by electric currently or by local
surgery Precancerous endometrial changes may be
treated with the hormone progesterone

Survival: The 5-)ear survival rate for cervical cancer pa-
tients. whites and blacks, is 65% For patients diagnosed
early, however, the rate is 80-90% Cancer In situ Is virtu-
ally 100% The figures for endometrial cancer are 84% al
stages, 91% early and virtually 100% for endometrial pre-
cancerous lesions During a recent 10-)ear period, there
was moderate improvement for both uterine sites
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Major Cancer Sites

CANCER INCIDENCE AND DEATHS BY SITE AND SEX - 1985 ESTIMATES

LEUKEMIA
Incidence: An estimated 25,000 new cases In 1985,

about hall of them acute leukemia, and half of them
chronk leukemia Although It Is often thought of as
pdmarity a childhood disease, leukemia sWk*s many
more dolts 122,500 cases per year compared with 2,500 In
children). Acute lymphocytl c leukemia accounts for about
I0 of the cases of leukemia among children, whereas In
adults the most common types are acute granulocyl
(about 6A0 cases annually, and chronic lymphocytic
7k00 cases annually I
Mortality: An estimated 17,000 deaths I n 1985.
Warnig Signals: Symptoms of acute leukemia In chil-

dren can appear suddenly. Early signs may Include
fatigue, paleness, weight loss, repeated Infections, easy
bruising. nose bleeds or other hirnorthages Chronic
leukemia can progress slowly and with few symptoms

RikM Factors: Leukema, a cancer of the bloodlorming
tis. strikes both sexes and all ages Causes of most
cases are unknown Individuals with Down's syndrome
imorlism) and certain other hereditary abnormalities
have higher than normal incidence of leukemia. It has also
been linked to excessive exposure to radiation and cer-
tain chemicals such as benzene.

Early Detection: Leukemia may be difficult to diagnose
early because symptoms often appear to be those of
other less serious conditions, V-en a physician does sus-
pect leukemia, a diagnosis can be made thmrough blood
tests and an elimination of bone marrow.

Treatment: Chemotherapy Is the most effective method
of treating leukemia. Today, continuing research In 80 US.
medical centers Is yielding new and better drugs for treat-
Ing leukemia patients A variety of anticancer drugs are
used, usualy In combInations or as single agents. To pre-
vent persistence of hidden cells, therapy of the central
nervous system has become standard treatment, espe-
cially in acute lymphocytic leukemia Under appropriate
conditions, bone marrow transplantation may be useful In
the treatment of certain leukemlias

Mhen leukemia occurs, millions of abnormal, Immature
white blood cells are released Into the circulatory sys-
tems These abnormal cells crowd out normal white cells
to flight Infection, p4atelets to control hemorrhaging and
red blood cells to prevent anemia. Transfusions of blood
components and antibiotics are used as supportive treat-
ments

Survival: The overall, average 5-year survival rate for
white patients with leukemia Is 331L due partly to very
poor survval of patients with some types of leukemia
such as acute granuocy-tk The 5-year survival rate for
black patients is 29% Over a recent t0-year period, how-
ever, there was a dramatic Improvement In survival of pa-
tients with acute lymphocytc leukemia 4%-27% In whte
malks, 3%-29% In white females, In white children, the Im-
p,ovement has been from 4% to 65% Moreove,. In some
medical centers, optimum treatment has raised survival of
children with acute lymphocytk leukemia up to 75%.

CANCER INCIDENCE BY SITE AND SEXt
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Major Cancer Sites/Cancer by Age and Race

ORAL CANCER

Inidxene: An estimated 29,000 new cases in 1985 Inci-
dence is more than twice as high in males as in females,
and Is most frequent in men owner age 40 Cancer can affect
any part of the oral cavity, from lip to tongue to mouth and
throat

Mortality: A.n estimated 9,500 deaths In 1985
Warni Si"nals: A sore that bleeds easily and doesn't

heal. a lump or thickening, a reddish or whitish patch that
persists Difficulty In chewing, sallWng or moving
tongue or iaws are often late changes

isk Factors: Cigarette, cigar and pipe smoking. use of
chewing tobacco, more thin moderate drlnkJr.g

Farly Detection: Dentists have the opportunity, through
regular checkups, to see abnormal tissue changes and to
detect cancer at an early a"d curable stage.

Treatment: Principal methods are radLatikn therapy and
surgery Chemotherapy is being studied as an aid to
surgery in advanced disease

Survival: 5-year survival rates vary substantially de-
perdlr4g on the site, and Include slight declines as well as
Improvements over a recent 10-year period Rates range
from 22% for cancer of the pharynx to 84% for lip cancer
Overall. 5-year survival for oral cancer patients Is about
40%

CANCER BY AGE AND RACE

CANCER RATES IN BLACKS AND WHITES*
A study of cancer rates over several decades shows that

the cancer incidence rate for blacks Is higher than for
whites, and that blacks also have a higher death rate than
whites,

Ma!e Incidence and mortality rates In each race In-
creased, while female rates decreased.

The overall cancer Incidence rate for blacks went up
27% while for whites It increased 12% Cancer motlity
has increased In both races, bul the rate for blacks Is
greater than For whites In the last 30 years, cancer death
rates In whites have Increased 10%, while blak rates have
Increased 40% The rates were virtually the same 30 years

Cancer sites where blacks a significantly higher In-
creases In Incidence and mortality rates included the
lun4 colon-rectum, prostate and esophagus Esophageal
cancer, long considered mainly a disease of males, de-
clined In whites and rose rapidly in blacks of both sexes

The Incidence of Invasive cancer of the uterine tervix
dropped In both black and white somen, &!tlbogh the In-
cidence In backs is still more than double that In whites
However, the rate for erd-onetrial cancer- or cancer of
the body of the uterus - for white women Is double that
of black women

Survival for patients diagnosed between 1967 and 1973

was compared More whites than blacks had cancer diag-
nosed In an early, localized state when the chances of
cure are best. 37% versus 28% for males, and 42% versus
31% for women.

A recent ACS-sponsored survey by the black-owned
New York firm of Evaxi Inc showed that urban black
Americans tend to be much less knowledgeable than
whites about cancer's warning signals, and less apt to see
a octor It they experience those symptoms Specifically,
the blacks Interviewed knew little about three of the can-
cers that have seen a sharp Increase In mortality. colorec-
tal, prostate and esophagal The survey also showed that
blacks tend to underestimate both the prevalence of
cancer and the chances ofcure.

In both studies, most of the differences between whites
and blacks were attributed to economic, environmental
and social factors rather than to Inherent bologcal char-
acteristics Because a higher percentage of blacks than
whites are in the lower soco-economic group, risk of ex-
posure to Industrial carcioens is Increased, Also, limited
educational opportunities may prevent early detection
because the less educated are less lkeiy to krow the Im-
portance of symptorr.s which could lead to an early diag-
nosis

*f4ures kr CAwer Incldence *I form e Natr<4l Cancer Instittie N&tio'a 5r',eyS. 1947. and te NCI SEE R Pro-- 1975-941. ui brinaer
mofii)llr Sm L4 National Center for 5-- tis $., 1949-$1 to 1979-61



328

Cancer by Age and Race

CANCER IN CHILDREN
Incidesnce: An estimated 6000 new cases Vi 1985, mak-

ing it rare as a childhood disease Common childhood
cancer sites include the blood Ibone marrow, bone,
brain, nervous system, kidneys and soft tissues

Mortality: An estimated 16W0 deaths in 1985. about halt
of them from leukemia Despite its rarity, cancer is still the
chief cause of death by disease in children between the
ages of 3 and 14 Mortaliry among children with cancer has
declined from 8 3 per 100,000 in 195to 4 2 In 1981

Farly Detection: Cancers in children often are difficult
to recognize since they may seem like trivial disorders at
first Parents should see that their children have regular
medical checkups, and be alert to any unusual symptoms
that persist Such conditions include unusual lumps. dou-
ble vlsfon, nosebleeds, drowsiness, hstlessness and fail-
ure to thrive

Main Childhood Cancers
Leukemia See preceding section
Osteogenic Sarcoma and Ewing Sarcoma are bone

cancers There may be no pain at first but swelling in the
area of the tumor is often a first sign

Neuroblastoma or Cancers of the Nervous System, can
appear anywhere but usually in the abdomen, where a
swelling occurs

Rhabdornosarcora, the most common soft tissue sar-

coma, can occur in the head and neck area, genito-urinary
area, trunk and extremities

Brain Cancers in early stages may cause headaches,
blurred or double vision, dizziness, difficulty in walking or
handling objects, and nausea

Lymphomas, or Hodgkin's Disease are cancers that In-
volve the lymph nodes, bone marrow and various orans
throughout the body They may cause swelling of lymph
nodes in the neck, armpit or groin Other symptorrns may
Include gen, rl weakness and possibly fever

Eye Canct;$ or Retinoblastoma usually occur in chil-
dren under the age of four When detected early. cure is
possible with appropriate treatment

Cancer of the Kidney. or 54,ims" Tumor may be reccg.
nized by a swelling or lump in the abdomen

Treatment: Childhood cancers are frequently treated by
a combination of therapies, coordinated by a team of ex-
perts They include medical specialists, pediatric nurses,
social workers and psychologists who work with children
and their families

Surviial: 5-year survival rates for cancer in children vary
considerably, depending on the site Among those for
white children Iblack information Is Insufficlentl are borne
cancer, 45%, neuroblastoma, 51%, brain and central ner-
sous system, 53%, Wilms' tumor (kidney), 78%, and
Hodgkin's disease, 8%

FIVE YEAR CANCER SURVIVAL RATES* FOR SELECTED SITES BY RACE
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TRENDS IN SURVIVAL BY SITE OF CANCER, BY RACE
Cases Diagnosed in 1960-63, 1970-73, 1973-75, 1976-81

WHITE SLACK
RStAri,\E S-1AR SUR\IAL RELATIVE $SEAR SLR,'I'%ALSITE 1%0_63' t970 731' t971-75: 197b6.51' 1960463' ?97'0 73, 1973-7S 97691ofhagus t 4 $ 6 1 4 2 4S c.maih ! !I 14 15 5 13 14 1604,. 4 49 49 53 14 37 44 4733 45 47 49 27 30 5 98 Il 12 13 5 7 10 11

R'elast lSlmtl 6.8 76 80'ea, 6i 68 '4 73 46 51 63Lene (-n,, 58. 6 68 67 4' 51 62 63L'efoe Opu' 81 89 86 31 44 S9 55(han, 32 6 3 37 32 32 37
PrOsla-e 40
TS w) 63 65 71 35 55 56 6181 

72 63687 
• 67 70Biadd r 5 61 73 74 24 36 44 54Pdres 3'1 4b. 50 3 33 44 47 328a 18 20 20 22 19 19 20 25%ongk n sDle'a, 40 6' 67 74 , 68 70%On 33od~ckn s Len'pln na 1 41 45 48 . ' 46 48Lekena 14 22 33 )1 1 27 29

Scutle B.ownetl Pranh, Na!.oa' ('ane, Inst~lu'e
'Rates are based on) dali trom a ;erSe ot b"s'p lal regstres and one population -based regi,tryRaTes are tr,.m the 511R Program and r,(tude pa!,erits d0agnosed through 19,1 and folos.-up on all patents though 1982 They areba ed on dea ilmotpc 4plalonba ,ed tegv iries in ( on ectitut, Nesw Mt so, Utah. o a Flasa, Atlanta D troit, Seane Puge Sound,
and San F rant sicr Oakland atepg Sud

"Rates could m.)t be taal( ulaved lb-ptau o.r.(f t ,uq ,f+en
t 

number ol ases

ESTIMATED NEW CASES AND DEATHS
FOR MAJOR SITES OF CANCER- 19850

SITE NO. Of CASES DEATHS
tung 144,000 126,000
Colon-Reoum 138,000 60,000
Breast (Female) 119,000 38,000
Prostate 86,000 26,000
Urinary 60,000 20,0(0
Uterus 52,000- 10,000
Oral 29,0103 10,000
Pancreas 25,000 24,000
leukemia 25,000 17,000
Skin 22,00011' 7,000
Ovary 19,000 12,00

"'gures rounded to nearest 1,.0D
* "if carciop a in situ is included, cases total oser 100+00
'Es,mated new cases 0i nront -elaoal er 4W,000IN.CIDENCE ESTIMATES ARE BASED ON RATES FROk N C I

SEER PROGR,M ?977.9%1
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TRENDS IN AGE-ADJUSTED CANCER DEATH RATES* PER 100,000 POPULATION
BY STATES FOR THE LAST THREE DECADES

ALL SITES
STATE 19S0- 9 1960-9 1970-79
Alabarma 1310 l146 161 4

Vjsia- 1 47 2 161 $Anzonal 1)08O 143 J 145 1
Arkanls 12) 7 140 4 155 4
Cal 'lcima, 154 $ 159 2 6,6 2
C-olorad:o 147 8 136 6 137 1
CoCO KW'f u 180 5 175 S 17798
De'tlware 16>4 9 1762 18<J 8
U~st of Col mbia 2050 21) S 233 S
Flofrda 136 2 1.507 163 6
Ge orgia 13 4 9 145 9 160 0
Hawl' - 1 0 4 143 0
Idaho 129 5 132 S 11717
10'rKNI ~ 172 1 -7.4 1 1776
Ind,a,j 154 9 161 5 170 6
to*a 149 0 1S0 6 15A 6
Kansas M , 2 142 3 15 3 4
kenN;u<ky 1 ml 1503 16 1¢J
tc.5'san"a 161 4 17092 180 3
MAJ IUe 16:8 1 1 70 5 176 7
Marland 171 1 18t1 19 1q,
MllAS' hiJsetts Ills$8 172 3 179 4
M,chigan 169 5 170 9 174 0
M'mr''olk 152 1 151,9 152 7
M's~lssJlp: . , . . 11]. 148 II 84
Mdison 1S1 & IS9 S 168 1
m oi.tam~a 143 1 146 2 151 S
Nebraska 1S2 2 151 0 154 9
Nev, bda 141 7 155 6 163 4
New Hampshire 173t4 175 3 179 4
.New Jersey 1896) 185 8 187,7
%ew k AexKO 124 9 112 8 142 9
New York 186 1 181 In 182 7
1.0flh C, oh'ma 124 0 13a 7 157 7
Norlh Dakw a 1i94 142 7 143 0
Ohio> 1663] 171 8 176. ]
Oklahoma 1403 1 46 8 155 2
Oregon 141 0 146 9 I.5 2
Pennsylvania t72 2 173 9 1.169
Rhode Island 18)3 2 184 3 1"94
(culh Carohnra 132 7 144 7 1 61 4

S~o-oh Dakota 145 4 14S 7 146 8
Tennessee 11]5 9 145 7 161 )
Tewai 117 8 148 7 15914
ULah 13 0 125 0 1220
Verrmont 161 9 165 6 17() 7
V, rg, nia 1 4268 156 3 171 2
VWas..ogton 152 S 153 3 160 5
West V,'rgm ta 140 7 153 8 l60
Wi'woismn 161.8a 156 4 1S9 5
, yOC msn 134 0 131 2 141 9
Un,t'ed Slows Iss 3 i62 4 %;690

"Rale fol the popualation,," a'.ard~jed for age on the i970 U S p<>P ,taton
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PREVENTION
PRIMARY PREVENTION

SMOKING Cigarette smoking is responsible for 85% of lung cancer cases among men and 75% amongwomen - about 83% overall If the number of smokers -as reduced by half. 75,000 lives wouldbe saved each year. Smoking accounts for about 30 o all cancer deaths
NUTRITION Risk for colon, breast and uterine cancers increases for obese people High-fat diet may be afactor in the development of certain cancers such as breast, colon and prostate, High-fiber foodsmay help reduce risk 01 colon cancer Foods rich In uftamIns A and C may help lower risk for can-cers of larynx, esophagus and lung Eating cruciferous vegetables may help protect against certaincancers Salt-cured, smoked and nitrite-cured foods have been linked to esophageal and stomachcareer The heavy use of alcohol. especially .'hen accompanied by cigareLte smoking or chewingtobacco. increases risk of cancers of the mouth. larynx, throat esophagus, and Fiver ISee below)

SUNLIGHT Almost all of the 400,000 cases of non-melanoma skin cancer developed each year in the US areconsidered to be sun-related Recent epldemiological evidence shows that sun exposure Is amajor factor in the development of melanoma and that the Incidence increases for those livingnear the equator I See Major Cancer S.tes Skin Carnceri
ALCOHOL Oral cancer and cancers of the larynx, throat, esophagusand liver occur more frequently amongheavy drinkers of alcohol I See Major Cancer Sites Oral Cancerl
SMOKELESS Increased risk factor for cancers 01 the mouth, larynx, throat, and esophagus HighFy habit FormingTOBACCOS ISee Major Cancer Sires Lung Ca-cer and Oral Cancer)
ESTROGEN For mature women. certain risks associated with estrogen treatment to control menopausalsymptoms, including an Increased risk of endometrial cancer- However, estrogen can be givensafely under careful physician control ISee Major Cancer Sites- Uterine Cancer)
RADIATION Excess exposure to X ray can increase cancer risk Most medical X rays are adjusted to deliver

the lowest dose possible without sacrificing Image quality.
OCCUPATIONAL Exposure to a number of Industrial agents Inickel. chromate, asbestos, vinyl chloride, etc I In-HAZARDS creases risk Risk factor gr-.iy increasedd when combined with smoking

SECONDARY PREVENTION
COLORECTAL The ACS recommends three tests for the early detection of colon and rectum cancer in peopleTESTS without symptoms The digital rectal examination, performed by a physician during an office visit.should be performed every year after the age of 40. the stool blood test is recommended every)ear after 50, and the proctosigmoldoscopy examination should be carried out every 3 to 5 yearsafter the age of 50 following two annual exams with negative results I See Major Cancer SitesColon and Rectum Cancer)
PAP TEST For the average risk person, a Pap test Is recommended annually until two consecL tire satisfac-tory tests are negative, and then once every three years The Pap test is highly effective In de.tectlng cancer of the uterine cervix, but Is less effective in detecting endometrial cancer
BREAST CANCER The ACS recommends the monthly practice of breast self-examInation I BSEI by women 20 yearsDETECTION and older as a routine good health habit Physical examlnation of the breast should be doneevery three years from ages 20-40 and then every year The ACS recommends a marnmogramevery year for asymptomatic women age 50 and over, and a baseline mammogram between ages35 and 39 Women 40 to 49 should have mammography every -2 years, depending on physkal

and mamrnmographic findings
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COLORECTAL CANCER: EARLY DETECTION IS THE KEY
When cancer of the colon and rectum Is found and

treated in an early, localized stage, the 5-)ear survival rate
Is 87% for colon cancer and 78% for rectal cancer Hoese-,
survival figures drop to 471 and 38%. respectively, after
the cancer has spread to other parts of the body

Because colorectal cancer develops over a period of
time, detection of the disease Is possible long before
symptoms appear Early detection of small cancers and
polyps reduces the likelihood of major surgery and the
need for a colostomy- an abdominal opening created for
the elimination of wastes In fact, permanent co!ostomies
are rare in cases of colon cancer, and are necessary in only
15% of rectal carercases

Colorectal cancer is second only to lung cancer in terms
of incidence Currently, about 138,000 new cases develop
each year, more than 59,900 people die from the disease
annually The incidence of colorectal cancer tends to in-
crease with age. starting at 40 years More than 94% of all
cases occur after the age of 50 Colorectal cancer occurs
about equally in both sexes Anyone with a personal or
family history of colorc-tal cancer, polyps In the colon or
inflammatory bowel disease, is at particularly high risk for
the disease and should be examined carefully

Projected 5-year survival rates to: colorectal cancer
show that early detection sases lives Currently. the 5-year
survival rate Is estimated at 45% With the use of early de-
tection techniques, such as the dgital rectal exam, the
stool blood test arid sigmoldoscopy, the survival rate for
patients with colorectal cancer could be Increased from
45% to 75% This means that. over a period of time, 100,000
lives, versus the current 60,000. couTd be sas ed each )ear

It is recommended that the following procedures, all
part of a cancer-related checkup, be performed at desig-
nated Intervals-
" A digital rectzil examination every )ear after age 40
* A stool blood test every year after age 50
* A procto every three to five years after the age of 50,

followfig two annual examinations with negative re-
suits
These guidelines apply only to people without symp-

toms Persons with recfl bleeding, gnawing. crarmping ab-
dominal pain. or a change in bowel habits should see
their doctor immediately

Evidence suggests that bowel cancer may be linked to
the diet A diet high In fat and or dehcient in fiber content
may be a significant causative factor

NUTRITION AND CANCER: A COMMON SENSE APPROACH
Extensive research is under way to evaluate and clarify

the role diet and nutrition play in the development of
cancer At this point, no direct cause-and-effect relation-
ship has been proved, though statistics show that some
foods may increase or decrease the risks for certain types
of cancer. Evidence indicates that people might reduce
their cancer risk by observing te following recommenda-
tions

1. Avoid obesity.
Individuals 40% or more overweight Increase their risk

of colon, breast prostate, gallbladder, ovary, and uterine
cancers People with weight problems should consult
their physician to determine their best body weight, since
their medical condition and body build must be taken
Into account Physicians can recommend a suitable diet
and exercise regime to help maintain an appropriate
weight

2. Cut down on total fat intake.
A diet high in fat may be a factor In the development of

certain cancers, particularly breast, colon and prostate In
addition, by avoiding fatty foods, people are better able
to control body weight

3. Eat more high fiber foods such as whole grain
cereals, fruits and vegetables.
Regular consumption of cereals, fresh fruits and vegeta.

bes Is recommended Studies suggest that diets high In
fiber may help to reduce the risk of colon cancer Further.
more, foods high in fiber content are a wholesome substi-
tute for foods high In fat

4. Include foods rich in vitamins A and C in
your daily diet.

People should include In their diet dark green and
deep yellow fresh vegetables and f' its, such as carrots,
spinach, yams. peaches, and apricots as sources of vitamin
A., and oranges, grapefruit, strawberries, green and red
peppers for vitamin C These foods may help lower risk for
cancers of the larynx, esophagus and the lung The excess
use of vitamin A supplements is not recommended be-
cause of possible toxicity

S. Include cruciferous vegetables in your diet.
Certain vegetables in the cruciferous family - cabbage,

broccoli. Brussels sprouts, kohlrabi and cauliflower-
may help prevent certain cancers from developing Re-
search Is in progress to determine how these foods may
protect against cancer Cruciferous vegetables have flow-
ers with four leaves in the pattern of a cross

6. Eat moderately of salt-cured, smoked and
nitrite-cured foods.
In areas of the world where salt cured and smoked

'oods are eaten frequently, there is more incidence of
cancer of the esophagus and stomach The American food
Industry has developed new processes to avoid possible
cancer-causIng by-products

7. Keep alcohol consumption moderate, if you
do drink.
The heavy use of alohol, especially when accompanied

by cigarette smoking or smokeless tobacco, Increases risk
of cancers of the mouth, larynx, throat, esophagus and
liver
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SMOKING
The American Cancer Society estimates that cigarette

smoking is responsible for 85% of lung cancer cases
among men and 75% among women - about 83% overall

The cancer death rate for male cigarette smokers is
more than double that of nonsmokers, arid the rate for
female smokers is 67% higher than for nonsmokers

The higher cancer rates for men reflect the fdct that in
the past, more men than women smoked, and smoked
more heavily In recent )ears. however, the gap between
mate and female smoking has been narrowing

Smoking also has been implicated in cancers of the
mouth, pharynx, lar) n%. esophagus, pancreas and bladder
Smoking accounts for about 30" of a! cancer deaths, is a
major cause of heart disease, and is linked to conditions
ranging from cotds and gastric ulcers to chronic bronchitis
and emphysema

Smoking is related to 320.000 deaths each )ear and
costs the nation more than $27 billion in medical care

A Decline in Smoking
A lune 1984 tobacco report of the US Department of

Agrulture estimates cigarette output in 1983-84 at 661
billion, down about 25% from last )ear Consumption dur-
ing the same period dropped abot 3 5%

From 1976 to 1983, adult male smokers 120 years and
older dropped from 419% of the population to 352%.
while women smokers decreased from 32 0% to 29 1%. ac-
cording to the National Center for Health Statistics Over-
all, the percentage of men and women smokers in the
population had dropped to 32 0% Other recent polls irdi-
cate that the proportion of smokers may have dropped to
30%

Per capita cigarette consumption among.adults has fat
len -from 4.141 in 1974 to 3,411 in 1984-reflecting a
growing number of en-smokers This is the lowest per
capita corsurrpion since 1944 From 1965 to 1983, the
proportion of adult male ex-smokers 120 years and older
In the total U S population increased from 20 5% to 30 3%,
while female e-smokers rose from 8 2% to 15 9%

A surey supported by the National Institute on Drug
Abuse indicated that the percentage of high school
sern-ors aged 17 and 181 who smoked cigarettes daily de-
creased by about a quarter, from 288% in 1976 to 212% in
198)

It Is now estimated -from past national surnve)s and
data from the Cancer Prevention Study I[-that there are
more than 35 million ex-cigarette smokers In the United
States today

At the same time, however, the average smoker ap-
pears to be smoking more heavily The US Office on
Smoking and Health reports that the proportion of adult
male smokers 120 years and older consuming 25 or more
cigarettes per day Increased from 310% to 34 1% between
1976 and 1980, and female smokers from 19-6% to 23 7%

Figures from the U S Department of Agriculture show
that a total of 600 billion cigarettes were consumed In
1983. a drop of 54% in one year The Federal excise tax on

cigarettes was raised by 8 cents a pac, in lanuary 1983
Preliminary figures for 1984 indicate there may be another
1% drop in cigarette consumption in 1984

Wa)s of Quitting
A Federal Trade Commission staff report states that al-

though most Americans are aware of a health risk in smok.
ing, more than 40% don t know smoking causes most lung
cancer, and 20% don't know it can cause cancer at all
More than 30% are unaware that smoking skubles a per-
son's risk of heart actack, and 50 of women slo not know
that smoking during pregnancy increases the risk of
stillbirth and miscarriage

The report prompted the Society to launch an acceler-
ated educat*onal effort to help smokers understand how
dangerous smoking is and how specific smoking-related
health risks apply to them personally

Comprehensive Approach
The Society recommends a comprehensive approach to

smoking control at the local level
I encouraging young people not to start smoking.
2 educating the public in the hazards of smoking with

the aim of getting smokers to quit on their own.
3 providing self-help materials and working with the

media,
4 recruiting ex-smoker volunteers to provide one-to-

ore help for smokers now trying to quit.
5 first encouraging and preparing industries, hospitals

and organizations to conduct smoking cessation programs
on their own, arid then making available FRESHSTART the
new, cost-effective ACS quit-smoking group program, and,

6 supporting legislation to restrict smoking in public
places

tower Tar & Nicotine
Research has shown that there is no such thing as a

safe" cigarette, but that those who are rot yet able to
quit would be well advised to switch to brands with the
lowest possibis tar and nicotine IT NI content Moreover,
low T, N smokers find it easier to quit altogether than high
TiN smokers

In an ACS study conducted tromn 1960 to 1972, the aver-
age mortality of low r N smokers was 16% lower than that
of high TiN smokers, and the comparable figure for lung
cancer mortality was 26%

It is Important to remember that besides tar and
nicotine, cigarette smoke contains a host of other poison-
ous gases such as hydrogen c)anide, volatile aromatic hy-
drocarbons, and especially carbon monoxide-possibly
a critical ft-.tor in coronary heart disease and fetal growth
retardti,-i., among other things While some hazards are
reduced s'ightly by cigarette filters, certain filtered brands
have been found to actually deliver more carbon
iononide than those without filters
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Passive Smoking Hazards
There may even be hazards for non-smokers who

breathe the smoke of others' cigarettes Two scientific
studies recently indicated an Increased risk of lung cancer
among the nonsmoking wives of cigarette smokers
Another study, however, found little if any risk for these
passive smokers"
The question has not been resoh ed. and there is cause

for concern Therefore, the American Cancer Society be-
lieves that further research is urgently needed The Soci-
ety's Cancer Prevention Study II, Involving more than one
million Americans, Includes a careful assessment of
cancer risk and other diseases among smokers and pas-
sive smokers

Industrial Hazards
Industrial workers are especially susceptible to lung

diseases due to the combined effects of cigarette smok-
ing and exposure to toxk Industrial substances such as
fumes from rubber chlorine and dust from coton and
coal Exposure to asbestos In comb!natbon with cigarette
smoking increases an Individual's cancer risk nearly 60
times

In his 1982 report, The Health Consequences of Smok-
trig. U S Surgeon General C. Everett Koop confirmed
many of the ACS findings, declaring that cigarette smoking
Is "the chief, single, avoidable cause of death In our soci-
ety. and the most important health Issue of our time"

CANCER CONTROL
PUBLIC EDUCATION

Because each )ear thousands of lives could be saved
through cancer prevention and early detection, the Soci-
ety's Public Education programs are designed to inform
people about cancer, te!l what they can do to protect
themselves, and demonstrate related health practices

The Society believes strongly in the value of periodic.
cancer-related checkups and specific cancer tesL, as well
as prompt action In the event that one of cancer's seven
warning signals occurs

Six cancer sites offer the greatest opportunity for pre-
vention or cure. lung, colorectal, breast, uterine, oral and
skin Cancers at these sies account for the majority of
cancer cases and about half of all cancer deaths

P-A-C-E Strategy
The Society's P-A-C-E (Priority Activities In Cancer Edu-

ca ion) planning strategy focuses on the first four of these
six sites-where prevention or early detection provides
the biggest payoff In lives saved

ACS Public Education programs are divided Into two
major audience categories adults and youth Adults are
reached through the workplace, clubs and organizations,
home and neighborhood, and through programs with
other health agencies. Youth programs are organized ac-
cording to school grade kindergarten through 6th. 7th
through 9th, and 10th through 12th These programs teach
young people good health habits, help them make
healthful lifestyle decisions and understand health be-
havior as It relates to cancer.

Programs for adults are carried out In small group set-
Ings or on a one-to-one basis, involving two-way com-
munication and interaction. Whenever possible, volun-
teers are selected on the basis of skills that can be readily
adapted to Society work, such as ex-smokers with group
experience who help in smoking cessation programs, and
nurses wto can teach breast self-euamination to groups of

women The Society reinforces Its Public Education mes.
sages Aith a variety of films, filmstrips, pamphlets and
posters

Reaching More People
This )ear, local ACS Public Education programs Involv-

ing two-way communication are expected to have reached
15 million adults and over 30 million young people

For the rest of the decade, the Society has set specific
behavioral goals of persuading more Americans to have
tests for colorectal cancer, reducing the number of smok-
ers, and increasing the number of women who practice
monthly breast self-esamination, get Pap tests and have
endometrial tissue samples taken,

In 1985, the Society Is expanding a three-year special
project - Co!orectal Health Check - to reach more Amer-
kans with Public Education programs on colon and rec-
tum cancer.

In addition to the Society's Intensive, person-to-person
educational outreach, broader ACS programs blanket the
nation with lifesaving messages. During the annual Cancer
Crusade, volunteers make personal home visits, urging in-
dividua!s to protect themselves against cancer.

More than 60 million educational leaflets are distri-
buted each year, and important cancer educational mes-
sages reach nearly every U S household through televis-
ion, radio and the print media

Cancer-Related Checkup Guidelines
Guidelines for the early detection of cancer In people

without symptoms are recommended by the American
Cancer Society as follows. A cancer-related checkup,
* every 3 years for those 20-40 years of age
* every year for rhose 40 and over.

The Society advises '"Talk with your doctor-ack how
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the guldelines relate to you" The checkup should always
Include health counseling Isuch as tips on quitting smok-
Ing; and examinations for cancer of the thyroid, testes,
prostate, mouth, ovaries, skin and lymph nodes

In pad-cular
* Ages 20-40- For breast cancer, an examination by a

physician every three years, a self-exam every month,
and one baseline breast X ray between the ages of 35
and 39. For uterine cancer, a pelvic exam every three
years and a Pap test at least every three years after two
Initial negative tests one year apart including women
under 20 If sexually active I

* Ages 40 and over- For breast cancer, an exam by a

doctor every year. a self-exam every month and a
breast X ray every 1-2 years for those 40-49, every year
for those 50 and over For uterine cancer, a pelvk exam
every year. a Pap test at least every three years after
two negative tests a year apart), and an e,,dromeal tis-
sue sample at menopause, If at risk. For colon and rec-
tum cancer, a digital rectal exam every year after 40.
and a stool blood test every year after 50 as well as a
procto exam every 3-5 years after two Initial negative
tests one year apart
Some people are at higher risk for certain cancers and

may need to have tests more frequently See Maivr
Cancer Sites" for high risk factors

PROFESSIONAL EDUCATION
ACS Professional Education programs bring the latest

developments in cancer to the medical community mem-
bers and students of the medical, dental, nursing and al-
lied health professions

Professional Educatio's National conferenc -s, clinical
fellowships, materials. professorships and F 'arships
provide Information and training In the prey. r m and
early detection of cancer, and in the treatm -t arid re-
habilitation of cancer patients Its Involvement In such Di-
vision and Unit programs as the Colorectal Health Check
and the Great American Smokeout, are part of the overall
ACS Professionl Education effort

Audiovisuals, Journals
Videotapes. films, slide sets. audlotapes, publications

and exhibits are also available for Professional Education
programs In hospitals as well as In medical, dental and
nursing schools, and are used by professional societies at
local and national meetings

The ACS publishes Ca-A Cancer Joumal or Clinklans,
which Is directed particularly to the primary care physl-
dan and has a total circulation of more than 470,000. The
Society supports the publication of Cicer directed to
those specializing In the care of the cancer patient

The Society maintains a library of Professional Educa-
ton motion pktures. videocassettes and slide sets All are
distributed through ACS Divisions and Units on a free
loan. five-year lease ordirect sale basis

Nursing Programs
Cancer Nursing New& a newsletter sent to about 80,0oo

nurses. began publkation In 1982. The newsletter keeps
nurses up to date on cancer, oncology nursing, the Arneri-
can Cancer Society, and opportunities In continuing edu-
cation The newsletter Is sent free to any nurse who de-
sires It Requests for subscriptions should be sent to the
Executive Editor, Cancer Nursin News, clo American
Cancer Society, 4 West 35th St. New York, NY 10001.

In 1981 the Society Initiated a program of nursing schol-
arships, Twenty one-year scholarships are awarded each
year to qualified graduate students studying for a masters
degree with a specialty In cancer nursing. The recipients
may apply fora second year's funding

Another recently launched program. "Clinical Professor.

ships In Oncology Nursing," provides a means for ACS Di-
visions to support selected Individuals wh-o will develop
high quality cancer teaching programs within schools of
nursing

Clinical Oncology Awards

Since 1948, the ACS National Clinical Fellowshlp pro-
gram has spent more than $40 million to train some 7,400
physicians and dentists In the diagnosis and treatment of
cancer. Training has been provided on two levels at cen-
ters and hospitals with qualified training programs,

The Regular Clinical Fellowship program - for hospital
residents -Is designed to Improve the management of
the patient with cancer by supportng clinical oncology
training for young physicians and dentists

The Junior Faculty Clinical Fellowship proVram-er
postresldent physicians and dentists-is Intended to
strengthen cancer teaching programs by supporting out-
standing young clinicians In academk careers

During 1984-85 training will be supported Pr 367 Regu-
lar Clinical Fellows and 150 lunlor Faculty Clinical Fellows.

The Clinical Fellowship program has been extremely
successful In achieving its goal of Increasing the number of
higy qualified oncologists providing cancer care. In the
future, the emphasis of the program will be on developing
academic oncclogists who will acquire both clln"ll oncol-
ogy expertise and the ability to perform independent
clinical oncology research.

Beginning In 195, the Society will award Clinical Oncol-
ogy Career Development Awards to some outstandlng In-
di' Iduals who have demonstrated a commitment to pur-
sue n academik career In oncology,

Unproven Methods of Cancer Management
The American Cancer Society maintains Information on

unproven methods of cancer management This Informa-
ton Is reviewed In-depth and Issued as position state-
ments These statements are available on request to phy-
skans, science writers, editors and the general public, to
assist In evaluating claims made for unproven methods of
cancer prevention, detection, diagnosis and treatmenL

The Society welcomes new developments which have
been proven scientifically effective and safe In the pre-
vention, detection, diagnosls or treatment of cancer.
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SERVICE & REHABILITATION
In 1984 nearly one half million cancer patients hase

been reached through the innosatise seri¢ and re-
habilitatic,n programs of the AmerKan Cancer Sccietv Be-
cause of the many vclurteers at the DiuisioA and Unit
levels the Society is able fo offer a wide range 0- services
encompassing

I Information and guidance directing patents to Soci-
ety services community resources and specific infoina-
tion about cancer

2 Home care items for use by patients
Transportation of cancer patents, assisting them in

getting to and from medical and therapy appointments,
4 Rehabilitation programs helping patients return to

their families, communities and occupations through care-
fully trained and selected %isitorand group programs.

5 Patient family education programs to provide a bet-
ter understanding of the disease and its management
thro-ugh group education programs, pamphlets, booklets
ard aud-ovisual presentations

Information and Guidance services provide specific in-
formation about cancer as well as referral to Society ser-
vices and other resources in the community to meet the
social ps)chological and home care needs of cancer pa-
tients and their families

Rehabilitation Programs

patientt Visitor ProWram CanSurnountj is a short-:err-n
visitor program for patients, and the families of patients.
with all types of cancer Hospital and home visits are
made with the approval and aAareness of the physician
The one-to-one visit by a person -ho has experienced
the same type of cancer offers functional, emotional and
social support

Reach to Resiosery is the largest of the Society's patient
visitor programs It addresses the many needs of women
with breast cancer Women volunteers, who hase success-
fully adjusted to their treatment for breast cancer, are
available to visit new patients wish the approval of the at-
tending physician A visit from a Reach to Recovery volun-
teer demonstrates that a woman treated for breast cancer
can return to an active, normal life The program provides
Information, as appropriate, on prostheses, breast recon-
structciOn and new options on breast cancer management

In addition, literature and services to help husbands, chil-
dren and friends of breast cancer patients are available
Lary ge-tom) Rehabiltation program, spearheaded by

The International Asociation of LaIngectmees IIALl,
brings the message that a taryngectumee can return to a
normal life Coordinated through more than 325 clubs,
lar ngectomee visitors. who themselves hase had their
larynxes (voice bosesi removed because of cancer, pro-
side pre- and or post-operative support to patients who
hase recently undergone the lar-igectomy operation

Ostomy Rehabihtation fltsgram-Some patients with
intestinal or urinary cancers must have abdominal os-
tomies Isurgically constructed openings for elimnation of
wastesi Trained volunteers who have experienced this
same type of surgery offer help on a one-to-one basis
Cooperating with the United Ostomy Association and en-
terostomal therapists, patients are assisted in their phys-
ical and ps)chologkal adjustment

Patient and Family Education

The Society sponsors group and Individual education
programs, distributes pamphlets and booklets for an indi-
viduals use, and provides audiovisual presentations
Group programs such at I CAN COPE provide Information
on cancer therapy, treatment, side effects, nutrition, re-
source availability and other topics of interest to cancer
patients and family The Society is continuing its expan-
sion of patient education services by providing a broader
variety of pamphlets, books and adiovisual aids for adult
and children patients and their families to help them un-
derstand, and deal with the complexities of the disease

Other Programs

Home Care Items-A program providing necessary
and useful home care items, supplies, equipment, dres-
sings and gifts for the comfort and recreation of the pa-
tient
Transportation- Through the efforts of volunteer driv-

ers in programs such as Road to Recovery, cancer patients
receive transportation for diagnosis, treatment, rehabifita-
tion and continuing care

COSTS OF CANCER
A study by the National Center for Health Statistics

INCHSI puts overall medical costs for cancer at $108 bil-
lion for 1980 Because medical care costs have been Inflat-
ing at 20% Or more a year, that figure could easily have
doubled by now

In the NCHS study. 67% of the total amount was spent
for hospital care, 23% for physicians' services. 5% for drugs,
4% foe nursing home care, and 1% for other professional
services

Individual costs vary considerably, depending on the
location of the cancer. possible recurrences and the es-
tent of follow-up care Daily hospital fees alone can run
$250 or more a day. and each course of therapy can
amount to several thousand dollars

A study by the Blue Cross and Blue Shield Association
estimates that the average American who died of cancer
in 1983 ran up more than $22,000 In medical bills during
the final year of life The study, based on cases In Mkchl-
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gan Indiana and Georgia was furded by the U S Health
and Human Services Department

Individuals have several sources of help in paling for
cancer costs third-party-pa)ers such as Blue Cross and
private insurance companies. publK agencies and private
health organizations Cancer is covered by personal insur-
ance plans either under narrowly dehsed cancer plicies
or through catastrophic illness provisions in comprehen-
sive insurance programs

The Third National Cancer Survey showed that for pa-
tients under 6s5 )ears, B!ue Cross and private insurers
were the source of la)mert in over 77% of the cases For
patients over 65. Medicare paid expenses in nearly 88% of
the cases

Hospital costs can be reduced substantially through the
use of nursing facilities, hospices for advanced cancer pa-
tients, and home care with periodic professional medical
visits

30-YEAR TRENDS IN AGE-ADJUSTED CANCER DEATH RATES PER 100,000 POPULATION
1949.51 to 1979-81

PERCENT
SEX SITES 1949-51 1979-81 CHANCES COMMENTS
Male Al SIrs 1680 217 0 + 29 stead, *n(rease ma 'Is due to lu0n career
female All Sles 147 8 115 5 - ShghtI'rrease
Male Bladder 7 2 66 Slight llu(tualionlS overall no (hange
Female gladder 1 2 1 9 - 41 Sone flulualorns risteable derease
Vale Breast 0 4 0 2 Constant rate
Female Breast 29 9 26 3 - 2 + 2 ght l'< lJO. osrall n chr'ge
va'le Colon & Rel t..m 26 2 2S 4 . Sight Ru(tuators, oerall io change
Female Colon & Re(tu0- 21 3 18 5 - 27 Slght IuoLUatons; notable derease
Vale Nsophagus 4 7 S + 17 Some flusuations, slight ir-rease
Female Esophagus 1 2 F 5 Slght flu(t,<lorrs, o,.+ral no change in female
hale Kidney 3 1 4 7 + 42 Steady slight inc-rease

Female k6dnev 20 21 . SIght flat aorrs overall no cFhange
Ma'e teukemia 7 F 8 7 + 19 Early ircrej. later mde ng offend decrease
Female Leukema s0 9 1 Slght early Inc ease. laer ie,-eleg oft
%ale Irser 69 48 - i -ome l utuarens S!eady d<crese inrth

female ,ser 80 I9 -9 6 rs

tale Lung 220 71 2 + 224 Stealy, isrrease inn bh sexes due to
Female Lung 48 20 7 4 1I cigarette smeckirg

ltale Oral 6 4 5 6 Sight tlidtai ons, overall no change in bch
Fema

l
e Oral 1 6 1 9 sexes

feemale Osar) 7 9 80 + 1 Steady increase, later le elng off and decrease
Male Pancreas 8 2 10b 4 29 Steady r(ease in both sexes, then leuclng off
female Pancreas 5 5 7 0 + 27 Reasons unkrtosn

Mile Prostate 208 22 7 4 9 F luiluatiors throughout, overalt sligM i increase
Vale Skin IF 1 S Sight flulcuations. overall ro change in
female Skin 2 1 18 both sexes

Male Stomach 246 8 8 66 Steady decrease in bolh sexes, reasons

Female Stonmaoh 1j % 39 - 71 unknon

Female terus 21 6 78 64 Steady decrease

*Percent changes not listed because they are not meaningful
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THE ACS AND RESEARCH

The American Cancer Society is one of the largest
sources of cancer research funds in the United States, sec-
ond only to the National Cancer Institute, an agency of the
Federal government

The Society's overall Investment In research each year
has grown steadily from $1 million In 1946 to more than
$64 million* today, This sum represents nearly a third of
the total ACS budget To date, the Society has invested
more than half a billion dollars in cancer research

The research program focuses primarily on investigator
initiated projects, rather than directed research under-
taken on a contract basis. With the exception of staff "r
facilities to carry out it epldemiotlogal stud;es. the ACS
either hires staff researchers nor operates its own labora-
tories This gives the Society the freedom to place Its
grants where Innovative and promising ideas are being
explred

A key factor In the role of the Society In cancer research
Is providing qualified scientists with alternative funding
sources to carry on their work- The Society believes it can
make the most effective use of its research funds by sup-
porting scientists working In established medical Institu-
tions across the country. In this way there Is a minimum of
overhead and a maximum of flexibility to make sure that
research money has the highest probability of yieldir4 re-
suits that will benefit people

Applications for ACS grants are put through a rigorous
process of evaluation, beginning with careful study by the
appropriate one of It scientific review committees and
two additional groups of experts It must be given final ap-
proval by the National Board of Directors

Kinds of Grants

The Society's research program Is diverse In concept
and recipients It provides support both for established
scientists and those starting out on their own indepen-
dent research. It funds postdoctoral training for promising
young Investigators and stimulates new Ideas In cancer
research among those working In universities, Institutes
and leaching hospitals

Overall, the program offers five types of grants- (i Re-
search and Cl:nical Investigation Grants to finance Inves-
tilgator-Inilated research, 121 Institutional Research Grants
to universities, Institutes and hospitals to support pilot
studies and the work of young Invstigators In cancer, 131
Research Personnel Grants to outstanding scientists and
students specializing or planning to specialize In cancer
research. 141 Research Development Programs to provide
rapid funding For priority projects; and 151 Special Institu-
tional Grants for Cancer Cause and Prevention Research
to provide longer term funding

Research Pro'essorships The Research Professorship
grant program. unique In the field, has been In existence
since 1957. The Society supports 23 of the nation's most
5ikilec to auds

gifted scientists through retirement. These are people de-
voting their life's work to cancer research Freed of major
administrative resporsibilitles and other restrictkns, they
can concentrate on their fields of scientific Investiation.
Physicians" T lni, Feiiowships Unique In the research

world this type of Research Personnel GrCnt was Inaugu-
rated In 1981 because of a dearth of MD's in the research
field It provides an opportunity for physicians to take two
years from their medical careers to train as researchers.

Research Development Promr Established to Iden-
tify and provide rapid furding for high priorty projects,
approved applications can be funded In less than three
months This compares with the 10 to 18 months required
by the Federal government before a new application can
be funded

The kinds of research project eligible under the Re-
search Development Program Include. III unique re-
search opportunities which cannot wait fo the normal
lengthy funding procedures; 121 unanticipated needs re-
ating !o research already under way; 131 prognm coordl-
nation, especially that Involving clinical trials 4nd the 4is-
semination of research results to community hospitals;
and (4) program Integration between the American Cancer
Society and other health organizations

All applications are evaluated fr-among other con-
siderations - merit, qualifications and productivity of the
Investigatoi, relevance, need for rapid funding. and prob-
ability of the project's eventual contribution to cancer
control More than $10 million has been appropriated so
far to the Research Development Program, over half of
which has been for interferon research.

Interferon Resealch. Interferon, a natural body protein,
was discovered as an antiviral agent and later found to
have some anticancer activity. In 1978, the Society Inves-
ted an unprecedented $2 million to purchase Interferon
for clinical trials The substance was extremely scarce and
expensive, s!nce It was obtained from human blood cells.

The first tests were performed on carefully selected pa-
tients In 15 US. InsUtutions. and included 175 patients.
Four types of cancer were In the study-mulple
myeloma, melanoma, breast cancer and non-Hodgkin's
lymphoma Addltonal studies Involving melanoma, ad-
vanced kidney cancer and nasopharyngeal cancer are
being conducted at five Institutions.

So far, a number of patients have shown some response
to Interferon, ranging from those whose steady downhill
course was stabilized, to those whose tumors disap-
peared entirely. It Is still too early to tell what the long-
term effects will be.

In w-orking with Interferon, scientists discovered that
there are at least three different types, each produced by
different cells, and potentially capable of different actv-
Ity, in addition, lar e quantities of Interferon now ca be
produced using the techniques of recombinant DNA. It Is
far cheaper and purer than the ortinal human blood sub-
stance
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In early 1980 the Society allocated an additional $48
million for interferon research which in part permitted a
study to be conducted using a different type of Interferon,
one produced by fibroblast cultures This interferon is
being studied at 12 institutions in advanced prostate
cancer. glioblastora multiforme and soft tissue sarcomas

Besides the Amerian Cancer Society, sponsors of Inter-
etron research in this country include the National Cancer

Institute and the National Institute of Allergy and Infecti-
ous Diseases

Ultimately, Interferon may be valued not so much for it-
sell, as for its role In heralding a whole new class of corn-
polunds called 'bioogk response modifiers," which will
fi cancer by stimulating the body's immune system

AS Research in the 80's
in addition to ongoing Interferon studies, KS-funded

researchers will continue to Investigate broad areas of
cancer research in the coming decade For example, they
will be exploring

Genet engineerrg One method In thfs new technol-
ogy. recombinant DNA Igene splicing) is already being
used to produce Interferon It has among its potential
uses the manufacture of powerful new drugs, correcting
Impaired Immune systems, even modifying heredity by
transplanting foreign genes It is hoped that the process
wIll yield orheranticancer activities

Man-made antibodies such as hybridomas antibody
factorlesi and highly specific monoclonal antibodies can
be produced that will recognize cancer cells only, and
thus be able to detect cancer early, when the disease is
most curable, before clinical signs appear Monoclonal
antibodies already have been used to deliver drugs di-
rectly to tumors, killing them but sparing healthy IssueJ e,
a rifle instead of a shotgun

Mechanisms ci carcinogenesis Investigators are ap-
proaching these key questions from many angles One
model, as found In anlnils, shows that cancer in humans
develops In a two-step process -Initiation and promo-
don Other questions include Are there proto-cncogenes,
normal genes, serving as master switches for early tissue

development, which induce normal cells to become can-
cerous later in life? If so, what turns them on? Can they be
programmed to stay off? Do viruses, already known to
cause cancer in animals, also cause cancer in humans,
perhaps by activation of these proto-oncogenes?

Chemoprevenlion People can be protected from
cancer by what they eat or drink, or by other substances
or lifestyles that serve as defense mechanisms Clues are
being pursued by ACS researchers studying such agents
as vitamin A. retinolds Isynthetic lorns of vitamin Al, vita-
min C; vitamin E; the chemical element selenium, found
in the soil, and by other naturally occurring substances In
brussels sprouts, cabbage. etc

Still other ACS irxestgators are looking for ways to de-
tect cancer earlier by tracing a cell's blochemcal markers
They are exploring evidence that the outbreak of the rare
skin cancer, Kaposi's sarcoma, is linked to a breakdown in
the individual's Immune system And they are testing the
hypothesis that certain chemicals eni-ance a tumor's re-
ceptivity to radiation therapy

The Financial Research Picture

In fiscal 198K. the ACS made 674 grants to major institu-
tions In this country and to scientists working here and
abroad The total amount, subject to-audl -*as nearly $58
million This does not include some $2 5 million granted
directly by ACS Divisions The following table - covering
the years 1981 to 1984 inclusive -lists the number of ap-
plications received, the total number of dollars required,
and those actually funded by the ACS National Office ACS
allocated its tunds to effectively carry out its three.
pronged attack against cancer Research, Education and
Service

Requested
Number
2.069
2,475
2,564
2.247

Funded
Amount

230,936,242
300.961,755
336,700,146
290.368,552

Number
672
681
646
674

Amount
51,9603 50
53,953A)3 1
54,132.563
57.775.330

CANCER AND THE ENVIRONMENT
Most cancer cases in the United States are believed to

be environmentally related, that Is, associated In some
way wIth our physical surroundings, personal habits or
lifestyles

Occupational hazards, although associated with only a
small percentage of cancers, are under close surveillance
Virtually every suspected major chemical and ocher sub-
stance In the workplace presumed to be a health risk is
under Investigation. Each study can require years and
hundreds of thousands of dollars to complete

Some environmental causes of cancer are well known
About 30% of all cancers are directly related to the use of
tobacco, either alone or In conlunction with escesshve con-
sumption of akohoi

Other causes are harder to determine Diet Is sus-
pected as an Important e

l
ement In cancer risk, some say

as much as 35% of all cancer deaths There is much re-
search underway on the role diet and nutritution play In
the developmentof cancer

To help Identify environmental factors in human cancer.
the American Cancer Society has undertaken a three-part
program of environmental cancer research This Involves
I I I Cancer Prevention Study I]. a new epldemologkc study
to examine the relationshIp of environment and lifestyle
to cancer development, 121 studies ef group% exposed to
indusmrial substances suspected ofcausing cancer; and 1
support of extramural cancer cause and prevention re-
search projects



340

Research

The American Cancer Society's
Cancer Prevention Study II

One 0 the largest research studies ever carried out in
the United States was launched in 1982 Cancer Preven-
tion Study II, a long-term prospective study, Is exarining
the habits and exposures of more than one milon Ameri-
cans to learn how lifestyles and environmental factors af-
fect the development of cancer

Modeled after the first ACS Cancer Presenti )n Study
11959-720, CPS-Il Is similar in method but wider n scope
and invokes more participants

Oser 77,00 volunteers were mobilized to enrol I
lion men and women in the study These volunteer re-
searchers distributed a four-page confidential question-
naire to participants, who were asked about their erpo-
sums to certain environmental conditions, their history of
disease and their lifestyle The questionnaires were de-
signed to elicit more than 500 pieces of information each,
information which is computerized for statistical analysis

Man) of the questions focus on health issues of current
concern These Include risks of certain drugs, foods and
various occpational exposures, low-tar and nicotine
cigarettes, consumer products, long-term exposure to
low-level radiation, and the health effects associated wAith
air and water pollution

For a period of silt ears, and possibly longer, the vol-
unteers will keep track of the status and whereabouts of
study participants The first follow-up started In Sep-
tember 1984 Follow-ups are also scheduled for 1986 and
1938 Various suspected relationships will be tested by
comparing mortality rates of differently exposed groups

The goal of the study Is to identify those factors that in-
crease a person's chances of developing cancer, those
that carry little or no risk. and those that actually may help
prevent cancer With this information, the Society will be
able to promote more effective educational programs in
cancer prevention

The Society's first Cancer Prevention Study resulted In
important findings about health and disease Study data
prc-lded overwhelmingly evidence that cigarette smoking
is the major- cause of lung cancer and an important factor
in other cancers It also furnished Information on rsks of
heart disease and other serious illnesses, and resealed a
relationship between obesity and certain cancers

Since the first study, new factors In our environment
have been identified that may be related to cancer The
Society decided to initiate a second study to respond to
the concerns of the public and scientific community about
suspected carcinogens

Without the use of ACS vOlunteers, the cost of carrying
out CPS II would total more than $100 million With volun-
teers to collect the data, the study is estimated to cost
only about S9 million to complete

Studies, of Occupational Groups
A number of studies of union workers exposed to vari-

ous agents have been undertaken In the Society's Intra-
mural Research Program, the findings will have consider-
able public health Implications.

It has been established that asbestos workers have a
high risk of lung cancer, gastrointestinal cancer and other
conditions Less clear, though, is-- hazard asbestos ex-

posure poses for the general population, particularly
among people exposed to very low levels

The ACS is studying the mortality of family members of
asbestos factory workers and insulation workers to deter-
mine if they are at an Increased risk of lung cancer and
other asbestos-related disease! A study of shipyard
workers will offer data on this group's cancer Incidence
and mortality rates

In a current stud), it may be teamed how smoking ces-
sation affects the lung cancer risk of Insulation workers
who no longer work with asbestos materials

Other occupational groups under continuing investiga-
tion include vinyl chloride workers, painters, rubber plant
cmp!oyees, those who work with potychorinated
L.iphen)ls iIFB'sf, printing press workers, and health care
ar.d hosp tal employees

Special Institutional Grants
As pcrt of its continuing program to provide substantial

and relaively long-term support for major Institutions en-
gaged In tancer cause and prevention research, ,he Amer-
ican Cancxr Society awarded continuing grants to the fol-
lowing irstiutlons In 1984,
" Institute or Environmental Medicine, New York UnIver-

sity Medical Center, New York. N Y I Dr Arthur C Upton 1,
to conduct a broad spectrum of studies dealing with
such subjects as DNA Interactions, risk assessment and
nutrition

* Massachusetts Institute of Technology, Boston, Mass
IDr Gerald N Wogan), to use innovative techniques to
detect changes In DNA, hemoglobin and albumin, and
changes In T-cells that could signal relatively low eupo-
sures to carcinogens, together with the Harvard School
of Public Health IDr. Brian MacMahonl for biochemical
studies of cancer risks, Involving such groups as smok-
ers. nonsmokers and those with partiular dietary
habits

* Milton Hershey Medical Center, Pennsylvania State
University, Hershey, Pa I Dr Fred Rappl. to research the
cause, course and prevention of metastatic tumor
growth

* The American Health Foundation, New York. NY, to
conduct epldemlologic studies, health behavior evalua-
tions, and biochenical analyses of various consumer
products

* Temple University School of Medicine, Philadelphia,
Pa, for an ongoing stiy of cancer prevention and
analyses of chemical and environmental carcinogens

* Memorial Slan-KetterIng Cancer Center, New Ybrk, N Y.
to Identify candidates at high risk of colorectal cancer

* University of Minnesoti, Minneapolis, for a study of In-
hibitors of carcnogenesis found In diet

* Mount Sinal School of Medicine, New York. NY, for col-
lecting and disseminating Information on reported en-
vironmental carcinogens

* The Johns Hopkins University School of Medicine. Balti-
more, Md, to develop new methods of protecting
against cancer-causing influences, with special em-
phasis on the hazards of medical drugs.

* The University of Southem California School of-
Medkine, Los Angeles, to study the possible relation-
ship of cancer to specific occupational, drug or other
environmental exposures
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THE AMERICAN CANCER SOCIETY
PROFILE

The Am encan Cancer Society, Inc Is a rational volun-
tary health organization of 2 5 million Americans united to
conquer cancer throu balanced programs of research.
education, patient service and rehabilitation

Organization: The American Cancer Society, Inc Is com-
posed of a National Society, %ith 58 chartered Dtvisions
and 3.242 Units

The National Soce: A 200-member House of Dele-
gates provides a basic representation from the 58 Divi-
sions and additional representation on the basis of popu-
latIon it elects and Is covered by a Board of Directors of
121 voting members, approxJmately half of whom are
members of the medical or scientific professions

The National Society Is responsible for overall plannlr g
and coordination, and provides technical help and mate-
rials to Divisions and Units The National Society admlnls-
ters programs of research, medical grants and clinical fel-

lowshlps, and Is charged with carrying out public and pro-
fessional education on the national level.

Thee bivislom: These are governed by )M? memr-
bers of DN'slonal Boards of Directors, both medical and
Lay, In all the states plus sli metropolitan areas. the Dis-
trict of Columbia and Puerto Rico,

The Unri: These are organized to coier the 3.1)0 coun-
tes In the United Sates. There are thousands of commu-
nity leaders who direct the Socletys programs at this
level. The baslc strength of th, Society Ile In the loyal
ranks of volunteers flghtng cancer In thefrcommunltles.

The Proram: The Society maintains Its proritles and
goals through activities developel by the departmerts, of
Research, Professional Education. Public Education, Pub-
lic noina-nton, Epidemiology and Statistics Serce and
Rehabilitation. and Crusade

ALLOCATION OF ACS FUNDS BASED ON TOTAL 1983.1984 BUDGET -$236,190,000
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The American Cancer Society

SOURCES OF INCOME
Financial support of the Amerian Carer Society in fis-

cal 1984 Is estirrated to exceed $215 million from public
sources The Cawcer Crusade raised about $165 million
National Headquarters and chartered Divisions received
some $50 million from bequests and legacies The public
has given generous and growing support to the Society
over the years. In 1946. for example, funds raised ex-
ceeded $10 million Thirty-five years lIter. in 1981. that fig-

Year Crusade Legacies
72,152,000
78,78.000
M A82 ,00
90,120,000
95.928 000

24.117.000
31.056,000
33 98,000
24,606.000
30.179.000

ure had soared to more than $170 million
Legacies- In whkh the Society becomes beneficiary

of willed funds - are an Increasingly Important source of
ACS Income i-come from legacies Indicates confidence In
the leadership of the Society and a determination by
many Anericans to continue the fight against cancer even
after their lifetimes Legacy Income In relation to Crusade
receipts is shown below

Year Crusade Legces

1979 102,77800 39361=000
1980 113.325,000 41,366,oO
1981 124.61500 45,793.000
1982 135.197.000 47"000
1983 15 ,181.000 51,908.000

CANCER'S SEVEN WARNING SIGNALS
I. Change in bowel or bladder habits
2. A sore that does not heal
3. Unusual bleeding or discharge
4. Thickening or lump in breast or elsewhere
5. Indigestion or difficulty In swallowing
6. Obvious change in wart or mole
7. Nagging cough or hoarseness

If you have a warning signal, see your doctor
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STATFMEI T OF

TrE BUILDING OWNERS AND MANAGERS ASSOCIATION INTERNATIONAL

ON

THE PRESIDENT'S TAX REFORM PLAN - TREASURY II

SUBMITED BY

NOEL R. LEARY

EXE9U TIVE VICE PRESIDC*T

TO

THE FINANCE COMMITTEE

OF THE

UNITED STATES SENATE

JULY 16, 1985

BOMA WAS FOUNDED IN 1908 AND HAS A PMEERSHIP OF NEARLY 6,000

INDIVIDUALS REPRESENTING 2.3 BILLION SQUARE FEET OF OFFICE SPACE IN

NORTH AMERICA. BOMA'S MEMBERSHIP, CONSISTING OF OFFICE BUILDING

DEVELOPERS, (NERS, MANAGERS, SERVICE COMPANIES, BROKERS AND

INVESTORS EIMPLOY TENS OF THOUSANDS OF TAXPAYERS. IN ADDITION, MANY

ThOUSANDS OF OTHER WORKERS ARE EMPLOYED BY OUR MEMBERSHIP nflUUGH

71HE VENDORS AND CON7RACTORS WHO SUPPLY GOCOS AND SERVICES TO OUR

INDUSTRY. AMONG THOSE WHO RECENTLY ATTENDED OUR NATIONAL TRADE
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SHOW WME REPRESENTATIVES OF THE T'ELEMNICATIONS, ELEVATOR, AIR

CONDITIONING, MAINTENANCE, AND ENGINEERING INDUSTRIES, T10 NAME Jusr

A FEW.

OVER 40% OF ALL WORKERS IN AMERICA WORK IN OFFICE BUILDINGS.

THIS PEFCETAGE IS RISING. THE OFFICE BUILDING INDUSTRY HAS BEEN A

VITAL PART OF THE GENERAL EO)NOIC BOCM OF THE PAST SEVERAL YEARS.

THOSE OF US WHO LIVE IN THE WASHINGION, D.C. AREA, FOR INSTANCE,

CAN ATTEST TO THE VITALITY OF THE OFFICE BUILDING INDUSTRY.

LIKE MANY OTHERS, WHAT FORM A TAX REFORM BILL MAY TAKE IS OF

VITAL IMPORTANCE TO US. WE HAVE STUDIED IT CAREFULLY; OUR MEZIERS

AT OUR ANNUAL O)NVWEION TWO WEEKS AGO WERE EXPOSED TO A BROAD

RANGE OF INFORMATION REGARDING THE PRESIDENT'S PROPOSAL, AND WE

HAVE DISCUSSED IT WITH OTHER REAL ESTATE INDUSTRY REPRESENTATIVES.

BOMA'S ASSESSMENT OF THE PRESIDENT'S TAX REFORM PROPOSAL IS

THAT TlHERE IS A DIVERGENE OF OPINION AlNDNGST OUR MEMBERS ON THE

SUBJECT QUITE SIMILAR TO RECENT NATIONAL SURVEYS. SOME ARE

PREPARED TO ACCEPT THE ARGUMENT OF THE PRESIDENT THAT HIS PLAN WILL

BE GOOD FOR AMERICA AND GOOD FOR THE ECONOMY. OTHERS ARE CONVINCED

THAT THE PLAN REPRESENTS NOTHING LESS THAN A FRONTAL ASSAULT ON THE

REAL ESTATE INDUSTRY.

IN VIEW OF THE BROAD DIVERGNCE WITHIN OUR MEMBERSHIP, OUR

TESTIMONY WILL FOCUS ON SOME RELATIVELY NARROW POINTS. OUR OVERALL

POSITION FOR NOW IS THIS: AS TAXPAYERS, WE HOPE TO10 SUPPORT THE
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PRESIDENT'S TAX PROPOALS FOR FAIRNESS, GROWm AND SIMPLICITY;

HOWEVER AS BUSINESS PEOPLE, TO THE EXTENT THAT PROVISIONS ARE

TRADED OFF, TO THE BENEFIT OF ONE GRiP AND THE DETRIMNT OF

OTHERS, OUR GOAL WILL BE TO DEFEND THE OFFICE BUILDING INDUSTRY BY

OPPOSING PROVISIONS WHICH ARE UNFAIR AND C(STLY TO COCt IAL REAL

ESTATE.

WE HAVE NOT PRIORITIZED OUR CONCERNS AS AN ASSOCIATION; IN

FACT, WE BELIEVE THERE IS A DANGER--AT THIS STAGE OF THE PROCESS--

IN STAKING OUT STRCYIG POSITIONS ON INDIVIDUAL POINTS. WE PREFER TO

ASSESS THE RELATIVE MERITS OF THE PRESIDENT'S PLAN AS OTHER

TAXPAYERS, THE CONGRESS, AND THE ADMINISTRATION DEBATE ITS EFFECTS

OVER THE COURSE OF THE NEXT FEW MONTHS.

OUR AREAS OF (CERN ARE THESE: RECAPIURE OF EXCESS

DEPRECIATION, EXTENSION OF "AT RISK" RULES TO REAL ESTATE, '?HE

CHANGE IN THE RELATIVE REAL ESTATE USE OF THE CAPITAL GAINS TAX

RATES, ELIMINATION OF R1IIABILITATION TAX CREDITS, THE DRAWING OUT

OF DEPRECIATION SCHEDULES FOR REAL ESTATE, AND THE INVESTMR4E

INTEREST LIMITATIONS.

TAKEN AS A WHOLE, THESE PARTICULAR PROVISIONS COULD FORETELL A

WHOLESALE SHIFT IN REAL ESTATE (NERSHIP. AT THE PRESENT TIME,

THERE IS A WIDESPREAD MIX OF (WNEMHIP AMONG MILLIONS OF SMALL AND

LARE INVESTORS, CORPORATIONS AND MONEY FUNDS.
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RELATIVE TO CURRENT LAW, MANY PEOPLE IN OUR INDUSTRY ARE SCORNEDD

THAT THESE PROVISIONS WILL DIVERT LARGE AMOUNTS OF INVESIMEN

CAPITAL FROM COMEIAL REAL ESTATE. WE BELIEVE THIS WOULD RESULT

IN A REDlUCTION IN AVAILABLE VENTURE CAPITAL..THUS PROVIDING

OPPORTUNITY FOR ONLY THE LARGER REAL ESTATE OWNER OR INVESTOR.

OF PARTICULAR CONCERN REGARDING CAPITALIZATION ARE THE

FOLLOWING PROPOSALS -- TO EXTEND "AT RISK" RULES TO REAL ESTATE,

-- TO LIMIT INVESTMENT INTEREST DEDUCTIONS,

-- TO ELIMINATE CAPITAL GAINS TAX TREAThENT

FOR DEPRECIABLE REAL ESTATE.

INDEED, EXTENSION OF THE "AT RISK" RULES ALONE WILL HAVE AN

ENORMOUSLY ADVERSE IMPACT ON THE ABILITY TO RAISE CAPITAL FAR

BEYOND THE RELATIVELY INSIGNIFICANT REVENUE IMPACT FOR THE

TREASURY. BECAUSE OF THIS, WE WOULD URGE A MODIFICATION OF THIS

PART OF THE PRESIDENT'S PLAN.

MOST OF THOSE IN THE REAL ESTATE INDUSTRY CANNOT BE EXPECTED

TO ENJOY SEEING THE PROPOSED REAL ESTATE DEPRECIATION EXTENDED

FROM 18 TO 28 YEARS. THIS REPRESENTS A OMPLETE TURN-ABOUT FROM

THE 1981 TAX ACT; HOWEVER, IT REMAINS AN AREA IN WHICH THERE MAY BE

ROOM FOR REASONABLE COMPOMISE.

WITH RESPECT TO THE PROPOSED ELIMINATION OF REHABILITATION TAX

CREDITS, THE ADMINISTRATION'S ARaPIETS ARE SORELY LACKING IN

ANALYSIS AND PERSPECTIVE. WE hWLD SUPPORT A MODIFICATION OF T[E

PRESENT LAW, BUT THE BENEFICIAL EFFECTS OF THESE CREDITS HAS BEEN,

WE THINK, SELF-EVIDENT.
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OUR FINAL COMMENT RELATES 710 THE SUGGESTED RECAPJRE OF

SO-CALLED EXCESS DEPRECIiTION. THE ADMINISTRATION'S LOGIC ON THIS

IS PERVERSELY ACCURATE. BUT IT MISSES THE LARGER POINT. THAT IS,

IT IS THE HEIGHT OF BAD PUBLIC POLICY TO PROVIDE TAX INCENTIVES TO

PROM)TE ECONOMIC GROWD{-- LIKE THE ACCELERATE COST RECOVERY SYSTEM

(ACRS)--AND THEN RETROACTIVELY FORCE A PENALTY ON THOSE WHO IN GOO

FAIT PARTICIPATED IN THE ECONOMIC RECOVERY. A SOUNDER APPROACH

WOUD BE, IF FOR SOME REASON THE ADMINISTRATION FEELS THERE HAY BE

A WINDFALL THROUGH APPLICATION OF A LOWER CORPORATE RATE, TO

RI)CCKND A LESS SUBSTANTIAL DROP IN THE CORPORATE TAX RATE.

THE OFFICE BUILDING INDUSTRY IS BECOMING AN INCREASINGLY

VITAL PART OF THE UNITED STATES ECONOMY. FOR CITIES OF ALIM)ST ANY

SIZE, OFFICE BUILDINGS NOW REPRESENT THE CORE OF DIRECT AND

INDIREor BUSINESS ACTIVlITY. A VIABLE COMrCIAL REAL ESTATE

INDUSTRY WILL ENSURE CONTINUED GRO1, REVITALIZATION Plio A SOUND

ECONOMIC BASE FOR OUR CITIES.

WE BELIEVE THAT THE PRESIDENT'S PLAN DESERVES PRAISE FOR

FRAMING THE BASIC QUESTIONS. WITH MODIFICATIONS, ADDRESSING THE

CONCERNS WE HAVE RAISED HERE TODAY, I BELIEVE OUR MEMBERSHIP WOULD

BE WILLING TO SUPPORT A TAX PROPOSAL THAT IS BUILT ON A FOUNDATION

OF FAIRNESS AND EQUITY.

52-228 0 - 86 - 12
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The President's Tax Reform Proposal:

Impact on Real Estate

on behalf of the

California Association of REALTORS*

before the Senate Finance Committee

Raymond D. Spinelli, President

July 16, 1985

This testimony is submitted by the California Association of REALTORS
e

for consideration during the upcoming hearings before the Senate

Finance Committee with regard to President Reagan's Tax Reform

proposal. The California Association of REALTORS* is a trade

organization representing 103,000 real estate licensees in the state

of California. Because our business is directly associated with the

ability of American families to purchase their own home, we are

vitally concerned about any changes to the tax system which would

impact on homeownership. The California Association or REALTORS* (the

=Associacion
=
) is pleased to be able to have the opportunity to

express our views on the tax reform program recently proposed by

President Reagan.

The President's tax reform proposal seeks to make the existing tax

code more oquitablo for all taxpayers and to *neutralize" the tax code

so that investments will bo made on the basis of economic merit

rather than in response to tax considerations. According to

proponents,these changes are expected to simplify the tax-paying
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process for many individuals and to stimulate overall economic growth,

objectives that the Association supports. Nevertheless, critics have

emphasized the tremendous uncertainty over the impact this

far-reaching proposal would have on the U.S. economy and on the

federal budget deficit.

The California Association of REALTORS* is supportive of efforts to

reform and simplify the present tax system. We acknowledge that there
is room for improvement in terms of both the efficiency and equity of

the tax system. However, any changes that are adopted must, in our

view, provide fair treatment to all sectors of the economy, as well as

foster economic growth. In addition, in light of the current status

of the federal budget, such a measure should not add to the federal

budget deficit.

The Association is also concerned that the Senate has a reasonable

understanding of the consequences of any tax changes on the economy.

The complexities involved in the far-reaching changes under

consideration dictate that, at the very least, these changes be

adopted gradually. Specifically, we believe that many of the

anticipated disruptive effects of a comprehensive restructuring of the

tax system could be avoided or minimized by grandfathering existing

activities undertaken prior to the effective date of the legislation.

In most instances a far-reaching grandfather clause would be superior

to the currently proposed transition rules.
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Our key area of concern is the impact of tax reform on homeownership.

Under the President's plan, the primary tax incentive for

homeownership - the mortgage interest deduction, is retained for a

taxpayer's principal residence. However, a number of other proposed

changes are likely to directly impact the status of hoieownership.

Specific areas of concern involve the following provisions:

* The elimination of the deduction for all state and local

taxes including property taxes. This proposal would

increase taxable income for any of the taxpayers who

itemize, particularly in high tax states such as California.

o The elimination of the tax-exempt status of certain state or

local government obligations such as Mortgage Revenue

Bonds. This will inhibit the supply of housing and worsen

the affordability problem. Particularly hard hit will be

states like California which extensively use this type of

financing.

* The limitation of the personal interest deduction to $5,000

over investment income. This cap on interest deductibility

will increase the tax liability of small investors and

second homeowners, causing a shift away from investments

such as limited partnerships and vacation homes.



353

The lowering of marginal tax rates causes a reduction in the

value of the mortgage interest deduction in terms of actual

dollars saved, increasing the after-tax costs of

homeownership.

In addition to homeownership, the concerns of the Association include

the proposed change to the tax treatment of real estate investments.

Specifically, these include:

The elimination of preferential tax treatment for capital

gains on the sale of depreciable real property and the

reduction of the capital gains exclusion from 60 to 50

percent. Both of these changes will increase taxes at time

of sale, thereby reducing after-tax equity and the

attractiveness of real estate Investment-.

The extension of the *at-risk" rules limitation to real

estate. This provision will reduce the attractiveness of

tax-oriented limited partnerships and could adversely impact

low-income housing in states where limited partnerships have

been a chief financing vehicle.

The replacement of the Accelerated Cost Recovery System

(ACRS) with the Capital Cost Recovery System (CCRS) which

would increase the write-off period for real estate from 18

to 28 years and permit the depreciation of the inflation-

adjusted cost of the depreciable asset. CCRS will reduce
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the tax savings and lower the internal rate of return of

many real estate investments. In the short-run,construction

will decline as capital flows into more productive

investments.

In order to encourage homeownership and investment in real estate,

particularly in low-cost housing developments, C.A.R. strongly urges

that the Committee consider the following amendments to the proposal:

" Investment interest - significantly amend provisions to

facilitate non-abusive investment in real estate.

* Captial gains - eliminate the proposed differential

treatment of depreciable and non-depreciable assets.

* Depreciation - ensure that the depreciation period reflects

the useful life of an asset if it is less than the proposed

28 years, and retain the 10-year construction period

interest write-off and component depreciation for tho useful

life of building systems at time of replacement.

* At-risko rules - exempt residential real estate investment

from these provisions.

Tax-exempt bonds - maintain the ability to issue tax-exempt

Mortgage Revenue Bonds, Mortgage Credit Certificates and

Veteran's housing bonds.
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Below is a more detailed discussion of the potential impacts of

President Reagan's proposals on housing and real estate, as well as

the provisions C.A.R. seeks to change in order to maintain the current

status of homeownership. The issues fall into two major categories:

Impact on Homeownership and Effects on Real Estate Investment.

I. Impact on Homeownership

The deductibility of mortgage interest payments on a taxpayer's

primary residence is retained in full under the Pres:dent's plan.

However, the elimination of the current deduction for property taxes,

as well as all other state and local taxes, along with the fall in

marginal tax rates, significantly reduces the value of the mortgage

interest deduction in terms of actual dollars saved. This means that

a rnarrowing of the overall cost advantage of homeownership relative to

renting is likely. Given the longstanding commitment of the federal

government to homeownership, as evidenced by the fact that the U.S.

has the highest rate of homeownership in the world, such a shift

could, over the long term, alter the expectations of forthcoming

generations of Americans.

An illustration of the impact the tax reform proposals will have on

the decisiort to buy versus rent is shown below in Table 1, where the

Federal tax bill owed by a California family of four is calculated

using the parameters of tha current tax system and the President's

proposed system. This hypothetical household consists of two wage

earners with a combined income of $35,000, and $5,90U in savings which

they are deciding whether to use as a down payment to purchase a home



356

or to Invest elsewhere, (assuming & 10 percent annual rate of

return). In our example, the home purchased is priced at $85,00 and

the mortgage interest rate is assumed to be 13 percent.

Table 1

The Buy vs Rent Decision:
Current Tax System

and the
President's Proposed Tax System

Income

Purchase Home Rent

Current Reagan's Current Reagan's
System Plan System Plan

$35,000 1$35,000 $35,00 $35,000

Taxable Dividend Income -0- -0- 590 590

Taxable Health Insurance -0- 301 -0- 300

Two-Earner Deduction 949 -0- 949 -0-

Adjusted Gross Income 34,051 35,300 34,641 35,290

Itemized Deductions
Mortgage Interest 10,000 10,000 -0- -0-

Other Personal Interest 2,000 2,000 2,000 2,000

Property Taxes 850 -0- -0- -0-

Other State and local taxes 400 -0- 1,000 -0-

Total Itemized Deductions 13,250 12,000 3,000 2,000

Zero Bracket Amount 3,400 4,000 3,4U0 4,000

Total Deductions 9,850 8,000 -0- -0-

Personal exemption 4,320 8,000 4,320 8,000-

Taxable Income 19,881 19,300 30,321 27,290

Federal Tax Due 2,440 2,295 4,908 3,494

$30,682 $32,096Disposable Income $32,560 $32,705
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Under the current tax system hcmedwnership is heavily favored.

A federal income tax bill of $2,440 if a home is purchased versus a
tax bill of $4,908, more than double# if they decide to rent. Under
the President's tax program, the family deciding to buy a home would
have fewer itemized deductions because of the elimination of state and

local tax deductions, including property taxes. The effect is

somewhat offset by the increase in the zero bradket amount to $4,UOU
and the almost doubling of the personal exeMption to $2,00 per family
member. The Federal tax bill under the Pregident's plan would then be
$2,295, versus $3,494 for the family deciding to rent, which is only

52 percent more than the family deciding to purchase#

The comparision ot the buy vas rent scenarios demonstrates that with

the proposed tax changes, the homeownership alternative is not as
attractive from a tax perspective as under the current system. While

the tax bill for the homeowner is still less under the proposed system

than the renter's tax liability, the difference in disposable income

between the two alternatives haS been narrowed, thereby reducing the
incentive to purchase& Our results Aldo show that although after-tax

housing costs are greater under the PreSident's proposal, there is
little change in the burden of buying a house between the two tax

systems because of the increase in disposable income resulting under

the President's plan.

Against this background, a number of conclusions can be drawn. Our

analysis shows that it the President's tax reform proposal is adopted,

the incentive to purchase has been reduced because the tax benefits to
homeowners relative to renters is lesd, The implications for resale
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transactions volumes or on housing prices are, however, uncertain.

Much of the demand for single-family homes has not been driven by tax

preferences to the extent found in certain real estate tax shelters.

The reduction in the tax benefit differential between buyers and

renters, therefore, would not be expected to negatively affect home

volumes for primary residences. The expected increase in after-tax

income under the President's proposal my be less or even negative for

an important segment of the housing market, first-time buyers. The

results of the most recent C.A.R. Housing Finance Survey indicate

that, compared to repeat buyers, first-tire buyers have less income,

are sore likely to have two wage earners in the family and have fewer

children. The reduction in tax rates, the elimination of the two

earner deduction, and the increase in the personal exemption will tend

to be less beneficial to first-time buyers, resulting in a smaller

reduction in their overall tax bill.

A shift in the composition of sales rather than a change in the volume

of resale transactions volume is likely. Existing homeowners,

particularly those in the upper income bracket, may trade up to more

expensive housing because the $5,000 cap on personal interest

deductions in excess of investment income leaves only the purchase of

a more expensive home as a avenue to deduct interest tlnrough

homeownership. In California, the market will be impacted most

strongly in the high cost coastal regions of the state. This shift

will be moderated to extent that the decline in the top marginal rate

from 50 percent to 35 percent reduces the incentive to shelter.
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C.A.R. Rtcanmondation on State and Local Taxes:

In order to maintain the incentive towards homeownership implied in

our tax system, C.A.R. recommends that deductibility of state and

local taxes, including property taxes, be retained, or that partial

deductibility be secured. Possible options for permitting state and

local tax deductibility while maintaing some of the revenue the

Federal government would realize, would be to allow deductibility at

only the lowest marginal tax rate (15 percent) or capping

deductibility as a percentage of federal tax liability.

Impact on Second Homes

Under the President's program, the limitation on the investment

interest deduction is expanded to include all personal interest, other

than mortgage interest on the taxpayer's principal residence, and is

limited to $5,000 plus passive investment income earned during the

year. Any interest expenses in excess of this limit are not

deductible, including interest paid on second home purchases. The

limitation on deductible interest would be phased-in under two rules.

First, for the two-year period from January 1, 1986 through January 1,

1988, the interest limitation remains at the current $10,000 plus net

investment income. After Janaury 1, 1988 the $5,000 limit takes

effect. Under the second phase-in rule, after January 1, 1986 an

increasing percentage of interest expense that is treated as

investment interest under the expanded definition but that is not
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subject to the investment interest limitation of current law

(including interest on second homes), Qould become subject to the

proposed expanded investment limitation.

This obviously reduces the incentive to purchase a second home,

especially for those individuals with no investment income and no

other interest expenses. In such a case this rule would provide for a

full deduction only for vacation home mortgages of less than $40,000

at prevailing rates or about $417 a month. Any interest above that

amount would not be deducted. Obviously, certain markets that depend

heavily on the vacation/resort home sales will be severely impacted by

reduced demand and subsequently falling home values. In California,

for example, sales in the Palm Springs/Palm Desert area would be

dampened because the great majority of units purchased in the area are

second homes. Overall, it would appear that it is the middle income

purchasers of second homes, those without significant interest or

dividend income, that would be the most effected by the change.

C.A.R. Recommendation on Investment Limitation:

In order to avoid penalizing the smaller investor and second home

owner, C.A.R. seeks to amend this limitation while retaining the

President's goal to eliminate the practice of some tax pay-rs of using

the substantial tax shelter for interest expense to off-set business

and employment income. One possible change to the limitation might be

to amend the definition of 'net investment income" to include other

sources of income in addition to 'passive investment income. Another
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possible change might be to permit investment interest to be deducted
at a relative lower marginal tax rate. This we believe, would address
the abusive situations without significantly impacting smaller

investors and second homeowners.

Impact on Mortgage Credit Availability

The President has proposed to eliminate the tax-exempt status of any
obligation issued by a state or local government if more than one
percent of the proceeds are used directly or indirectly by any entity
other than the state or local government. This would include
Industrial Development Bonds, Veteran's Mortgage Bonds, Mortgage
Revenue Bonds (MRBs), and the recently authorized Mortgage Credit
Certificate program. In California, Mortgage Revenue Bond financing
has been used extensively. Mortgage Revenue Bonds issued increased
from $1.68 in fiscal 1977-78 to $2.8 billion issued in fiscal
1982-83. In fact, in the 8 year period ending June 1984, the
California Housing Finance Agency provided financing for 15,125
owner-occupied units statewide. In addition, many local governments
have issued tax-exempt Mortgage Revenue Bonds on their own. By
offering mortgage financing at 200 or even more basis points below
market rates, tax-exempt Mortgage Revenue Bonds are able to assist low
and moderate income persons in obtaining affordable housing and to
increase the supply of housing by increasing the amount of capital
available to support the construction and purchase of housing.
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According to a report by the legislative analyst, several studies

suggest that the net addition to the housing stock from the use of

MRBs is equal to approximately 20 percent of the amount raised by the

issuance of these bonds. Thus, the repeal of private purpose

tax-exempt bonds issued by state and local governments can

significantly worsen the affordability problems in California by

putting homeownership out of reach for many residents.

It would also have a drastic effect on moderate income rental housing

development. In 1983, tax-exempt bonds issued in the United States

financed $5.3 billion worth of apartment buildings. Additionally, the

elimination of Mortgage Credit Certificates which are tied to the MRB

program would shut off an instrument that has the potential of

significantly increasing the use of this preferential financing for

first-time buyers in the re-sale market. Until now, MRBs have almost

exclusively served the new housing market. Thus, although the loss of

tax-exempt bonding authority would be more significant for the new

home market in a short term, over the longer turn, the impact could be

nearly as significant in the resale market.

C.A.R. Recomendation on Tax-Exempt Bonds:

C.A.R. seeks to retain the current treatment for tax-exempt Mortgage

Revenue Bonds and Veteran's bond, including the recently authorized

mortgage credit certificates. We believe these programs are important

in assisting first-time homebuyers, and low and moderate income

renters, and thus should be retained in any final tax reform plan.
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II. Impact on Real Estate Investment

The President's proposal replaces the accelerated cost recovery system

(ACRS) with the capital cost recovery system (CCRS), and eliminates

the preferential tax treatment for capital gains on the sale of

depreciable real property. Under the current tax system the recovery

period for depreciable real property is 18 years and 6U percenL of

capital gain upon sale is excluded from taxation. Under the

President's plan, the recovery period would be increased to 20 years

and all gains on the sale of depreciable assets would be taxed as

ordinary income. In addition, depreciation is calculated on the

inflation adjusted basis as opposed to original cost. Non-depreciable

property, such as land, is still eligible for preferential capital

gains treatment, but under the President's plan, the exclusion rate

would be reduced from 60 percent to 5U percent. However, the

reduction in the maximum tax rate from 50 percent to 35 percent

results in the lowering of the maximum capital gains rate from 20

percent to 17.5 percent.

In order to measure the impact these changes would have on real estate

investment, we have analyzed a specific investment under the

parameters of the current tax system and then looked at the same

example under the President's proposed tax system. In our example, an

investor is considering the purchase of a $1 million apartment complex

which she anticipates holding for ten years. Seventy percent of the

selling price covers the existing building, while 30 percent
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represents the value ot the land on which the structure is situated.

Rents during the first year are expected to total 15,UUO0 and to

increase 7 percent every year for the full 10 year holding period.

Operating expenses during the fie-at year will be $75,00U, and are

anticipated to increase by 5 percent every year. The investor puts

down $200,000 in cash and finances the remaining $800,000 with a 30

year fixed-rate mortgage loan at 12 percent. Inflation is expected to

increase at an annual rate of 5 percent per annum throughout the 10

year period. In line with this assumption, the investor anticipates

being able to sell the property at the end of 10 years for a selling

price of $1,500,000.

Assuming that the investor is in the 50 percent marginal tax bracket,

we calculated the tax liability under the current system for the ten

year holding period, We then calculated the return to the investor at

the time of sale, taking into account capital gains and depreciation

recapture. The total gain from the sale will be $846,854. Under

current tax law, only 40 percent of this gain is taxable, resulting in

a capital gain tax liability of $169,371. In addition, the amount by

which allowable depreciation under ACRS exceeds the straight line

method excesss depreciation") is taxed as ordinary income. Total

taxes due at time of sale are $190,535 leaving the investor with

after-tax equity of $562,143. The internal rate of return of the

investment, the rate which equates the present value of the cash

inflows with the present value of the cash outflows, is 18 percent.
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TABLE 2

Summary of Impacts on Real Estate Investment

Current Proposed Percentage

System System Change

Capital gain on sale $846,854 $813,996 - 3.9%
Capital Gain Tax $169,371 $258,649 52.7%
Tax on Excess Depreciation $ 21,164 -0- -0-
After-Tax Equity $562,143 $494,029 -12.1%
Internal Rate of Return 18.0% 14.2% -21.1%

If the President's proposed changes were adopted, the results of the

analysis would be significantly altered, as shoin in Table 2. In

general terms, the amount of unrelated income sheltered from taxation

is lower, taxes due are higher, equity after sale is lower, and the

internal rate of return of the project has been reduced by 21

percent. As a result of the lower values for allowable depreciation

under CCRS and the reduction in the maximum marginal tax rate from 5U

percent to 35 percent, taxable income and tax savings in the first

five years of the investment are reduced under the proposed system.

Taxes due at the time of sale will increase from $190,535 %inder the

current tax system to $258,649 under the proposed system. As a result

of the reduction in the total amount of depreciation claimed over the

ten years, and therefore the higher tax liability, after-tax equity is

reduced from $562,143 to $494,029. The internal rate of return on the

investment is calculated to be 14.2 percent, a 21 percent decline from

the internal rate of return under the current tax code.
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Effect on Rents

If the proposed changes were to be adopted it is anticipated that

investors would attempt to increase rents in order to make up for the

decline in return. In our example, rents would have to increase by

ten percent in order to maintain the 18 percent rate of return

achievable under the current tax system. The effect of such an

increase in rents could be devastating for renters. Additionally, in

high cost areas the projected increase in rents could equal or easily

exceed any tax savings for renters from the switch to the President's

system. Rent increases would be particularly devastating for low

income households. A study recently completed by the General

Accounting Office found that both the number and the percentage of

lower income households (earning less than 80 percent of area median

income) with rent burdens (rent divided by gross income) in excess of

30 percent, increased by about 4.1 million between 1975 and 1983. By

1983 the total number of households in this category had increase by

11.9 million or about 64 percent. The most significant deterioration

occured among households with very low incomes, less than 50 percent

of area median. These considerations make it imperative that

mitigating measures are available to counter anticipated pressures to

raise rents if the proposed tax program is enacted.
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It is unlikely that rents will increase significantly in the early

years after enactment of the proposed tax plan in direct response to

the program. It will take time for the anticipated reduction in the

flow of capital into real estate to translate into a decline in the

rate of new construction. It is only when there is an excess demand

for the existing stock of the available space that rents will be

pushed upward. However, rents will be impacted more quickly in areas

where vacancy rates are already low. In the large coastal cities of

California, vacancy rates currently range from 0.5 percent in San

Francisco to 2.5 percent in San Diego compared with national averages

in the range of 5 to 7 percent. In addition, we can say that as long

as rents are held down by excess supply, as is currently true for

commercial buildings in many areas in the United States, the

adjustment to the reduced profitability of investment due to changes

in the tax code will be felt instead in pressures for falling prices.

It is also likely that California will be more adversely affected than

other areas of the country by the proposed tax changes. This is

because real estate investment in the state typically yields negative

cash flows during the early years of the investment unlike other parts

of the country. Prices that may be as much as 50 percent higher in

California than elswhere, and the prevalence of the rent controls

which artificially restrict rent adjustments, are two of the major

factors that limit the early period cash flows. During this time the

ability to deduct many of the expenses associated with the investment,

coupled with high marginal tax rates, result in tax savings for the
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investor and, in a sense, justify the investment. Reduction in the

appreciation deduction under CCRS, the limitation on losses by the

extension of the "at-risk" rules to real estate, and the reduction in

the marginal tax rate are all changes that will reduce the return in

California relative to other parts of the country and will increase

the holding period required for recovery of the investment.

C.A.R. Recommendation on Depreciation:

The proposed capital cost recovery system (CCRS) which will lengthen

the write-off period for real property investment to 28 years, is

generally acceptable. C.A.R. does, however, seek to retain the

construction period interest write-off at the current ten years and to

permit component depreciation for the useful life of building systems

at the time of replacement. If these technical corrections cannot be

achieved, then a shorter period for cost recovery on real estate

investment is strongly urged.

C.A.R. Recommendation on Capital Gain:

C.A.R. seeks to eliminate the differential treatment of depreciable

assets in such a way as to maintain the estimated revenue gain of the

President's proposed revision. Potential means of addressing this

issue include a lower exclusion rate from the 50 percent proposed for

imputing capital gains. In this manner, C.A.R. hopes to maintain the

attractiveness of real estate relative to alternative investments.
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*At-risk' Rules

Under the current tax system, investors can deduct amounts in excess

of their actual investment in a project, because depreciation and

other expenses are based on total value, not simply the amount of cash

invested. The 'at-risk" rule limits tax deductions to the amount of

cash actually invested. The President has proposed -to apply these

rules to real estate for the first time. The extension of the

"at-risk' rules to real estate will reduce the attractiveness of tax

oriented limited partnerships. Limited partnerships have been a chief

vehicle for financing low/moderate income housing because these are

usually low yielding investments. The effect of this change,

therefore may be to adversely impact low income housing.

C.A.R. Recommendation on 'At-risk rules:

In order not to penalize small investors and to prevent any worsening

of current rental housing shortages, C.A.R. seeks to exempt

residential real estate investment from the proposed extension of

"at-risk' rules to real estate. C.A.R. believes that the application

of "at-risk' rules to real estate would substantially decrease the

amount of investment in residential real estate and exacerbate current

rental housing shortages. By no longer permitting any type of

investor to deduct losses in excess of amounts actually at-risk,

including debts affected by anti-deficiency legislation, these

provisions would penalize small investors. Further, there are other

proposed changes in the treatment of investment real estate ownership

which would minimize any abuses in this area.
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III. Conclusions

The Association supports the efforts being undertaken by the Senate to

ensure that any tax reform measure being considered will be fully

evaluated. We can not stress strongly enough the necessity of

analyzing these provisions, individually and as a group, for their

overall impact on the economy as a whole, as well as the differential

impact on different sectors within the economy. Specifically, given

its mandate to encourage homeownership, the Senate must ensure that

any changes to the tax code does not reverse this long-standing

priority. In addition to homeownership, the effect the proposed

changes would have on real estate investments are of vital concern.

As discussed earlier, in its current form, the President's proposal

will generate upward pressures on rents, reduce the supply of

residential construction and significantly reduce the flow of capital

into real estate. Low-income housing, the beneficiary of many

existing tax-related subsidies, will be perhaps the most severely

impacted. Finally, because of the real effect the uncertainty

surrounding tax reform legislation has already generated in the

market, we urge the Committee to consider a meaningful grandfather

clause to insulate the market from unnecessary disruption. We thank

you for the opportunity to express our views on this crucial issue.

Sincerely,

Raymond 0. Spinelli

President

California Association of ReALTORSO
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COALITION FOR LOW
AND MODERATE INCOME HOUSING

2300 M Stnx-L N.W.
Wasinm, D.C. 20037
Tctcpione: (202) 955-96M0

STATEMENT
of the

COALITION FOR LOW AND MODERATE INCOME HOUSING
submitted to the

COMMITTEE ON FINANCE
UNITED STATES SENATE

in connection with hearing on
July 16, 1985

regarding Housing, Real Estate and Rehabilitation

I. Background

The Coalition for Low and Moderate Income Housing brings
together in a single coalition all associations, trade groups,
business organizations, and individuals, as well as associated
professionals, involved in the private financing, production,
rehabilitation and operation of government assisted low and
moderate income multi-family rental housing. The Coalition works
with the Administration, Congress, state governments and others
in an effort to promote the financing, production, rehabilitation
and operation through private enterprise of low and moderate
income housing in the most effective way possible. It is
constantly seeking new and better methods for accomplishing that
objective.

II. General Discussion

Among the proposed changes in the tax law set forth by
President Reagan and being considered by this Committee are
proposals which would cripple the production, rehabilitation and
preservation of low and moderate income housing. If this
Committee and the Congress enact these proposals, the Coalition
strongly believes that exemptions should be provided for low and
moderate income housing, for the reasons stated below.

For over two decades, Congress has attempted to subsidize
the production and operation of low and moderate income housing
in a variety of ways, but all of the subsidies have taken two
basic courses: (1) direct subsidies, such as the HUD Section 236
Program, the HUD Section 8 Program, the Section 515 Farmers Home
Administration, and similar state and local programs and (2)
indirect subsidies, primarily through incentives contained in the
federal income tax law.
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Although direct subsidies are provided, under federal, and
most state, housing assistance programs the rents that may be
charged are limited and the cash flow from the project that may
be distributed is low. Moreover, restrictions on use of the
properties for anything other than low income housing generally
extend for a decade or more, reducing or eliminating market
appreciation. In the absence of tax incentives, these are strong
disincentives to invest in low and moderate income housing. -

Moreover, in recent years, substantially all of the direct
subsidies have been phased out by this Administration and by
Congress. The only meaningful subsidies remaining are those
provided through the Internal Revenue Code.

Even before Congress enacted the Economic Recovery Tax Act
of 1981, it recognized that an adequate supply of housing, and
other productive real estate, is created only by private
investment. For over 15 years Congress has enacted or retained
specific tax incentives to encourage private investment in real
estate, particularly in housing -- an investment which creates
new jobs, revitalizes urban areas, and provides shelter at a fair
price for millions of Americans. Were it not for these tax
incentives enacted by Congress, it is highly unlikely that there
would be any production of low and moderate income housing today.

Real estate investments normally are economic only if the
investors can take advantage of the tax incentives enacted by
Congress, including deductions for accelerated depreciation and
interest on indebtedness. Accordingly, such investments are
generally made through limited partnerships so that these
incentives can flow through to individual investors. Typically,
the rents and other items of current income from a real estate
investment are exceeded by the expenses of the investment,
including debt service.

Because of the high cost of constructing or rehabilitating
low and moderate income housing properties, investments in such
real estate are generally feasible only through the incurrence of
substantial indebtedness. When a partnership is the investment
vehicle, the indebtedness is typically nonrecourse, i.e., it is
secured only by the property itself and the limited partners are
not personally liable on the debt.

The combination of deductions for accelerated depreciation
and interest,, plus availability of-nonrecourse indebtedness, have
made investments in low and moderate income housing attractive.
However, certain of the proposals contained in the President's
plan for tax reform would virtually eliminate the incentives to
invest in low and moderate income housing.
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II. Specific Proposals

A. Extension of At-Risk Rules to Real Estate

tinder current law, real estate activities are exempted from
the at-risk rules, The President's proposal would extend the
at-risk rules to all real estate activities. A taxpayer
investing in real estate could only deduct losses in an amount
equal to the money or property directly "at-rlsk" in the
investment. The President's proposAl states that this 'WoUid not
inhibit the leveraged acquisition of properties expected to yield
a market rate of return.' (President's proposal at p. 326) As
discussed above, investments in low-income housing will rarely
yield a Market rate of return. Accordingly, if the at-risk ruled
are extended to all real estate, an investment in low and
moderate income housing will not be able to compete in the
market, and dollars which would, under current law, be directed
to the development of low and moderate income housing will go
elsewhere.

The President's proposal suggests that the purpose of the
at-risk rules may be to restrict the opportunities for
artificially inflating the value of property through the use of
nonrecourse seller financing, yielding inflated tax benefits,
rather than restricting the losses that taxpayers can take.
Accordingly, the proposal suggests exempting from the at-risk
rules Unrelated third-party financing from institutional lenders,
thus focusing the at-risk rules solely on abusive transactions.

Recommendation. The Coalition supports such an approach and
recommends that, if the proposal to extend the at-risk rules is
adopted# an exception be made for all rental housing financed
with debt from unrelated thifd-par-y-institutional lenders such
as banks, insurance companies, and federal, state and local
agencies. In addition, with respect to existing low innome
housing, an exception should be made for seller financing, the
terms of which are controlled by, or require the approval Of, HUD
or the appropriate state housing agency. We believe that such
exceptions will prevent abusive transactions while permitting
investment in low and moderate income housing to continue.

B. Investment Interest

Under current law, interest expense incurred by a limited
partnership is generally fully deductible by the investor limited
partners. The President's proposal would expand the Current
definition of investment interest subject to limitations on
deductibility to all interest expense incurred by a limited
partnership and passed through to the limited partners. General
partners would not be subject to this restriction. In addition,
the limitations on the amount of investment interest that could
be deducted each year would be reduced from $10,000 to $5,000.
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Excess interest could be deducted only in the current tax year to
the extent of net investment income. These proposals would be
phased-in over several years.

One of the primary incentives for taxpayers to invest in low
and moderate income housing under current law is the.
deductibility of interest expense. Low and moderate income
housing generally does not generate substantial amounts of net
income, because of restrictions on rentals and on rates of
return, in contrast to non-low and moderate income rental
properties or commercial properties. Because of these
restrictions, low and moderate income properties do not generate
quantities of net income which could be used to affect excess
interest and under the President's proposal, low and moderate
income housing would be unfairly disadvantaged.

Recommendations. In order to make an investment in low and
moderate income housing a realistic alternative to investment in
some other property, the Coalition recommends that, if the
President's proposal is adopted, an exception should be made for
investments in low and moderate income properties. In addition,
the Coalition recommends that an exception be provided for
interest incurred on all new rental housing for a period of ten
years from the time such Housing is placed in service. New
rental housing generally does not generate substantial amounts of
net investment income in the first ten years of operation which
could be used to offset investment interest in excess of the
limitations, and it should not be unfairly disadvantaged as
compared to existing rental or commercial property.

C. Depreciation

Under current law, low income housing is depreciated over 15
years using the 200% declining balance method. The President's
proposal would extend the depreciation period to almost twice
that under current law, to 28 years, at a rate of 4% per year,
with adjustments for current inflation and prior depreciation.

Accelerated depreciation is one of the primary tax 4
incentives for investing in low and moderate income housing.
Congress recognized this as recently as one year ago when the 4
depreciation period for all real estate except low-income housing
was stretched to 18 years. Without this incentive, and by
lumping all real estate into the same depreciation period, low
and moderate income housing projects will simply not be able to
compete in the marketplace for investors. And, without
investors, there will be no new or rehabilitated low and moderate
income housing projects.

Recommendation. The Coalition strongly recommends that the
depreciation period for low income housing be retained at 15
years, along with the current method of depreciation. In
addition, if the President's proposal is adopted, the
depreciation period for other real estate should be shortened to
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something less than 28 years. We would be happy to work with the
Finance Committee and Committee staff on developing an
appropriate standard.

D. Definition of Low Income Housing

The current definition of low income housing in Sections
1250 and 1039 of the Code have been in the Code for years and
should be amended to reflect the changes in the low income
housing industry. Moreover, the current definitions are vague in
part leading to disputes between taxpayers and the Internal
Revenue Service on what constitutes low income housing.

Recommendation. We would appreciate the opportunity to work with
the Com-ttee on developing a better definition, either in
conjunction with the President's proposals or in connection with
some Other piece of legislation.

H. Transition Rules

With some exceptions, most of the provisions of the
President's proposal will take effect, if enacted as currently
drafted, for property placed in service or expenditures incurred
oh or after January 1, 1986.

The proposal states that the option to provide for
transition and "grandfather" rules should be left to Congress.
The proposed January 1 effective date, without transition rules,
has already had an impact on the real estate industry.
DeVelopers currently building or rehabilitating property that
will not be completed by year end face the prospect of having
made their plans to develop the property under one set of tax
rules with the possibility of placing it In service under
another. In some instances, projects consisting of more than one
structure will have to be segregated for treatment under
different tax rules, creating tremendous allocation headaches.

Recommendation. We strongly urge the Finance Committee to
provide for eXemptions for property either under construction, or
subject to a binding contract to acquire or construct, similar to
those recent in tax legislation.

F. Other Low Income Housing Issues

The President's 4oposal contains several other provision&
that, if enacted, wil ave on adverse impact on the development
of low and moderato inhoime housing.

1. Section 167(k). The President's proposal would
repeal Section 167(k). This provision, which under current law
permits a five-year amortization of expenses incurred to
rehabilitate low income housing, is an additional tax incentive
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favoring the rehabilitation of los income housing projects. Its
repeal would have an adverse impact on the ability to compete in
the marketplace with other non-low income housing investments.

2. Section 189. Under current law, interest on debt
incurred to construct low income housing is currently deductible.
The President's proposal would require capitalization in most
cases. The stated purpose of this proposal is to more closely
match deductions and income. Low income housing projects
generally do not generate very much income in any year, so that
the preCeived abuse in permitting current deductions of interest
expense does not exist. Moreover, as with other provisions in
the President's proposal, this will result in investments in low
income housing becoming less attractive.

Recommendation. Retain the provisions of current law for both
Section 167(k) and Section 189.

IV. Other Matters Affecting Real Estate

The President's proposal also contains provisions that do
not have a direct impact on low and moderate Income housing but
that will have a direct -adverse impact on real cqtate in general.

1. Bonds. The President's proposal would provide that
interest-on oligations issued by state and local governments
would be taxable if more than 1% of the proceeds are used by any
person other than a state or local government. This proposal
would eliminate the tax exempt status of multi-family and single
family housing bonds. To make these bonds competitive with
taxable bonds will require providing a higher yield on the bonds,
thus making it more expensive to build housing.

Recommendation. The Ccalition recommends that this provision not
be enacted or, if enacted, provide an exception for housing
bonds.

2. Windfall Depreciation Recapture. The President's
proposal would seek to recapture,, and tax, in years 1986, 1987
and 1988 excesse deprsciationO taken in prior years, generally
measured by the *w;ass of depreciation taken over the
depreciation set forth in the original Treasury proposal. This
excess depreciation would be taxed whether or not the property
was disposed of. Taxpayers with depreciation over $400,000 would
be subject to this provision. While this proposal is unlikely to
have an impact on many of the businesses and individuals
represented by the Coalition, the Coalition believes that it is
basically unfair because it would penalize taxpayers who have
depreciated their property in accordance with the rules
established by Congress, and because it would4pmose taxes on
taxpayers who may not have realized any income.
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Recommendation, This provision should not be enacted.

3. Rehabilition Tax Credits, The President's proposal
would repeal all existIng rehabilItation tax credits. Under
current law, the 951 credit for expenditures incurred to
rehabilitate historic structures c~n be Used for mutti-family
housing renovation, It has been used to renovate hiptoric
buildings in urban *reas to provide much-needed housing, and is a
very attractive incentive to invest in such renovations,

Recommendation. The Coalition recommends that the rehabilitation
credits be retained,

4, Capital Gains. The President's proposal provides that
depreciable Pzopbrtywould not be classified 40 a capital asset,
so that all gain on pale or disposition would be fully taxed at
ordinary income rateS, The proposal indicates that since
depreciable property benefits tro. other tax incentives, i,p.

depreciationF that it should not receive additional benefits in
the form of capital gain treatment,

Recommendation . The Coalition does not accept the proposition
that 04pa a-asset treatment should be granted or denied simply
because of the availability of other tax benefits, and recommends
that this provision not be enacted,

Conclusion

In summary, the Coalition for Low and Moderate Income
Hqpsing believes that the present tax incentives directed at the
maintenance and rehabilitation of multi-family rental housing for
individuAls an4 families of low and moderate income are vital to
that process and, indeed, are the only such incentives left, now
that most direct subsidies have been eliminated. These tax
incentives not only do the job, but, in the long run, the
economic benefits of them accrue to the renters, and preserve our
nation'$ diminishing housing stock.
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COMMENTS BY BIAGIO DILIETO, MAYOR OF THE CITY OF NEW HAVEN,
CONNECTICUT, PREPARED Ft0R THE SENATE FINANCE COMMITTEE, JULY
15, 1985.

On behalf of the City of New 4aven, I am writing to

oppose the Treasury Department's amended Tax Reform Plan

which is before the U. S. Congress for consideration. This

proposed Plan would repeal all Investment Tax Credits for

the rehabilitation of older and historic structures and, if

passed, would have a devastating impact on aging cities such

as New Haven.

AlthoughNew Haven, Connecticut, is the seventh poorest

City in the United States according to Bureau of Census

figures, it is rich in older ,nd historic buildings. Because

of the 15%, 20% and the 25% Iuavestment 'Pax Credits, many of

our structures have undergone extensive restoration, both in

downtown and in the neighborhoods. Additional projects are

contemplated or were under consideration until emergence of

the Tax Reform Plan. An example is a major project at the

center of ouir City, known as the Ninth Square, which could

virtually come to a halt if the Tax Reform Plan is passed.

wNinth Square" is a contemporary term for a 30-acre

area in New Haven's downtown which is roughly synonomous

with one of the original nine squares laid out in 1638 by

the Puritan founders of New Haven. Since World War II,

suffering as it did the general decline of older central

cities, the Ninth Square experienced economic and physical

deterioration. Much of the floor area in its buildings'is
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now vacant or under-utilized.

In 1982, in recognition of the value of the National

Register program leading to Investment Tax Credits, the City

of New Haven submitted a pre-selection application to the

State Historic Preservation Office and, upon its approval,

the New Haven Preservation Trust prepared a nomination study

which placed the Ninth Square on the National Register of

Historic Places. As a result, 75 of the 90 buildings in the

district would be likely to qualify for the 25% Historic Tax

Credit. The City's Development Administration has witnessed

an impressive growth in investor interest in the Ninth

Square, largely because of its historic district status.

The Plan before you would nullify current efforts to revitalize

this neglected part'of our downtown.

In recent years, out City has begun to experience an

economic resurgence. In the downtown, the Shubert Square

Entertainment District, of which we are so proud, could not

have been accomplished without the incentive of Investment

Tax Credits. Our neighborhoods-have also benefitted from

this legislation and would suffer harm if the attended Tax

Reform Plan becomes a reality. Under current tax law, the

15% and 20% Investment Tax Credits have enabled developers

to return to active use older buildings which served as

pockets of neighborhood blight prior to rehailitation.
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Without the 15% and 20% Investment Tax Credits, this life-

giving activity in neighborhoods would cease.

I cannot urge you strongly enough to defeat the Treasury

Department's amended Tax Reform Plan and to retain Investment

T4% Credits for rehabilitation of older and historic properties.

The Tax Reform Plan would harm those, cities that can least

afford it, i.e., older, poorer municipalities with large

minority populations. our economic recovery is fragile. We

need the Investment Tax Credits, and we thank you for

voting to preserve them.

"f9
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equity programs Investment corporation

STATEMENT OF

EQUITY PROGRAMS INVESTMENT CORPORATION

TO THE SENATE FINANCE COMMITTEE

ON THE IMPACT OF

THE PRESIDENT'S TAX PROPOSALS

ON THE

RENTAL OF SINGLE-FAMILY HOMES

JULY 16, 1985 -

o Since the late 1970's high mortgage rates have precluded

the purchase of single-family homes by a significant

number of would-be first-time buyers.

o Aspects of the Economic Recovery Tax Act (6ERTA") of 1981

encouraged the purchase by investor-partnerships of

single-family homes for rental to families that could not

afford the high purchase prices or mortgage rates.

o Equity Programs Investment Corporation (wEPIC*),

headquartered in Falls Church, Virginia, currently

manages 350 investment partnerships that own 18,000

single-family homes nationwide.

- average purchase price - $78,000

- average family size of renting families - 2.6

5113 Wes Pfte S r 800 Fos Oxwch \'S 203 3794888
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- average annual income- $30,000

- average monthly rent - $529*

o EPIC'S single-family home investments typically 
are

organized as limited partnerships. This permits

- geographically diverse portfolios of homes

- negotiation of low home purchase prices

- professional management

o The President's Tax Proposals would undermine seriously

returns to investors on investment in single-family 
home

partnerships. The following proposals affect investor-

partners' returns most significantly

- the expansion of the investment interest limitation

to include a limited partner's share of the interest

expense of limited partnerships

- the reduction in the rate at which single-family

rental homes can be depreciated

- the elimination of capital gain treatment on the

disposition of single-family rental homes

* All figures closely parallel thoseof an average 
young American..

family.

-4
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o Few EPIC investors have a significant amount of

investment income, After the phaie-1n of the expanded

investment interest limitation, the current return on

sings -family home limited partnership investments would

be reduced by as much as 75%.

o The limit on deductibility of single-fanily home limited

partnership mortgage interest is inconsistent with a key

concept of the President,, proposals -- 100

deductibility of mortgage interest incurred by

homeowners. Such limit also is unfair. Investor8 having

investment income from bonds, inheritances, etc. would

not be affected by the limit. It only would affect wage-

earners.

o The combination of the changed depreciation schedule for

real estate under CCRS and the elimination of capital

gains treatment on the disposition of single-family

rental homes would reduce the overall rnte of return on

single-family rental home investments by 60%.

0 o To restore the reduced rate of return on single-family

rental home investments would require an increase in

rental rates of 25%. Inability to raise rents by that
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factor would lead to a serious decline in new single-

family rental home construction, exacerbating the housing

shortage.

" The acceleration of the depreciation schedules for

equipment under CCRS combined with a deceleration in the

CCRS depreciation rate for single-family homes "unlevelsw

the investment playing field.* This is unfair; it will

encourage investment dollars which would have flowed into

real estate, including single-family rental homes, to be

invested in equipment.

" To the extent equipment purchased is of foreign

manufacture, American construction jobs would be exported

to foreign factories thereby increasing domestic

unemployment and reducing tax receipts at the federal and

local levels. Such a policy promotes neither growth nor

revenue neutrality.
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equity programs investment corporation

IMPACT OF THE PRESIDENT'S TAX PROPOSALS

ON MIDDLE-CLASS HOME RENTERS

Since the late 1970's, high home mortgage rates have shut a

significant portion of would-be first-time home buyers out of the

single-family home purchase market. Millions of young, growing

American families have been forced to remain in cramped

apartments, denied the benefits of single-family home living

enjoyed by their predecessors in the 50's, 60's and early 70's.

In late 1981, however, the Economic Recovery Tax Act ("ERTAO)

was enacted. Certain aspects of ERTA operated to provide a

mechanism by which large numbers of young Americans could begin

to raise their families in single-family hoses. ERTA encouraged

the purchase by investors of single-family homes and the rental

of those homes to families who could not afford inflated purchase

prices and high mortgage payments.

Until UfRTA, few new single-family homes were bought as

investment properties and rented out. Single-family home

investment returns simply had been too low to attract investment

capital. RRTA allowed investors to earn returns on single-family

home investments which were competitive with more traditional-

-eal estate investments and other property-leasing (e.g.#

computer equipment) investments.

5113 (eft Pft S 00F ftrc Nmik 22 41 ?W3 379-4868
a nw~ 0 to0*vo



886

Most single-family home investments have been organizedas

limited partnerships. This format allows investors to (1)

combine their investments into geographically diversified

portfolios of homes for protection against the vagaries of

individual markets, (2) negotiate lower home purchase prices and

(3) be able to afford professional management-of rental homes.

Foremost among the companies organizing and managing single-

family home investment partnerships is Equity Programs Investment

Corporation (6EPICO), h% uartered in iailu Churchr Virginia.

EPIC and its affiliated companies currently manage over 350

investment partnerships which own over 18,000 single-family homes

nationwide. All of these homes are new, and approximately 90% of

tham are leased to residential tenants. (The other 10t are on 1-

2 year leases as builder model homes.)

The average purchase price of the single-family homes owned

by the EPIC investment partnerships-is $77,608. This figure is

close to the national median price of new housing. The average

size of the families renting EPIC partnership homes is 2.6

people. The average annual income of the families renting EPIC

partnership homes is $30,000; the average monthly-ent paid to

the investment partnerships by renter families is $529. These

figures closely parallel the profile of thq average young

American family.

jA.
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The cited statistics demonstrate that single-family home

partnerships such as those organized and managed by EPIC provide

the type of housing needed by a significant segment of the

American public.

Because they would undermine seriously the returns investors

could earn on investments in single-family home partnerships*

several of the proposals contained in the President's tax plan

could end the formation of new single-family home rental

partnerships thereby reducing the availability of single-family

rental homes and increasing the rental costs of existing single-

family rental property. These proposals include: 1) expansion of

the investment interest limitation (Chapter 13.01 of the

President's proposals)l 2) elimination of capital gain treatment

on the disposition of single-family homes (see Chapter 7.03 of

the President's proposals); and 3) reduction in the rate of

depreciation of single-family homes (see Chapter 7.01 of the

President's proposals).

The President proposes to limit to $5,000 a limited partner-

investor's deduction for his share ot the mortgage interest

incurred by the partnership unless that investor had unearned

income. To the extent the limited partner-investor incurred

consumer interest expenses, such as interest on car payments,

credit card payments, home lmprovoaent loan payments and student
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loan paymentsr the $5,000 limit would be reduced further. The

financial profiles of the overwhelming majority of investor

limited prtners in EPIC single-family investment partnerships

"indicate that few investors have significant amounts of unearned

income. Most EPIC single-family investment limited partnership

investors are salaried employees, professionals or executives in

small business. The bulk of their incomes .(which average

approximately $70,000 per year) is derived from work rather than

inheritances or investments. The proposed investment interest

deduction limitation would eliminate the major element of these

investor partners' current return on their single-family home

partnership investments.

Without the ability to deduct all of the mortgage interest

incurred by the single-family home partnerships, the current

return to the majority of investor limited partners would be cut

by more than 751. These partners, therefore, would have no

incentive to invest in single-family home rental partnerships.

As a result, fewer single-family rental homes would be built, the

rents on ones already constructed would increase, and the young

families already prevented by high mortgage rates and inflated

prices from purchasing single-family homes also would be shut out

from renting them.
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The limitation on the deductibility of single-family home

limited partnership mortgage interest is completely inconsistent

with a key element of the President's proposals -- preservation

of the deductibility of 100% of the mortgage interest paid by

homeowners. If home prices were lower and interest rates were at

more traditional levels, most families renting single-family

partnership homes would own them. As owners, they would be

entitled under the Treasury proposal to deduct their mortgage

interest. Because single-family limited partnerships merely -

permit families to live in the homes they otherwise would own and

because overall mortgage interest deductions are not increased

(because the same number of homes would exist), the limited

partners providing these homes should be permitted to deduct-the

mortgage interest paid to finance their single-family rental

homes.

The expanded investment interest limitation also is unfair.

A limited partner with unearned income from bonds, stocks,

inheritances, etc. would not be affected by the limit. A limited

partner with the same amount of income derived solely from work

(i.e., earned income) would be subject to the limit.

The combination of the elimination of capital gains on the

disposition of depreciable real estate and a reduction in the
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rate of the depreciation of structures under the CCRS

depreciation schedule would reduce the overall yield on single-

family rental partnership investments by 601. To compensate for

this reduced rate of return, single-family rentals would have to

increase by 251. 1  An increase of such magnitude would result

in an increase in the average annual rent paid by a rental family

of over $1,550. According to the Treasuryr the same family would

save at most $300-$4002 under the President's proposals during

the same period.

In the absence of the required rental increase in the short

term, the production of new single-family rental homes would be

reduced significantly. Such a reduction would exacerbate the

current housing shortage, preventing millions of Amoricans from

moving up to newer, better quality housing. Of course, as supply

was reduced relative to demand, rental costs would increase

anyway.

In addition to decelerating the depreciation of real estate

the proposed Capital Cost Recovery System accelerates

dramatically the depreciation of equipment. Office computers,

for example, would have a nearly tripled depreciation rate in the

1 See Appendix A, and compare Chart A-I with Chart A-3.

2 Figure supplied by Office of Tax Analysis, U.S. Treasury
Department.
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first year of use (from 15% under ACRS to 44% under CCRS). The

CCRS depreciation schedule combined with the loss of capital

gains treatment for real estate, (1) creates a 38% difference

between the -effective tax rate on investments in equipment (i.e.,

18%) and the effective tax rate on investments in depreciable

real estate (i.e., 25%) and results in a 22% difference between

the internal rate of return on equipment Investments and the

internal rate of return on depreciable real estate investments.

These dramatic differences in effective tax rates and

internal rates of return are enough to Ounlevelm the 'playing

field", forcing investment dollars that would have flowed into

real estate, including single-family rental homes into equipment

leasing investments. To the extent the additional equipment

purchased as a result of the "unleveling" is manufactured

overseas, the President's proposals will export American

construction jobs, increase America's balance of traOe and

payments deficits and result in lost federal and local tax

revenues.

"-f1.
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APPENDIX A

CHART A-1
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TESTIMONY OF W. WILSON GOODE

SUBMITTED TO THE SENATE

COMMITTEE ON FINANCE

JULY 17, 1985

Mr. Chairman and Members of the Committee. i am W.

Wilson Goode, Mayor of the City of Philadelphia. I appreciate

the opportunity to share with you my concerns regarding

Fresidrnt Reagan's proposed repeal of the Historic

Rehabilitation Tax Credit.

I have been actively involved in housing and community

development in Philadelphia and throughout Pennsylvania for

twenty years. In Philadelphia, very few other housing and

commercial rehabilitation programs have worked so well and

benefitted so many with minimal public expenditure as the

Historic Rehabilitation Tax Credit program. This program is an

effective and efficient housing and economic development

program - one that has brought enormous benefits to communities

across the nation. It has prcmoted stability and economic

vitality in deteriorating neighborhoods while preserving

buildings that are significant cultural, historical and

architectural resources. I would like now to highlight briefly

the Philadelphia experience to give you an idea of just how

effective this program is.
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Historic Rehabilitation in Philadelphia

In Philadelphia, the future of the past is a

tremendous source of coxnurty pride and economic

revitalization. As hove of some of the most significant

historic architecture in the country, Philadelphia is trying to

preserve its heritage by turning its historic, yet abandoned

and obsolete buildings, into ;ibrant, liveable and useable

spaces. The Certified Historic Rehabilitation Tax Credit

Program has helped this to happen. In addition, the program

leverages substantial private investment and is labor intensive.

I might interject that these projects are by law

'substantial rehabilitations" of "historically certified

income-producing properties.* In other words, individuals

cannot use the tax credit to do a cheap renovation of their

home. Every one of these projects is a substantial

rehabilitation of a certified historic building that is

income-producing.

The 25% historic rehabilitation tax credit has

stimulated significant private investment in Philadelphia.

Since late 1981, private investments totaling nearly $400

million have been invested or committed to be invested in

renovating historically certified, commercial and residential
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buildings in Philadelphia. According to the National Park

Service records, this investment created approximately 2000

housing units. I am very concerned about the impact that the

repeal of preservation tax credits will have on our efforts to

provide decent rental housing for Philadelphians.

Job Creation

Equally important are the jobs that have been created

through the historic rehabilitation tax credits. Historic -

rehabilitation is an extremely labor intensive industry, nearly

twice as much as new construction. Between 60 and 70% of the

project costs are for labor. According to the most

conservative estimates, nearly 9000 new, permanent jobs and

approximately 5000 construction jobs were generated by

certified preservation projects in Philadelphia since 1981.

The private investment stimulated by preservation tax credits

has spawned the growth of many small firms from architects to

window renovators. These projects also have caused a rebirth

of many of the dormant building trades, like plasterers, who

have the skills to comply with the Department of Interior

standards.
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Philadelphia Model_ Projects

Let me turn now to share with you four Philadelphia

projects I consider model historic rehabilitation tax credit

projects.

I. The Frankford Arsenal

The Frankford Arsenal was a major site for the Army's

research and development efforts from the Civil War through

post-World War II. The Arsenal encompasses slightly over 100

acres and includes well in excess of 100 buildings. Before it

closed in 1976, the Arsenal employed 4000-5000 people and was a

major employer of workers from the predominantly ethnic, blue

collar Bridesburg neighborhood. That community was devastated

when the Army decided to close the Arsenal. For six years, the

property stood vacant and threatened to blight the area.

Selling the Arsenal and luring new employers was

difficult. The buildings needed renovation, the sewers and

street lights needed maintainance, the central boiler and

distribution system needed to be repaired and the surrounding

streets were caving in. In order to induce businesses to risk
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investing in the Arsenal, the rents (at least in the early

years) had to be low; but the cost of the-debt service on the

rehabilitation project along with operating costs would be

high.

Finally in 1983, a developer acquired the property to

convert the site into an industrial and office park with -he

assistance of historic rehabilitation tax credits. The

Frankford Arsenal presently employs 500 and houses 33 companies

including high tech companies, storage facilities, a hardware

store, wholesale distributors, an assembly facility for a

manufacturer, and various commerical offices. This is just the

beginning of the revitalization of the Frankford Arsenal. The

developer had hoped by the end of 1984 to have leased 93,000

square feet, but has in fact leased over 400,000 square feet.

This figure constitutes less than one-half of the available

space at Frankford. Upon completion, we project that the

Arsenal will employ as many as 3000 people.

The preservation tax credit not only saved this area

from blight but also stimulated $6.5 million in private

investment. In addition, we estimate that the Arsenal

generates over $1.6 million annually in Federal taxes from

employee salaries.
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(2) The Lit Brothers Proiect

This project is an amalgam of buildings which were

constructed beqinninq in 1857 and is one of the most Impressive

collections of Victorian commercial building fronts anywhere in

the country. The 13 buildings which comprise the Lit Brothers

Project were constructed over a period of years, but were

-assembled into a single use which spanned the length of a city

block.

1 The Lit Brothers buildings have been vacant since

1977. We have had two previous developers lose interest in

their attempt to renovate the area. Moreover, the current

developer is concerned that the repeal of the historic

rehabilitation tax credit will jeapordize the project since it

is in such an early stage.

This project is important to the City of Philadelphia

for a number of reasons. It: (1) is the most blighting

element of the City's retail district; (2) will preserve an

important remnant of our past; (3) will serve as a connection

between Independence National Historic Park and the Liberty

Bell area to the heart of Philadelphia's shopping district; and

(4) will stimulate approximately $60 million in equity



407

investment. Moreover, the renovation of the Lit Brothers

buildings will enhance the $310 million public investment in

the commuter rail connection and the enormous public and

private investment in Gallery 1 and II (the first major inner

city retail development).

(3) Breslyn Apartments

In West Phildelphia, we renovated an abandoned

apartment building, originally built in 1913, which stretches

for nearly a city block into 60 units of low-to-moderate income

housing. The Breslyn Apartments provide good quality

low-income housing, including Section 8 housing, without

displacing any of the neighborhood.

Preservation tax credits helped us to stimulate

private investments of $2.3 million in the Breslyn Apartments

and to reverse the trend toward decay in a neighborhood of

predominately poor, minority, working class, and underemployed

individuals.

4. Old Cit'

Preservation tax credits transformed our Old City

from a decaying warehouse district with many vacant and
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underutilized structures, into a dynamic community of historic

residential and mixed use buildings resulting in a 300%

increase in housing units and $125 million in investments since

1981.

Prior to the enactment of the historic rehabilitation

tax credit in 1981, there were few Old City projects -- none of

which had a significant impact on the surrounding

neighborhood. After 1981, Old City witnessed burgeoning

development. A representative of this is the Wire Works

project, a massive five story wire factory built in 1900 that

was converted into 97 rental apartments. The Wire Works and

similar projects had an immediate and profound impact on the

surrounding neighborhood. Subsequent-to these developments,

hundreds of new apartments, all done with historic

rehabilitation tax credits have transformed Old City from a

dying wholesale and warehouse district into one of

Philadelphia's dynamic areas. New businesses have sprung up to

serve the residents of this rehabilitated area (grocery stores,

retail stores, dry cleaners, restaurants, etc.) which also have

added to the revitalization of the area. At the same time many

of the long-standing merchants and jobbers, who gave Old City

its distinct character, have remained.
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Other Phil ade phia Examples

In sunmary, the wide variety of these projects has

revitalized rieicnborhoods once thought to be lost as historic

buildings fell prey to urban blight in Philadelphia.

Previously vacant buildings, such as the Denjamin Franklin

Hotel, stand again as proud architectural landmarks but with

renewed purpose -- to fulfill the rental housing needs of

Philadelphians. Less dramatic perhaps, yet equally as

significant, are the historic rehabilitations of decaying

storefronts in Manayunk and dilapidated rowhouses in the

Parkside section of West Philadelphia. In addition, several

non-profit groups are currently using the historic

rehabilitation tax credit in conjunction with other subsidies

to provide low-and-moderate income housing in North and West

Philadelphia and Germantown. The Breslyn and Monte Vista have

become models of community development for low-and-moderate -

income neighborhoods. Neither of them would have been possible

without the tax credit. In short, the preservation tax credit

has breathed new life into our decaying historic structures and

stimulated tremendous investment in the rehabilitation of our

center city and neighborhoods.
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Historic Rehabilitation in Smaller Pennsylvanian

Cities & Municipalities

I want to point out that the urban significance of the

certified historic rehabilitation tax credit program is not

unique to Philadelphia. In Pittsburgh. preservation tax

credits helped to renovate neighborhoods such as the Strip and

the North Side. Let me add that this is not just a biq city

program. The benefits of this program have spread to many

small cities and municipalities across the country.

In Pennsylvania, more than 25% of all the historic

rehabilitation projects have occurred in small towns. For

these areas, the revitalization of main street is now the

mainstream of their future growth and opportunity.

Preservation tax credits are responsible for the renaissance of

many of our smaller cities. For example, the following

projects are using or have used historic preservation tax

credits.

1. The 1910 Harrisburg Old City Hall, (which was
vacant for several years) was converted into 80 middle
income housing units. The project is also breathing
life into the city by drawing people into Center City
to live. This serves as a catalyst for restaurants,-
and other related service industries to locate there
as well.

2. Across the river from Harrisburg, in a small,
10,000 person community, the Mechanicsburg High School
(which had been vacant for five years) is being
converted into 60 rental housing units.
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3. An abandoned shoe factory (which was vacant for
5-10 years), in the small community of Palmyra will
become 41 middle-income apartment units available to
the blue collar community that surrounds it; and

4. In Allentown, the ripple effect of preservation
credits is evident as its historic rehabilitaion
projects not only prevent blight resulting from
abandoned buildings but also have acted as a catalyst
for individuals in the neighborhood who decided to
restore their homes --- at their o rn expense. Since
January 1, 1985, the Allentoom Historic Districts
Review Board has reviewed sixty-two applications for
rehabilitation of private homes for which the
taxpayer would receive no Federal rehabilitation tax
credit.

My testimony today has attempted to show you just how

effective the historic rehabilitation tax credit program has

been in Philadelphia. I've described tremendous economic

development and community benefits, project variety,

neighborhood diversity, and private investment stimulated by

these credits.

I understand how difficult it is to write a revenue

neutral tax reform bill that is simple and fair and yet

maintains incentives important to the nation. I ask you to

consider the impressive record of the historic rehabilitation

tax credit program in stimulating the revitalization of our
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cities and inducing preservation of our architectural

heritage. The historic tax credit was enacted to create

development through rehabilitation -- and it has. Please help

me and other city officials across the nation, from small and

large cities, to maintain a program that works and that is a

vital part of our economic development efforts.

0507L
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STATEMENT OF

HOUSING AMERICA FOUNDATION

COMMITTEE TO PRESERVE MORTGAGE INTEREST DEDUCTION

to the

FINANCE COMMITTEE

UNITED STATES SENATE

on

LIMITATION OF INTEREST DEDUCTION

September 15, 1985

Mr. Chairman and Members of the Committee:

My name is William Bone. I am Chairman of the Board of

Sunrise Company from Palm Desert, California. Sunrise Company

is a large, diversified real estate investment and development

firm; among other things, we are one of the largest builders

of second homes in the United States. I also am a Director

of the Housing America Foundation (HAF) and the Co-Chairman

of its Committee to Preserve Mortgage Interest Deduction. HAF

is a coalition of individuals concerned about the future of

housing in America. HAF was established to preserve and reaffirm

the nation's long-standing commitment to provide decent, affordable

housing for all Americans. In addition to these involvements,

I helped organize Residential Research Associates, a nationwide

coalition of individuals, businesses and labor leaders who are

concerned about the economic well-being of the economies of

isolated geographic areas that are heavily dependent upon the

second home industry.

52-228 0 - 86 - 14
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1. Present Law

In general, present law allows a deduction for interest

paid or incurred on indebtedness during the taxable year

(Code sec. 163(a)). This provision has been part of the

tax law since the enactment of the Revenue Act of 1913.

Since that time, there has been no limitation on the deduct-

ibility of either personal interest, or interest on funds

borrowed in connection with the taxpayer's trade or business.

However, present law does impose a limitation on the

deductibility of investment interest (Code sec. 163(d)).

The investment interest limitation, first enacted in

1969, was designed to limit the extent to which a taxpayer

can reduce tax on income from his professional or income-

producing activities by incurring an unrelated non-business

deduction. Under that provision, deductions for interest

on indebtedness-incurred to purchase or carry property held

for investment is generally limited to $10,000 per year,

plus the taxpayer's net investment income. This limitation

has no impact on personal interest deductions (e.., interest

incurred to purchase a second home). Investment income is

non-business income which is interest, dividends, rents,

royalties, short-term capital gains, and any gain treated

as ordinary income under the depreciation recapture provisions.
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2. Administration Proposal

The Administration has proposed expanding the investment

interest limitation. The proposal would include as investment

interest all interest that is not incurred in connection

with a trade or business, except home mortgage interest on

the taxpayer's principal residence. Thus, the proposal would

apply to all "consumer interest".

Interest subject to limitation would be deductible only

to the extent of $5,000 ($2,500 for a married person filing

a separate return), plus the taxpayer's net investment income.

Interest that is disallowed for the taxable year would be

treated as interest subject to the limitation for the

succeeding taxable year.

The Administration proposal would be phased in under

two separate transitional rules over a ten-year period,

beginning in 1986.

3. Economic Impact Studies

As noted above, the proposal would limit the deductibility

of all interest other than that with respect to businesses

or principal residences. Thus, the interest deduction limitation

would apply to interest on second homes and automobile purchases,

interest paid or incurred by limited partners, and interest

paid on other consumer loans (e.., loans to finance a college

education, appliances or home furnishings). HAF primarily
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is concerned with the impact of the proposed limitation on

the deductibility of the second home mortgage interest.

Two major studies have been completed analyzing the

proposal's impact on the second home industry and on the

local economies across the Nation that depend on the second

home industry for their economic well being. The studies

were performed by Economics Research Associates (ERA) and

'Data Resources, Inc. (DRI). The two firms approached their

studies differently. ERA conducted an extensive, national

telephone survey of existing second home owners and prospective

second home purchasers in order to determine whether and

how these people would act differently if the tax proposal

were adopted and then to quantify the economic impact of

any change in their investment and consumption behavior.

DRI used its econometric computer model of the United States

economy to analyze and quantify the proposal's economic

impact.

While the results of the two studies were not precisely

the same, both studies reached the same general conclusions.

These conclusions are the basis for our opposition to the

provision in the tax proposal that would limit the deductibility

of interest on second home mortgages.

In su7nmary, we believe--and the studies confirm--that

the proposal is economically unsound, unfair and fails to

achieve the Administration's tax reform objectives.
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4. The Proposal is Economically Unsound

The second home industry is a significant and important

segment of the economy. There are an estimated 4.5 million

second homes in the United States; about 105,000 second homes

are constructed annually. The second home industry supports

over 2,400,000 construction and service jobs, as well as

many local economies. Of 3,138 counties in the United States

in 1980, 899 counties have greater than 10% of their housing

in non-primary units; 329 counties have greater than 20%

in non-primary units; and 923 counties have greater than

1,000 non-primary units.

Limiting deductibility of second home mortgage interest

will cause a 39% decline in second home purchases. ERA found

that over half of the prospective second home purchasers

and lot owners are presently delaying decisions to purchase

or build because of the pending tax proposals. Members of

our Coalition--from Hawaii to Florida--have experienced

severely declining sales rates over the past ten months

since tax reform was first proposed and publicized. The

uncertainty about the tax changes is causing major negative

effects right now.

Construction activity is expected to decline substantially

from 105,000 units per year. Reduced future demand ovar

the next five years would lead to lost construction of 375,000

units with a value of over $26 billion.
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Employment.will decline along with construction activity.

323,000 jobs will be lost, with a devastating impact on the

isolated economies that depend on the second home industry.

The market values of existing second homes will decline

by up to ]5%. The value of primary homes in the affected

areas will similarly decline.

Reduced property values will lead immediately to an

annual loss in revenues to local government, including

counties, cities, school districts and utility districts,

of more than $245 million. By the fifth year, annual local

government revenue losses will be over $500 million. This

shortfall will have to be made up by either (a) raising

property taxes (which may be impossible in states like

California because of Proposition 13) or, (b) obtaining

subsidies from the state or federal government.

5. The Proposal is Unfair

The impact of the proposal will be borne largely by

middle class America--not by the wealthy as is often

assumed. ERA found that the median family income of second

home owners is $45,000 to $55,000. The median value of

second homes is $68,000.

The decline in property values will affect not only

persons owning second homes, but also those who own primary

homes within the affected areas. This is unfair to these

permanent residents.
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Middle American working families could lose a sizable

portion of their life savings if there is a decline in the

value of second homes and primary homes in the affected areas.

Affluent second home owners are affected very little because

a second home represents a much smaller portion of their

assets.

The proposal is discriminatory against younger and less

affluent people with little or no net investment income.

Wealthy people with substantial net investment income will

continue to deduct all of their interest on second home mortgages.

The proposal imposes a disproportionate burden on the

isolated economies that depend on the second home industry

and an emotional and financial hardship on the people who

live there. Typically, these areas have only two basic

industries, construction and tourism--everything else services

these two groups. Persons displaced from jobs in these areas

cannot expect to find employment locally, but will be forced

to sell their homes at depressed prices and move to other

geographical regions.

6. The Proposal Does Not Achieve the President's Tax Reform

Objectives of Fairness, Economic Growth, Simplicity and

Revenue Neutrality

As explained above, the proposal is not fair for a number

of reasons.
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The proposal will not stimulate economic growth. Rather,

the result of the proposal would be to depress local economies

dependent upon growth in construction of second homes and

to divert spending from domestic construction activity to

alternative consumption, a significant portion of which would

be of foreign produced goods. DRI estimates that the net

effect will be a reduction in Gross National Product of over

$1 billion during the first two years.

The proposal does not result in simplification. Instead,

it encourages the use of various tax avoidance schemes such

as borrowing against the primary home for the purpose of

buying a second home or other consumer credit needs.

The proposal would not increase federal tax revenues

as suggested by the Treasury Department. Instead, because

of lower employment and resulting lower firm profitability,

revenues would be decreased by $2.9 billion during the first

two years.

7. Conclusion

HAF urges the Committee to consider carefully the potential

consequences of limiting the deductibility of second home

mortgage interest. We believe the Committee must conclude,

as we have, that the proposal is economically unsound, unfair

and fails to achieve any meaningful tax reform objectives.
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TESTIMONY OF

THE INTERNATIONAL COUNCIL OF SHOPPING CENTERS

ON

THE IMPACT OF TAX REFORM ON REAL ESTATE

PRESENTED BY

JOHN J. SZYMANSKI -
VICE PRESIDENT AND DIRECTOR OF TAXES

THE ROUSE COMPANY
COLUMBIA, MARYLAND

TO

THE COMMITTEE ON FINANCE

OF THE

UNITED STATES SENATE

July 16, 1985

STATEMENT

I. INTRODUCTION

My name is John J. Szymanski. I am Vice President and

Director of Taxes of The Rouse Company of Columbia, Maryland. We

are real estate owners, developers, and managers. I also am a

member of the Tax Subcommittee of the Government Affairs

Committee of the International Council of Shopping Centers

(ICSC). I am presenting this testimony on behalf of the members

of ICSC.

ICSC is the trade association of the shopping center

industry. ICSC has approximately 14,000 members, consisting of
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shopping center developers, owners, operators, tenant retailers,

lenders, and related enterprises. The ICSC represents a majority

of the 25,000 shopping centers in the United States.

II. THE SHOPPING CENTER INDUSTRY

It is estimated that in 1984 shopping centers accounted

for 45 percent of total U.S. retail sales, and that this figure

will increase to between 50 percent and 55 percent by 1990. In

current dollar value, U.S. shopping center retail sales reached a

level of $475 billion in 1984.

It also is estimated that 65 percent of all the stores

in shopping centers are independent operators or outlets of local

chains. It further is estimated that between 5.7 and 6.5 million

people are regularly employed in shopping centers and that

several hundred thousand more are directly engaged in the new

construction, expansion, and renovation of shopping centers. The

additional effect of shopping center development on employment in

related businesses, including the manufacture of goods sold in

the centers, advertising, maintenance, and cleaning is

considerable.

III. ICSC POLICY RECOMMENDATIONS

ICSC supports the improvement of the federal tax system

to achieve greater economic growth, fairness, and simplicity. We

believe that an overhaul of the tax code may benefit the economy
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if it is done properly. ICSC is willing to work with Congress,

the Treasury Department, and other industries on the provisions

that impact the real estate industry to assure that such changes

would improve the operation of the real estate industry.

We in the shopping center industry are willing to carry

our fair share of the nation's tax burden. Accordingly, we are

willing to consider changes in the tax laws provided they do not

discriminate against real estate, do not unduly favor other

business interests in comparison with our industry and do not

have a negative effect on the economy.

Congress should not enact legislation that would impair

the ability of the entrepreneurial developer-owners of shopping

centers to perform their essential roles in our nation's

production and distribution system. These entrepreneurial

developers of shopping centers have created a new form of real

estate that is the most efficient retail mechanism ever devised.

They have done this through the creation of a facility designed

to serve the retail needs of the surrounding community, through

their willingness to take risks, and through their creation of

the institutional arrangements that allocate these risks among

equity and debt holders. This existing system of entrepreneurial

developer-owners, limited-risk investors, and institutional

lenders should not be disrupted without a compelling reason.

- ICSC has reviewed the President's tax proposals, and we

find that several of the President's proposals would discriminate
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against real estate development. Also, we believe that the

proposals in their entirety would disrupt the way the real estate

industry currently operates. The short-term effects would be a

substantial reduction in the economic activity. Inthe long

term, a differently structured real estate development industry

would exist, which would be dominated by financial institutions,

insurance companies, and tax exempt retirement plans. It is not

clear that such a structured real estate industry would serve the

nation as well as the existing industry does today.

If tax reform is to be accomplished without disrupting

the economy and our industry, certain improvements are essential

to increase the neutrality of the proposals among asset types and

ownership arrangements and to limit or eliminate several

provisions that discriminate against our industry. These

provisions discriminate:

- against direct investment compared to indirect

investment (by providing preferential capital gains treatment for

securities which often are held for relatively short periods of

time but not for the underlying depreciable property which is

traditionally held for periods in excess of 10 years);

- against investments in structures compared to

investments in equipment (by establishing depreciation rates that

would result in effective tax rates for structures one-third

higher than for all other classes of assets);

- against productive assets compared to

nonproductive, speculative assets, such as gold (by giving
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preferential capital gains rate for such nondepreciable property

but not for structures);

- against individuals, limited partnerships, and S
corporations compared to C corporations (by applying the at-risk
and interest limitation rules to all individuals and partners but
not to most corporations and by permitting the capital gains
exclusion for securities but not for depreciable property);

- against new entrants compared to established
investors and against small and medium-sized investors and
limited partners and passive Sub S shareholders as compared to
wealthy individuals and large corporations (by the differing
Impact of the expanded investment interest limitation provision

on these various categories of taxpayers); and

- against taxpayers- who were most responsive to the
Investment incentives of ACRS compared to those who were less
responsive (by the depreciation recapture provision that strikes
most heavily at taxpayers who invested the most over the last

five years).

We strongly urge Congress to move with great caution in
considering the series of major changes In the tax law proposed
by the President. The risk of disrupting the economy is
substantial and the consequences of such disruption could have a
serious impact on economic growth and employment.
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IV. DISCUSSION OF INDIVIDUAL PROPOSALS

A. At-Risk Rules

1. Current Law

In general, individuals and certain closely held

corporations are limited in the amount of loss they may deduct

from an investment to the amount they have Nat risk with respect

to that investment. A taxpayer is Oat risk" in an investment to

the extent that he has contributed unrecovered capital to the

investment or is personally liable to repay debt used in the

investment. A taxpayer is not at risk with respect to

nonrecourse debt. Disallowed losses are carried forward and

allowed to the extent that the taxpayer increases the amount at

risk in subsequent years.

The at-risk rules do not apply to real estate

activities, a closely held corporation actively conducting a

business activity, or a widely held corporation investing in any

activity.

2. President's Proposal

The at-risk rules would be extended to the real estate

activities of individuals, partnerships, closely held, and Sub S

corporations. The rules would not be extended to other C

corporations currently not subject to them.

The proposal would be effective for losses attributable

to property acquired after 1985.

3. ICSC Position

The real estate exemption from the at-risk rules should

be continued for limited-risk loans made by unrelated
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institutional lenders. This exemption has permitted

institutional arrangements for the sharing of risks among

developer-owners and lenders. Total repeal of this exemption

would seriously curtail the capacity of the most efficient and

experienced developers of real estate to finance projects because

borrowers' debt-equity ratios shown on their financial statements

would become unacceptable to lenders. Since repeal would have a

negative effect on real estate investment, increase complexity

and raise little or no revenue, there is no compelling reason to

change the law. Any alleged artificial inflation of basis for

depreciation purposes could be avoided by limiting the at-risk

exemptions to real estate loans by unrelated, third-party,

institutional lenders.

4. Arguments

a. The Traditional Use of Limited-Risk Debt For
Real Estate is Justified By Sound Theoretical
and Fconomi; Reasons

Nonrecourse debt has been used to finance real estate

transactions without any limitation on the deductibility of

losses since 1947, when the Supreme Court upheld this practice in

Crane v. Commissioner, 331 U.S. 1 (1947). That decision recently

has been reaffirmed by the Supreme Court in Commissioner v.

Tufts, 461 U.S. 300 (1983).

Unlike most other activities to which the at-risk rules

now apply, limited-risk financing is customary in commercial real

estate transactions and has been for several decades. In

addition to its tax implications, nonrecourse debt is used in
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real estate transactions for reasons which have nothing to do

with the tax consequences of such loans.

As the Treasury has indicated in its proposals, some

states. prohibit the use of recourse debt for the acquisition of

certain real estate, and in those states certain real estate

activity can not proceed without the use of nonrecourse debt.

However, the primary reason for the use of nonrecourse

debt is to shift the risk of loss from individual developer-

owners and investors to lending institutions which are in the

business of accepting such risk.

Developers of real estate generally are fully at risk

during the construction period. They tolerate this risk because

it is for a limited time only. The risk is reduced when the

project is completed by the developer securing limited-risk,

permanent financing.

Nonrecourse debc is commercially reasonable. Because

of the intrinsic value of real estate and related tenancies, the

lender looks to the property and the business skills of tenants

as security for its loan, and not to the earning capacity or

other assets of the borrower.

In addition, it is important to recognize that

nonrecourse debt is not completely risk free to the borrower, as

the Supreme Court recognized in Crane. There is great pressure

on the developer to avoid foreclosure on property subject to a

nonrecourse loan because foreclosure would destroy the

developer's equity in the investment, tarnish his reputation, and

limit his ability to obtain financing for other projects in the
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future. Developer-owners do not proceed with risks of

development without a substantial equity potential beyond any

mortgage debt. Indeed, as the Supreme Court noted in the Crane

case, where a taxpayer has sufficient equity in the real property

securing a loan, recourse and nonrecourse debts become

functionally indistinguishable.

b. Adverse Effects of the Proposal

Without any economic justification, the application of

the at-risk rules to real estate would force investors to choose

between accepting the risk of recourse financing with current

deductions or accepting the protection of nonrecourse financing

with the delay or loss of valid deductions.

By forcing the use of recourse financing as a condition

for taking valid deductions, the at-risk rules limit the ability

of markets to spread risk according to various investors' ability

and willingness to bear them. The application of the at-risk

rules to real estate could disrupt the existing risk-allocation

and financing system employed by the entrepreneurial developer-

owners of shopping centers.

The application of this rule would severely restrict

the ability of a developer-owner and other general partners to

finance additional real estate projects. This is because the use

of recourse debt would result in the inclusion of the full amount

of the partnership's liability on the balance sheets of each of

the general partners. Under current accounting rules, only the

partner's share of the partnership's net equity (the value of the

assets less the liability) is shown on each partner's balance
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sheet. This change in the developer-owner's balance sheet would

substantially limit the number of projects a developer could
develop. This would deprive the economy of the services of the

most efficient and experienced producers of shopping centers and

other real estate facilities.

By forcing the use of nonrecourse financing to obtain

protection against risk at the cost of the loss of or delay in

taking valid deductions, the at-risk rules promote economic

inefficiency and are unfair.

The costs of nonrecourse loans are as much of a cost as
those of any other loans and should be deductible without limit

from a taxpayer's income before computing tax liability. In the

Crane case, the Supreme Court felt that a rule that limits the

amount of loss to the equity Invested in a property would be

unfair since-depreciation deductions would be limited to *a

fraction of the cost of the corresponding physical exhaustion of

the property." A property wastes without regard to the method by

which it is financed, and to limit depreciation deductions

because of such a distinction would be discriminatory and

unreasonable.

The consequences of extending the at-risk rules to real

estate would be to dampen investment in real estate for the

following reasons.

First, with nonrecourse financing, the after-tax

returns on real estate Investments would be reduced for those

investors who were not able to deduct all their losses currently.
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As a result, such investors would reduce their investment in real

estate.

Second, with recourse financing, the risk of developing

and holding real estate would increase for investors desiring a

deduction for the full amount of their losses. More risk-adverse

investors would be driven out of the real estate business.

AS a result, there would be a reduction in real estate

activity that would reduce jobs and economic activity.

Also, under the at-risk rules, losses would not be

currently deductible after the cumulative losses exceed the

amount that the taxpayer had at risk, and the deductibility of

losses would be delayed until the taxpayer achieved a positive

at-risk basis-in the future. As a result, the taxpayer would be

forced to prepay tax, and, in effect, give the government an

interest-free loan. In addition, such an operation of the rules

would encourage the early turnover of real property, and promote

churning.

The at-risk rules would create additional complexity

and administrative problems since they would require in effect an

additional system of accounting for substantially more taxpayers

and since there is great ambiguity about the operation of the

current at-risk rules and their regulations.

c. The Proposed Change is Unnecessary, Produces
No Revenue, and is Discriminatory

The extension of the at-risk rules with the resulting

adverse effects is unnecessary for the following reasons.
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First, there would be little or no revenue gain. The-
existing system of the production of real estate by developer-

owners would be endangered for an estimated revenue increase of

only $200 million over five years, with none of the revenue

increase occurring until 1989. This estimate apparently assumes

that the proposal would have no impact on the amount of

investment in real estate. This assumption is erroneous and when

the feedback effect of reduced investment is considered it is

likely that there would be a net revenue loss from this proposal.

The revenue estimate shows a five-year gross revenue gain from

individuals of $1.5 billion which is offset by a revenue loss

from corporations of $1.3 billion. Thus, the assumed beneficial

effect of the proposal apparently would be to shift investment

from individuals to corporations.

Second, partnership tax law changes made by the Deficit

Reduction Act of 1984 effectively have eliminated the abusive tax

shelter opportunities from nonrecourse debt.

Third, extending the at-risk rules to real estate

without also extending them to corporations conducting a business

would be discriminatory. Corporations would be allowed to offset

loans from one activity against income from another activity,

while individuals would not.

B. Interest Limits

1. Current Law

Interest expense is generally fully deductible, except

for debt incurred to purchase obligations that generate tax-

exempt income. However, for noncorporate taxpayers, interest on
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debt incurred for investments and interest on certain net leased

business income property are deductible'only to the extent of the

sum of net income from investment assets and from net-leased

business income property, plus $10,000 (for a joint return). In

respect to net leased business income property, an additional

"cash-flow qualifying test' permits deductions to the extent of

gout-of-pocket" expenses. Amounts disallowed under these

limitations may be carried forward.

2. President's Proposal

Individuals would not be allowed a current deduction

for interest expense in excess of the sum of: passive investment

income, mortgage interest expense on the taxpayer's principal

residence, and $5000 (for a joint return). Interest eipense

subject to the limitation would include all interest not incurred

in connection with'a trade or business (except for interest on

the taxpayer's principal residence) and the taxpayer's

distributive share of the net interest expense as a limited

partner and his share of the net interest expense of S

corporations in which the taxpayer is a passive investor. This

provision does not change the present law as to deduction of

interest by general partners and managing Sub S shareholders.

Nor does the proposal provide a *cash-flow" qualifying test for

limited partners and passive Sub S shareholders. It should be

noted that the application to interest of limited partnerships

and Sub S corporations is not restricted to the types of interest

which would be considered by such entities as *investment

interest or net leased business income property interest.*



434

This provision would be effective after 1985, subject

to two phase-in rules: 1) the current $10,000 limit would be

effective until 1988, then the $5,000 limit would apply; and 2)
the interest expense items not currently subject to limitations

(consumer interest expense and interest expense passed through

from limited partnerships or S corporations) would be phased-in

over 10 years at 10 percent of the interest for those items per

year, as would the expanded definition of interest income.

3. ICSC Position

The current investment interest limitation works
harshly because it denies a deduction for a current, real cash

outlay. It discriminates against small and medium-sized

investors compared to wealthy persons, against new entrants

compared to established investors, and against individuals as
compared to C corporations. The rule should not be made more

onerous by expanding it to include the allocable trade or
business interest expense of limited partners and passive S

corporation investors as items of interest expense subject to the
investment interest limitation. It would be grossly unfair to

make an expanded rule retroactive to existing loans.

4. Arquments

a. Adverse Effects of the Existing Rule

The proposed expanded interest limitation would

increase the negative economic impact of the existing investment

interest limitation rule. The current rule works harshly because

it denies a deduction for a current, real cash outlay which in no

way is an artificial accounting loss. When interest rates are
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high, as they have been for the past few years when much debt was

incurred, this problem is even more severe. The application of

the rule produces an artificial taxable gain not matched by real

cash income.

The existing rule discriminates against new entrants to

the real estate business who lack capital and must-use

substantial debt to purchase properties. Because of this rule,

they may not be able to deduct all of their interest expenses.

Entrenched operators, however, have the income from mature

properties to fund subsequent development projects or to offset

the interest expenses from debt they do incur.

The rule is discriminatory against small and medium-

sized investors as compared to wealthy persons because persons

with substantial passive investment income, such as income from

bonds, can deduct substantial amounts of excess investment

interest and excess net leased business income property interest.

The rule also discriminates against individuals because

it does not apply to most corporations.

b. Negative Effects of the Proposal to Expand
the Rule

This proposal would reduce the amount of new captial

formation and activity in real estate by discouraging entry into

the real estate development business by new entrepreneurs and

less wealthy investors. The discriminatory effect of the

existing rule would be both expanded and made retroactive by the

President's proposal.
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The rule would be expanded by including within the

interest expense limitation consumer debt and interest expense

incurred in a trade or business by a limited partner or a passive

S corporation investor. Its application also would be expanded

by reducing the deductible amount of interest in excess of

investment income from $10,000 to $5,000. With the amount of

debt typically needed to finance a new car and a home improvement

not secured by a mortgage, the ordinary investor would have

little or no deductible amount left to qualify investment

interest expense and net losses of limited partners and Sub S

shareholders in excess of investment income and net leased

business property income.

The limitation would be made retroactive by applying it

to all interest paid in taxable years after 1985, subject to a

10-year gradual phase-in, regardless of when the debt was

incurred. This ret active effect is grossly unfair because it

violates the justifiable expectations of taxpayers by making

expenses nondeductible that were fully deductible when the

investment was made.

C. Capital Gains

1. Current Law

Gains from the sale or exchange of non-dealer property

held more than 6 months are treated as long-term capital gains.

Losses on sale of investment property held more than 6 months are

treated as long-term capital losses. For individuals and other

noncorporate taxpayers, 60 percent of net long-term capital gain

is excluded from income, resulting in a maximum marginal tax rate
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on capital gains of 20 percent (40 percent of the gain is taxed

at a 50 percent tax rate). For corporations, the maximum 46

percent tax rate is reduced to 28 percent for capital gains.

Individuals and other noncorporate taxpayers deduct net

short-term or long-term capital losses first against net long-

term or short-term gain, and generally may take up to $3,000 per

year of any net capital loss (but only one half of long-term

loss) per year against ordinary income. Net capital loss in

excess of $3,000 may be carried forward. For corporations, net

short-term or long-term capital loss is offset against long-term

or short-term gain, but excess capital losses are not deductible

although they may be carried back three years and forward five

years as a capital loss.

Special rules apply to Section 1231 property, which

includes depreciable or real property held for more than six

months and used in a taxpayer's trade or business, but not

included in inventory or held primarily for sale in the ordinary

course of business. This includes most commercial real estate.

Gains and losses for all transactions involving Section 1231

property are netted. If there is a net Section 1231 gain, it is

treated as a long-term capital gain, whereas a net Section 1231

loss is treated as a business loss.

Capital gains are calculated based on adjusted book

value with no adjustment for inflation.

2. President's Proposal

For depreciable property, such as structures, the long-

term capital gains exclusion would be repealed and all gain would
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be taxed at ordinary rates. However, gain would be calculated

after adjusting for inflation and the top marginal tax rate would

be reduced from 50 to 35 percent for individuals and from 46 to

28 percent (marginal non-capital gain rate would be 33 percent)

for corporations. Losses from the sale or disposition of

depreciable property would be fully deductible against ordinary

income.

For nondepreciable property, the capital gains

exclusion for noncorporate taxpayers would be decreased from 60

to 50 percent.

Under the proposed lower tax rates, the maximum tax

rate on nondepreciable property would be reduced from 20 to 17.5

percent for individuals but would remain unchanged at 28 percent

for corporations. Beginning in 1991, individual taxpayers could

elect to index the basis of their nondepreciable capital assets

for inflation in lieu of the preferential capital gains tax rate.

The proposal to repeal the exclusion for depreciable

property would apply to property placed in service after 1985.

The proposal to reduce the exclusion for nondepreciable property

would be effective on July 1, 1986.

3. ICSC Position

Depreciable and nondepreciable property both should

have an option of either adjusting the basis of the property for

inflation and receiving ordinary income treatment of gain or of

receiving capital gains treatment on unadjusted basis. Denying

capital gains treatment to depreciable property will reduce

capital investment in depreciable property, "lock-inm investors
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in such property, discourage direct investment in productive real

property in favor of passive investment in securities and

speculative commodities, and discriminate against property

ownership by individuals as compared to corporations.

4. Arguments

a. Reduction in Savings and Investment

Previous changes in the taxation of capital gains have

shown that the rate of capital formation is highly sensitive to

the tax treatment of capital gains.

In 1978, Congress reduced the maximum capital gains tax

to 28 percent. As expected, this change resulted in a

substantial increase in available venture capital. Again, in

1981, Congress reduced the maximum capital gains tax rate from 28

to 20 percent, and again there was a substantial increase in the

amount of capital formation.

The President's proposal would reverse this pro-capital

formation policy by increasing the capital gains tax rate for

depreciable property from 20 to 35 percent. This near doubling

of the tax rate on capital gains of depreciable property would

not be matched by any more favorable treatment for losses for

Section 1231 property, which comprises virtually all rental

income properties, since under current law net losses from such

properties are fully deductible against ordinary income.

b. Lock-In of Capital

When higher tax rates are applied to gains of

appreciated capital, taxpayers are encouraged to retain such
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property. This distorts investment, creates economic

inefficiency, and reduces federaX tax revenue.

By nearly doubling the tax rate on depreciable

property, many taxpayers will be.'4eterred from selling their real

property when it would be economic to do so. The inflation-

adjusted basis does ameliorate this effect, but ilflatlon must be

very high to equal the current capital gains exclusion. For

example, for the ordinary income tax on inflation-adjusted gain

on depreciable property to equal the proposed 50 percent capital

gains exclusion for nondepreciable property at the minimum 6-

month holding period for capital assets, the inflation rate would

have to be 100 percent. At a 5 percent inflation rate, the

property must be held for at least 15 years before the tax rate

on inflation-adjusted depreciable property would be as low as the

tax rate on nonadjusted capital assets with a 50 percent

exclusion.

This lock-in effect is particularly unfair for

individuals who own family businesses. They cannot assume that

their business will continue indefinitely, as a large corporation

can. They may be forced to sell because of illness, retirement

or another family need. Even though they may intend to hold the

property for more than the 15-year period required for the

proposed treatment of gain to have the same tax rate as current

law, they may be forced to sell before that time.

c. Discrimination Against Individual Ownership

This proposal would discourage direct investments in

productive real property and encourage investments in stocks and
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bonds and other nondepreciable property, such as gold and silver,

gems, and other collectable, nonproductive assets. This would

discourage active investment and encourage passive investment and

speculation. This is not good economic policy.

This proposal also discriminates against individual

ownership and encourages corporate ownership because'of the

favorable treatment of gains on securities. The increased use of

the corporate form of ownership would increase the amount of

income and gain subject to double taxation, a problem recognized

in the President's proposal and remedied in small part by the 10

percent dividend-paid exclusion.

D. Depreciation Recapture

1. Current Law

No provision.

2. President's Proposal

Some of the depreciation deductions taken between

January 1, 19t0, and July 1, 1986, on property placed in service

between January 1, 1980, and January 1, 1986, would be included

in income in the tax years 1986 through 1988. For taxpayers with

more than $400,000 in total depreciation deductions taken in 1980

thorugh 1985, the amount recaptured would be 40 percent of the

difference between the depreciation deductions taken and the

deductions.that would have been allowed under the applicable

provisions governing the calculation of corporate earnings and

profits, less a $300,000 exemption. For 18-year property and

low-income housing, the applicable provisions are straight-line

depreciation over 35 years for property placed in service before
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September 30, 1984, and straight-line depreciation over 40 years

for property placed in service after that date.

This proposal is justified by the President on the

basis that it prevents an "unexpected windfallO for taxpayers who

have deferred tax liability by taking accelerated depreciation

deductions at higher pre-reform tax rates, but who would repay

this deferred tax liability at lower post-reform tax rates.

Under this provision they would pay for the Ounexpected benefits

of the reduction of tax rates.

For calendar year taxpayers, 12 percent of the excess

depreciation would be included in income in 1986, 12 percent in

1987, and 16 percent in 1988.

3. ICSC Position

This proposal should be rejected because it is a

retroactive penalty applied to persons who were most responsive

to the investment incentives of ACRS as Congress and the

President intended. This tax would be imposed without regard to

income-or cash flow, without relation to the disposition of the

property or any other taxable event, and with no adjustment of

basis. This provision is unfair and would cause a substantial

hardship for many taxpayers. This retroactive tax would set a

damaging precedent making investors much less confident of any

tax incentives in future legislation.

4. Arguments

In 1981, ACRS was established to encourage new capital

investment in order to stimulate capital formation, increase

productivity, and improve the nation's competitiveness in
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international trade. Members of ICSC responded to the investment

incentives of ACRS as the Congress and the President intended,

and invested in structures essential to the retail link in our

production and distribution chain.

This proposal is objectionable for the following

reasons:

First, it would retroactively reverse the pro-

investment policy established by ACRS. It would apply a tax in

1986 through 1988 without regard to cash flow, income received or

gain realized by the taxpayer in those years. In some cases,

there may not be sufficient income to pay this tax. The real

estate owner may be required to borrow funds to pay this unfair

tax.

Second, the calculation of *excess depreciation" is

erroneous. The use of the corporate =earnings and profits"

definition of useful life (currently 40 years, straight line for

structures) as an estimate of economic life to calculate the

"excess depreciation" is inappropriate. As discussed below, the

3.5 percent rate and the 28-year recovery period provided by the

proposed CCRS system are not accurate calculations of proper

depreciation deductions for structures. This being so, a 40-year

standard is even less appropriate for calculating "excess

depreciation.0

Third, the mechanism for recapturing the assumed excess

depreciation would result in the collection of more revenue than

can be justified. Also, the amount of unjustified recapture for

real property is much higher than for all other assets. In a
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recent article by C. Clinton Stretch and Emil M. Sunley of the

accounting firm Deloitte, Haskins & Sells,!/ the authors compared

the amount of recapture under the exact theoretical method

outlined in the President's proposal to the amount of recapture

under the proposed rule. They concluded that for real property

the proposed rule would be almost three times harsher than can be

justified. For other assets, the proposed rule would be from 22

to 100 percent harsher than can be justified.

Fourth, it discriminates against investments in larger

structures or in multiple smaller structures. Because of the

$400,000 exemption and the exclusion of the first $300,000 of

excess depreciation, this provision would only apply to larger

structures, or to taxpayers with multiple smaller structures.

Therefore, this additional tax would fall primarily on those who

most effectively implemented the pro-investment policy of ACRS.

Fifth, the proposal is unfair in that it does not

permit an adjustment of basis for the recaptured depreciation.

E. Depreciation

1. Current Law

The Accelerated Cost Recovery System (ACRS), enacted in

1981, provides an 18-year recovery period for new and existing

commercial and residential structures, with deductions taken

optionally by the straight-line or 175 percent declining-balance

methods (except for low-income housing, which is depreciated over

15 years using the 200 percent declining-balance method). The

basis of the property is not adjusted for inflation.
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2. Presidents Proposal

The Capital Cost Recovery System (CCRS) would establish

6 classes of property with recovery periods ranging from 4 years

for current 3-year property to 28 years for current 18-year

property and 15-year low-income housing. Deductions initially

would be taken under the declining-balance method on the

inflation-adjusted basis of the property at a four percent-per-

year real depreciation rate. Depreciation would shift to the

straight-line method in the fourth year, when this method results

in a greater deduction than the declining-balance method.

CCRS is supposed to reflect real economic depreciation

patterns (a geometric decline in real value) and real

depreciation rates (longer recovery periods), and provide some

amount of investment incentive. Treasury would establish

permanent facilities to study economic depreciation and would be

authorized to reclassify an asset type that deviates

significantly from the norm for its class.

CCRS would be effective for property placed in service

after 1985. Anti-churning rules similar to those applicable to

ACRS would be provided.

3. ICSC Position

ICSC supports the establishment of a depreciation

system based on the principles in the President's proposals (1)

the cost recovery of the real (inflation adjusted) cost of

depreciable assets; (2) cost recovery based on economic

depreciation rates (3) depreciation rates and recovery periods

that produce investment incentives and (4) effective tax rates

52-228 0 - 86 - 15
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that are equal for all asset classes. unfortunately, the CCRS

does not meet these standards as it applies to structures.

According to independent empirical and theoretical

studies, it is based on an erroneously-low calculation of the

real economic depreciation rate and a high estimate of the cost

recovery period for structures. It provides no investment

incentive and it produces an effective tax rate for

structures that is one-third higher than for all other classes of

assets. While it properly adjusts the basis of depreciable

property for inflation, and, thus, provides for 'real*

depreciation deductions, most shopping centers will not get

depreciation allowances sufficient to allow them to recover their

actual capital consumption costs. To meet the standards set

forth by the President, the CCRS cost recovery period and

depreciation rate for structures should be revised to provide for

actual capital consumption, an investment incentive, and

effective tax rates equal to all other asset classes.

4. Arguments

a. A Fair and Appropriate Adjustment For the
Depreciation of Structures

Depreciation represents the reduction in value of an

asset because of its use, aging or obsolescence. The tax laws

recognize that at some point in the future the taxpayer will have

to replace property that depreciates. For that reason they

permit the owner of property used in trade or business or to

produce income to deduct a certain amount from each year's income

so that at the end of the asset's useful life the total of all
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the deductions will provide sufficient funds to replace the

asset.

The new depreciation recovery system, the Capital Cost

Recovery System (CCRS), proposed by the President is supposed to

provide for: (1) the cost recovery of the real (inflation

adjusted) cost of depreciable assets; (2) recovery based on

economic depreciation rates; (3) depreciation rates and recovery

periods that produce investment incentives; and (4) effective tax

rates that are equal for all asset classes. ICSC supports such

principles as the basis for a depreciation system, but CCRS does

not meet these standards for structures.

The appropriate levels of capital consumption

allowances and the appropriate cost recovery periods for

depreciable property have been the subject of debate for many

years among economists, the Treasury, the Congress, and

taxpayers. Although, there is wide agreement that the variable

effects of inflation should be removed to provide more certainty

in investment decisions, there is substantial disagreement about

the real economic lives of assets and their appropriate capital

consumption cost recovery rates. This disagreement is caused in

major part by the complexities of accounting for technological

obsolescence, changing market conditions, different uses, and

various amounts of risk. Also, there is considerable debate

about the appropriate incentives to be provided through

depreciation deductions to encourage investment in depreciable

property.
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While there, is no dispositive empirical report or

theoretical study on depreciation and both empirical and

theoretical studies show a range of depreciation rates and

recovery periods for structures, there are parameters outside of

which estimates of depreciation recovery periods and rates are

not seen as credible.

In this debate, the Treasury and the IRS, as collectors

of revenue, have tended to take an extreme view on the low side

of the proper deductions for the depreciation of structures.

This extreme view has been expressed over the years in the

administration of the tax law and in legislative proposals

regarding depreciation.

In.proposing the Real Cost Recovery System for

structures of 3 percent after adjusting for inflation over a

period in excess of 63 years in Treasury I and the Capital Cost

Recovery System for structures of 3.5 percent after adjusting for

inflation over 23 years in the President's proposal, the Treasury

has continued its history of taking an extreme view on the low

side of what is the appropriate composite depreciation adjustment

for structures.

In determining an appropriate depreciation deduction

for structures, Congress should keep in mind the Treasury's

historical bias against adequate depreciation deductions for

structures and should examine the empirical and theoretical

studies which show that the President's proposal does not provide

an adequate depreciation deduction for structures.
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1. Rate of Depreciation For Structures

a. Flawed Basis For the Treasury Rate

The depreciation rates on which CCRS is based are

derived from one flawed econometric study which was financed by

Treasury and which comes to a conclusion about the appropriate

depreciation deductions for structures that is at the extreme low

end of the calculations of depreciation for structures made by

other economists. This study, by Charles R. Hulten and Frank C.

Wykoff,2/ concludes that structures depreciate geometrically (by

a declining-balance method) at 3 percent-per-year.

Not only does this conclusion represent an extreme

view, but the authors themselves disclaim the use to which their

study has been put by the Treasury. Thus, Hulten and Wykoff,

recognizing that the thrust of their study was methodological,

stated: 'We wish to emphasize at this point, that the numbers

shown..,are in no way intended to be definitive estimates of

depreciation."

Also, the method used in the study to establish

depreciation rates is flawed in several respects according to a

recent article by Professors Edwin S. Hills and Harvey S. Rosen

of Princeton University./ They cite as defects of the study the

failure to consider technologadl advances in buildings systems;

the failure to consider capital improvements; the use of an

outdated 1935 study to estimate the withdrawal of structures from

services and the subjective estimate of the price of the

structural component of the property caused by the respondents

allocating the sale price between the structLZd ind the land.

Mills and Rosen conclude:
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Other studies using the same theoretical framework
but different data and/or statistical methods
might reach different conclusions. For example,
Professor Alan Auerbach of the University of
Pennsylvania recently estimated a geometric
depreciation rate of 7.2% for structures, about
twice that of Hulten and Wykoff. Wo are not
necessarily convinced that Hulten and Wykoff are
wrong and Auerbach is right. Both studies have
their own virtues and their own problems. The
point is that it max bt imprudent to take the
results of one particular econometric study- , nd
use them as the basis for an important policy
change.
Thus, the study on which the Treasury bases their

depreciation rate is seriously flawed and not designed to be used

as such a measure. Also, another study by a respected economist

calculates the appropriate depreciation rate at more than twice

the Treasury rate.

b. Risk Premium

In their paper, Hills and Rosen discuss an article by

Stanford Professor Jeremy Bulow and Harvard Professor Lawrence

SummersA/ which states that capital asset values are volatile,

that the tax system is biased against risky assets, and that this

leads to a misallocation of resources in the economy. They

conclude that a risk premium should be added to the economic

depreciation rate, and note that studies of the risk premium for

corporate capital as a whole indicate that the risk premium for

such capital is 6 percent. Since the value of structures is more

volatile than capital as a whole, Bulow and Summers believe that

the risk premium for structures should be at least 6 percent.

c. Proper Depreciation Rate

If you accept the Treasury position that the

depreciation rate for structures is Hulton and Wykoff's
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3 percent, the addition of a risk premium of 6 percent will

result in a total depreciation rate of 9 percent. If you take

the position that the depreciation rate for structures is

Auerbach's 7.2 percent, the addition of a risk premium will

produce a total depreciation rate of 13.2 percent. Under either

analysis the CCRS depreciation rate of 3.5 percent clearly is

inadequate.

As Harvey S. Rosen points out in a recent analysis of

CCRSr

What can be concluded from the foregoing analysis
about the appropriate depreciation formula? The
honest answer is that available studies do not
permit a firm conclusion about the depreciation
formula that would achieve the Administration's
goal of a tax system that avoids distortion in
capital investment. However, my analysis leads me
to believe that the Administration proposal of 3.5
percent of original cost for 28 years may well be
inadequate. Quantitatively, the risk premium is
probably the most important issue. The analysis
in the previous section suggests that the
appropriate geometric depreciation rate is
probably not much less than twice the Hulten and
Wykoff figure of 3%, and may be much more. For
most kinds of real estate, the appropriate
geometric real depreciation rate is probably
between 6 and 11 percent per year. While the
Administration's proposals are certainly not
absurd, they appear to be decidedly on the low
side. /

2. Depreciation Period

As indicated above, there has been a longstanding

debate between the Treasury and taxpayers about the appropriate

cost recovery period for structures, and the Treasury has

consistently taken an extreme position about the appropriate

recovery period.
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For example, an analysis of the regulations, cases, and

the practices of building owners shows that under pre-ERTA law

the depreciation periods for buildings advocated in the Treasury

guidelines and IRS audits significantly exceeded the depreciable

lives which generally were claimed by building owners and which

generally were upheld by the courts.

Thus, in Rev. Proc. 62-21,k/ issued in 1962 and revoked

for taxable years after 1970, the Treasury issued depreciation

guidelines which listed useful lives of 40 to 50 years for most

structures.

However, empirical studies showed useful lives

-- substantially shorter than the guidelines. A study by Touche

Ross & Co. for ICSC showed that in 1973 the range of depreciable

lives claimed for most shopping centers and accepted by the iRS

was from 22 to 29 years.2 / In 1975, the Treasury Department

published in Business Building Statistics a study of the useful

lives for various types of structures which showed that virtually

all useful lives were shorter than those listed in the Treasury

guidelines.8/

In The President's 1978 Tax Program: Detailed

Descriptions and Supporting Analyses of the Proposals, the

Treasury proposed new guideline lives of 30 to 40 years for

office buildings, 35 years for factories, 30 to 35 years for

retail buildings, 30 to 35 years for service buildings, and 30 to

35 years for residential buildings.E/ These guidelines do not

take into account economic changes or technological and

functional obsolescence or an incentive for investment.
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According to our research, the CCRS 28-year recovery

period for structures will not allow most shopping centers to

recover their actual capital consumption costs. The 1973 Touche

Ross & Co. study of depreciable lives of shopping centers

determined that the range of shopping center useful lives (the

distribution between the 30th and 70th percentiles) was 22 to 29

years. These lives are designed to recover historic capital

consumption costs without inflation and do not include an

investment incentive.

The study also concluded that in practice there was

significant agreement between the taxpayers and the IRS on useful

lives well below the Treasury guidelines when the IRS examined

the specific facts and circumstances of individual shopping

centers.

It appears that under CCRS most sho4 ing centers will

not get depreciaticn allowances sufficient to allow them to

recover their actual capital cost consumption costs. This

conclusion is based on the 22 to 29-year depreciation periods,

without investment incentive generally claimed for shopping

centers and accepted by the IRS under the facts and circumstances

test prior to ACRS, and to the 15 and 18-year cost recovery

periods under ACRS. Seen in this light, the CCRS period of 28

years is inadequate.

3. Investment Incentive

According to the President's proposal, CCRS is supposed

to provide an investment incentive for structures as well as

provide for the recovery of consumed capital. However, by our
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calculation CCRS provides no real investment incentive and

provides substantially less investment incentive than ACRS.

result, the adoption of CCRS will reduce investment in

structures.

As a

CCRS allowances for structures are about equal to 28-

year straight-line depreciation, adjusted for inflation. For

typical holding periods and forseeable inflation rates, the

present value of CCRS depreciation deductions is substantially

lower than the present value of deductions now available for 18-

year, straight-line depreciation.

The President's proposal states that the present value

of CCRS deductions is equal to 18-year, straight-line deductions

when inflation is at least 5 percent. However, this assumes the

property is held for 28 years. At a holding period of 15 years,

an inflation rate of at least 12 percent-per-year is required for

the present value of CCRS deductions to equal the present value

of 18-year, straight-line deductions. For the present value of

CCRS deductions to equal to present value of 18-year, accelerated

deductions (175 percent declining balance), the inflation rate

must be at least 23 percent-per-year..

Although it is difficult to compare the original

Treasury proposal's 3 percent-per-year depreciation rate to the

CCRS system's essentially 3.5 percent straight-line rate, it

appears that the intended CCRS investment incentive for

structures is 0.5 percent. In fact, this Is no Investment

incentive at all.

........

, -!'W



455

4. Neutral Taxation of Asset Classes

At one point, the President's proposal states, that CCRS

will equalize effective tax rates across asset types. Yet at

another point it states that the effective tax rate on

investments in structures under CCRS would be about one-third

higher than the effective tax rates applicable to investments in

all other classes of assets. This unequal effective tax rate

structure will continue the bias against structures and the

resulting economic distortion that exists under ACRS and that

existed before ACRS.

This higher effective tax rate for structures is

further evidence that the depreciation rate for structures under

CCRS is too low, that the investment incentive provided for

structures is inadequate, and that no risk premium is included in

the depreciation rate.

We believe that the depreciation rates under CCRS

should be revised to equalize the effective tax rates for all

asset class es.

- 5. Inflation Adjustment

The proposed CCRS cost recovery allowances are adjusted

for inflation through the annual indexation of adjusted basis.

This-inflation adjustment-will remove the variable effect of

inflation on the real value of depreciation deductions. This

will promote certainty in expected real rates of return on

investments in depreciable property, and encourage investment in

such property. ICSC strongly supports this feature of CCRS.
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6. Conclusion

In determining the proper depreciation deductions for

structures Congress should consider the range of theoretical and

empirical studies regarding this issue and should not rely on the

extreme and flawed recommendations of the Treasury.

Such a comparison shows that the 3.5 percent CCRS

depreciation rate and the 28-year CCRS recovery period are not

credible calculations of the depreciation rate and the

depreciable lives of shopping centers. Most shopping centers

will not get depreciable allowances sufficient to cover their

actual capital consumption costs under CCRS.

Seen in this light, it is clear that the CCRS cost

recovery period and depreciation rate for structures should be

revised to provide for actual capital consumption, an investment

incentive, and effective tax rates equal to all other asset

classes.

Also, it is clear that even less beneficial

measurements Of depreciation deductiuns foj structures, such as

the straight-line 40-year recovery period for structures in the

corporate earnings and profits test and the 3 percent rate and

the 63-year recovery period for structures in the original

Treasury tax reform proposal, should not be used as standards for

the real economic depreciation of structures for the purpose of

determining excess depreciation under the minimum tax or under

the provision recapturing excess depreciation in the President's

proposal.
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F. Other Provisions Affecting Real Estate

In addition to the major issues discussed above, there

are several other provisions of the President's proposal that are

of concern to ICSC.

1. Minimum Tax

Both the individual and corporate minimum taxes would

be revised to include as a preference items (1) the excess of

any accelerated depreciation over straight-line depreciation for

property placed in service before 19861 and (2) the excess of the

depreciation deductions taken under the new CCRS depreciation

system (3.5 percent taken over a 28-year recovery period) over

the amount that could have been taken under the depreciation

system proposed in the November 1984 Treasury tax reform proposal

(a 3 percent per year declining balance rate on an inflation-

adjusted basis with a 63-year recovery period).

For the reasons stated above in the discussion of the

President's depreciation proposal, ICSC objects to the use of

either CCRS or the Treasury I proposal as a standard for

measuring excess depreciation.

2. Construction-Periqd Interest

Real property contruction period interest Is amortized

Over ten years under current law. The proposal would require it

be amortized over the life of the property, 28 years. This would

increase the cost of new construction.

A.,

-
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3. Effective Dates. Transition Rules, and Grandfather
Provisions

ICSC strongly believes that all significant tax changes

should include prospective effective dates, transition rules, and

grandfather provisions.

V. CONCLUSION

In conclusion, I would like to repeat that an overhaul

of the federal tax system may be desirable if done properly. In

order to assure that real estate development is not disrupted and

penalized, the tax revision plan should be worked out in

cooperation with industry representatives. ICSC is willing to

work with Congress, the Treasury Department, and other industry

representatives to assure that such changes would improve the

operation of the real estate industry.
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L!WICOLN PROPERTY COMPANY

STATEMENT SUBMITTED TO THE COMMITTEE ON FINANCE - U.S. SENATE

REt JULY 16, 1985 HEARINGS ON THE EFFECT

OF THE PRESIDENT'S TAX PROPOSAL ON HOUSING AND REAL ESTATE

Overview

Lincoln Property Company (LPC) is considered the nation's lar-

gest developer of multi-family housing and the second largest U.S.

developer of commercial properties. LPC is headquartered in Dallas, Texas

and has offices in 20 different states.

Since inception of the Company in 1965 through December 31,

1984, Lincoln has developed 102,169 apartment units, 4,010 townhouse

units, and 42,606,000 sq. ft. of commercial space in -the U.S. with an

aggregate cost put in place of $5.8 billion. These properties -are located

in 26 different states #nd 140 different cities.

Since release of the Treasury's proposal on tax reform in

November 1984, and the President's proposal on tax reform released on May

: 29, 1985, we have attempted to analyze the effects of certain provisions

on LPC's future development business. Because of LPC's financial strength

and leadership position in the industry, we believe our Company will

i adapt to any tax reform measures enacted, even though it may mean a T_

reduced volume of development activity for us. The proposed tax ref or

provisions make drastic changes in tax law affecting virtually every

segment of the economy. These changes have been developed based on static

~*~*'~. 4 .r ~N
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analysis of these effects, while ignoring the dynamic and interdependent

structure of a complex economic system. From our standpoint, we are

concerned that certain measures aimed at the real estate industry will

produce significant negative effects throughout the economy. The c-fects

we are most concerned about are:

Significant decline in construction activity, with a resultant

shortage in rental housing and decreased employment in the

construction industry and in the numerous industries related to

construction and real estate.

Decrease in real estate values, which may seriously jeopardize

the financial condition of lenders and owners.

" Significant increase in rents, especially in apartment rents.

The specific tax proposals which individually, or in combina-

tion, would likely lead to these results are:

(1) Application of "at-risk" rules to real estate, without any

exception for loans from institutional lenders.

(2) Treatment of a limited rner

expense as investment "nterest.

's distributive share of interest

(3) Treatment of all gain on sale of depreciable property as

ordinary income.

t1
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(4) Inflation indexed depreciation - 28 year period for real proper-

ty.

(5) Recapture of rate reduction benefit attributable to excess

depreciation.

Projected Economic Effects - LPC and the U.S. Economy

The real estate industry is an important element of the U.S.

economy. Real estate alone represented almost 17 per cent of GNP in 1984;

the related industries of construction and finance combined with real

estate were over 20 per cent of GNP.(1) In 1984, 47 per. cent of gross

private investment was in residential and non-residential structures.(2)

The real estate industry involves many types of business -

brokers, appraisers, leasing agents, property managers as well as develop-

ers such as LPC. There are numerous industries that are directly and

indirectly affected by the level of new real estate development or

renovation, such as construction companies, architects and engineers,

lumber, cement and other materials manufacturers, appliance and furniture

manufacturers, lending in3titutions, title companies, law firms, account-

ing firms, maintenance/janitorial companies and landscape companies. In

1983, there were almost one million employees in the real estate industry,

nearly 4 million employees in the construction industry, and approximately

5.5 million employees in the financial services industry.(3) In total,

these employees make up over 10 percent of all workers in the U.S.

Lincoln Property Company, as one of the nation's largest real

estate developers, projects construction of the following in 19851

7: ."
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Units of Divelopment Cost

Residential (units) 12,500 $ 530,618,000

Commercial (sq.ft.) 11,100,000 1,343,744,000

Our projected development for 1986 will be significantly lower

if all the President's proposals affecting real estate were enacted. In

addition to the five proposals enumerated above, the President's proposal

would eliminate the use of ,Lax-exempt industrial development bonds for

the construction of apartment units, including units targeted for low-

income individuals. In the 1984-1985 period, Lincoln financed over 9,300

apartment units utilizing tax-exempt bond financing. Since the current

market for multi-family housing financing is limited, our volume of

apartment unit construction starts would necessarily decline due to this

proposal alone, If the other five proposals are also enacted without

modification, we estimate our annual construction starts for apartments

could possibly decrease by 70 percent. This, of course, depends on the

influence of many other factors, such as the market's ability to absorb

rent rate increases, as well as interest rate and other financing changes

which may result from tax reform.

Simply stated, the reasons for this decrease in construction

starts are as follows. LPC traditionally finances virtually all of its

construction of apartments (and a few commercial properties) by raising

20-30% of the cost through equity from individual limited partner iovea-

tort and the remainder as debt from financial institutions, The limited

partner investors must weigh their Investment in our real estate partner- :

shipt against every other form of investment available. The federal

income tax treatment of their investment Is a factor in the rates of

return they car, expect to receive. In any real estate development, the
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start-up period, from inception until the property actually produces cash

flow, is at least two to three years. The only return during those first

few years "is due to tax benefits. Without those tax benefits, investors

would be unwilling to invest unless rents were iticreased. Thus, rents are

currently much lower than would be necessary to support a competitive

rate of return without-certain current tax treatments.

As any apartment developer will confirm, multi-family housing

is a type of investment that does not produce cash flow comparable to

other real estate properties or some other investment opportunities.

Congress has recognized this in the past. by providing more favorable tax

treatment to residential real estate. The President's proposal would

eliminate all tax incentives to build multi-family housing.

In order to estimate the effect on apartment rental rates, we

analyzed one of our typical apartment projects, 'a 204-unit complex

currently under construction. The project was financed with 25% equity -

from limited partners and 75% debt. We calculated the effect on rents

under inflation assumptions of zero to 8 percent. Tax reform proposals :7

analyzed were:

. . 35 per cent marginal individual income tax rate.

. At risk.

Investment interest (both 10% and 100% phased in)

CCRS/No capital sins exclusion.

All four above (investment interest 100% phased in).

The attached Table I and Graph I show the resulting rental rate

increases required under a 35% marginal individual Income tax bracket.

L - 4. '
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Table 2 and Graph 2 show the results for a 50% marginal individual income

tax bracket. Based on 5 per cent inflation, Table 1 (35% rate) shows that

a 30 per cent increase in rent would be required to produce the same

after-tax rate of return as under current tax law if all four proposals

were enacted.

Some combination of the results discussed above would mean both

higher rents and less new construction activity. Low and moderate income

taxpayers, which overwhelmingly make up the nation's renters, may receive

tax reductions in one hand which they must turn over to their landlords

in the other. With less new construction and renovation of existing

properties, a shortage of rental housing could likely eocur until such

time as increased rents could spur new construction. This would exacerbate

the current shortage of apartment housing units which are available to

renters with children and to renters at the lowest income levels. Many

American families will find themselves in the midst of a rental housing

shortage without the financial means to purchase their own home.

If these tax proposals are enacted without modification, we

also expect the market value of existing properties to be adversely

affected. Tax considerations are an important key in determining the

market value of real estate, since any potential purchaser must look to

an expected after-tax return on investment. A general devaluation in real

estate properties would affect not only our investors but would have

repercussions in many otler areas. For example, if rent could not be

increased enough (due to current leases in place or market demand) on a

building to absorb the tax increases and provide the same rate of return,

the market value of that building may fall well below the amount of

-Y
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mortgage debt. The effect of this on a wide scale would be dWfaults on

mortgages, financial problems for lenders, and unemployment for workers

directly and Indirectly involved. A general devaluation of real estate

would hurt millions of individual wage earners who invested their IRA

contributions in real estate or whose employer pension plan assets were

invested in real estate properties.

Discussion of Specific Tax Proposals

(I) At Risk - Real estate is an investment which has uniquely ard

traditionally been financed with non-recourse indebtedness since the

property itself is the only collateral. Non-recourse financing is the

commercial norm for real estate and is even required by several States'

laws. The at-risk proposal would impose a penalty on real estate invest-

ment based on the method of financing. The Administration's tax reform

proposals concerning real estate are based on the popular perception that

real estate is a tax-favored investment and acquires even better benefits

as a result of being highly leveraged. These are misconceptions because:

(a) Real estate commonly employs a high level of initial borrowing,

but the debt/equity ratio declines over time. The average

borrowing over the economic life of a real estate asset is

typically no higher than for assets in other sectors.

(b) The financing of any asset with debt vs. equity does not affect

the taxation on the gross income from the asset. When interest

expense is fully deductible, the lender and the owner of real --

estate merely split the income produced by the asset.

4
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(c) Real estate is now a relatively highly taxed asset (See Table

1, Page 156, Treasury I Volume 2) and becomes more unfavorably

taxed under the President's proposals vis a vie other invest-

ments. Any increase in federal taxes on real estate would add

to an already substantial burden of state and local real

property taxes.

This proposal would prohibit many individuals from participating

in real estate ownership because of the significant risks that would have

to be assumed in order to receive fair tax treatment. In the future, the

trend would be towards more ownership of real estate properties by

corporations (which are not subject to the at-risk rules) since personal

ownership would be prohibitive (In 1983 individuals owned 38 per cent of

the $1.6 trillion of non-resi-denrial structures(5)).

We believe that the only valid application of the-at-risk rules

is to prevent artificial inflation of real estate prices in abusive

situations. We propose that the Committee seriously consider a rule that

would exclude non-recourse loans made by institutional lenders. Institu-

tional lenders make loans based on economic, not- tax considerations. This

exception would allow real estate to remain on an equal footing with

other investments, which by their economic nature generally cannot employ

non-recourse financing methods.

(2) Investment Interest-Limited Partners - The Presidant's proposal

would extend the investment interest limitation rules to a limited

p rtner's distributive share of interest expense, from a partnership. We

believe this proposal would also -act to reduce investment in real estate

by most individuals, since interest would only be fully deductible by

4N-
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corporations or by wealthy individuals with large amounts of interest and

dividend income. The proposal is unfair due to its retroactive nature. It

would apply to investors who anticipated full deduction of interest

expense when they made their original investment.

The concept of this proposal is flawed since interest on the

debt incurred by an individual to acquire a building is generally fully

deductible, while several individuals joining together in a limited

partnership to acquire that same building could only deduct their share

of interest expense equal to their net investment income. Coupled with

the at-risk provision previously discussed, individual investors would

have to accept substantially more risk by becoming general partners in

order to receive the full deduction for expenses incurred to produce

income which is fully taxed. It is our experience that the average real

estate investor could not shoulder such risk, resulting in a shortage of

equity capital. Again, the consequent result would be a reduction in

construction activity, some shortages in rental housing, and increase in

rental rates. We submit that this proposal should not be enacted.

(3) Gain on Sale of Depreciable Real Property Treated as OrdinarZ

Income - The Administration proposes to deny preferential capital gain

treatment to depreciable property used in a trade or business and tax the

inflation adjusted gain at ordinary rates. We believe this provision puts

'k depreciable real estate at a disadvantage to other Investments, thus fl

violating the stated goal of neutrality in the taxation of investments.

fy

p --r
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The capital gain deduction is an important incentive for sav-

ings, investment and capital formation. Changes in capital gain treatment

can have lasting economic effects. This proposal would discourage the

voluntary sale of depreciable real property. To the extent investors

would be unwilling to sell their assets at an effective rate which could

be substantially. higher than the current rate, this provision would act

as a restraint on the real estate market, interfering with otherwise free

market forces.

Gains from the disposition of depreciable business property

have been eligible for capital gain treatment since 1922 (except during

World War I). This proposed selective discrimination reverses seven

decades of tax treatment.

This provision would also advers-ly affect future investment in

depreciable real property since real estate must compete with stocks and

other financial investments, for which the capital gain preference is

proposed to be retained. The uncertainty regarding ultimate tax rates

would put real estate at a disadvantage to other investments in which tax

treatment did not depend on predicting future inflation. This provision

would also add another level of complexity to the labyrinth of tax laws.

We believe that depreciable real property used in a trade or

business should continue to be eligible for the same tax treatment as

land used in a trade or business and capital assets.

(4) Inflation Indexed, 28-Year Depreciation on Real Property - The

President's proposal would replace ACRS treatment of structures with
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CCRS. Under this system, most real property would be allowed a deprecia-

tion deduction set at approximately 3.5% of the initial cost after

adjusting the basis for yearly inflation over a period of 28 years. We

believe that ACRS has provided a valuable incentive to new business

investment in the U.S. and has resulted in better long-term economic

planning.

The Administration's proposed CCRS rules, which p~rport to

introduce economic depreciation and which were based solely on one

economic study, ignore all factors other than aging. Factors such as

risk, type and usage of the structure, and capital improvements can also

greatly affect the rate of economic depreciation, but are ignored in the

study.

The CCRS proposal would substantially increase the effective

tax rate for real estate, an asset which already carries a higher current

tax rate than other investment such as machinery and equipment. The

Treasury Department Report on tax reform (November 1984) showed that

under current tax law the effective tax rate on real estate at 5 per cent

inflation is 56 per cent compared to 26 per cent on equipment.(6) Without

investment credit, the Report shows the effective tax rates on the two

types of assets approximately equal under the current system. Replacing

ACRS with CCRS would then result in a significantly higher effective tax

r~te on real property relative to equipment. Again, the concept of

neutrality is violated, as is shown in the Administration's own studies

regarding CCRS and real property.
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LPC believes that this proposal alone would significantly raise

rents, reduce new construction activity, and lower real property values.

We propose that ACRS be retained or at least that other econometric

studies be considered before structuring a new depreciation system.

(5) Excess Depreciation Recapture - The Administration proposes to

include 1980-1985 excess depreciation, as defined, in income over a

three-year period. This proposal's purpose is to prevent taxpayers from

obtaining a theoretical windfall benefit due to the proposed reduction in

tax rates. When applied to real property, the windfall benefit recapture

is fundamentally flawed because:

(a) Under the current law, there is no depreciation recapture on

real property which has been depreciated using the straight-line

method. Individual taxpayers in this situation had the expecta-

tion ot recognizing taxable gains at a maximum 20 per cent

rate, not 50 per cent.

(b) The Administration's theory is that an asset depreciated in

1980-1985 reaches a "crossover" point during a time period when

tax rates have been reduced. This "crossover" point is the time

when a taxpayer is recognizing taxable income in excess of

depreciation deductions. Because real estate is depreciated

over a longer period (a minimum of 15/18 years under ACRS), the

"crossover" point occurs much later than on other depreciable

assets. The earliest a crossover point could be reached for an

apartment building placed in service during 1980-1985 would be

10-12 years later, as much as 10 years later than this proposal

would tax the windfall benefit.
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(c) This provision also singles out depreciation and ignores other

deferred tax liability situations (such as retirement/IRA contri-

butions, installment sales, deferred compensation plans, com-

pleted contract accounting, etc.) which would also receive a

theoretical windfall benefit from lowering the tax rate.

In addition, the proposal is an administrative nightmare. For

regular corporations, the calculation of the excess depreciation is

relatively easy compared to its calculation for millions of partners and

S corporation shareholders individually for a five-year period. Members

of partnerships and S corporations would bear a substantial administrative

cost as a further penalty in addition to the recapture tax itself.

We believe that this provision, as applied to depreciable real

property, is retroactive in nature, is unfair to real estate owners, and

is theoretically unsound.

Transition Dates

Any tax reform enacted should also provide fair and appropriate

transition dates. We believe that property under construction or subject

to binding contracts before 1986 should be covered by existing tax rules.

Summary

Lincoln Property Company is extremely concerned about any dras-

tic tax changes in the real estate area without consideration of resulting

undesirable economic effects. We support the goals of fairness and
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neutrality in tax law and are concerned about the proliferation of

abusive tax shelters. However, we also support the national goal of

decent and affordable housing for everyone. Therefore, we urge the

Committee to carefully consider the President's proposals since these

changes could have a devastating effect on American workers and the U.S.

economy.

Respectfully Submitted,

LINCOLN PROPERTY COANY

SJ pBarrett
Chie rPnacial Officer
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NOTES

(1) Survey of Current Business, U.S. Dept. of Comrerce; Bureau of
Economic Analysis, April 1985, p 20.

(2) Survey of Current Business, U.S. Dept. of Commerce, Bureau of
Economic Analysis, May 1985, p 7.

(3) 1985 Statistical Abstracts, p 414.

(5) Survey of Current Business, U.S. Dept. of Conmerce, Bureau of
Economic Analysis, August 1984, p 54.

(6) Tax Reform for Fairness, Simplicity, and Economic Growth, TheTreasury Department Report to the President (November 1984), Volume
1, Table 6-4, p 110.



TABLE 1

PROJECTED RENTAL INCREASES

ASSUMING A 351 MAXIMUM INDIVIDUAL TAX RATE

(GRAPH 1)

PROPOSAL
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PROJECTED RENTAL INCREASES

ASSUMING A 50% MAXIMUM INDIVIDUAL TAX RATE

I (GRAPH 2)

PROPOSAL
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TREASURY II TAX PROPOSAL
Comments Regarding

Extend At-Risk Limitations to Real Estate

by

Minnesota Society of Certified Public Accountants
Committee on Federal and State Taxation

Authors: Dan Danielson, CPA
Michael V. Nelson, CPA
Norman R. Jones, CPA

July 1985
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EXTEND AT-RISK LIMITATION TO REAL ESTATE

General Explanation

Chapter 13.02

The President's Proposal:

The at-risk rules would be extended to real estate activities. The at-risk

rules would continue to be applicable to only individuals and certain activities

of closely held corporations.

The President's Analysis:

The proper goals of the at-risk rules is to prevent taxpayers from sheltering

income with artificial losses. The enactment of this proposal would place all

limited partnerships on an equal basis (for the treatment of tax losses). This

proposal would diminish the effectiveness of all real estate limited partnerships

as tax shelters. Thus, reducing the effectiveness of some real estate limited

partnership, as abusive tax shelters.

Our Analysis:

The enactment of this proposal has numerous adverse effects which cannot be

ignored, viz., (1) Increases in rents. (2) less low-income housing, (3) reduction

In market values of existing buildings and (4) reduction in the demand for new

construction.

The impact on the construction industry would be severe. Due to the reduced

market prices for existing buildings, it would be less costly to maintain and/or

acquire existing buildings than to start new construction projects. To this

recession prone industry, the adverse impact could be the beginning of a new

period of economic recession.

The greatest sacrifice will be required of those people least able to afford it.

The adjustment to market pressures will be a rise in rents. To the lessees of

commercial property, this will impose a significant burden. However, the

increase of rents and/or the reduction of available low-income housing is an

unconscionable burden to impose without some form of direct subsidy to assist

the economically disadvantaged.

Our Proposal:

A direct subsidy should be enacted so that low-income housing rents remain

stable. Despite the deficit problem, funds must be made available to replace

this indirect subsidy to low-income housing. Such proposal must be tied to

the tax reform to ensure that such proposed subsidy will not be overlooked

in the overall federal budget considerations.
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TREASURY I1 TAX PROPOSAL
INCREASE SPOUSAL INDIVIDUAL RETIREMENT ACCOUNT LIMIT

by

Minnesota Society of Certified Public Accountants
Committee on Federal and State Taxation

Authors: Norman R. Jones, CPA
David M. Senness, CPA
Lawrence E. Stirts, CPA

July 1985
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Chapter 14.01

The President's Proposal:

Marred individuals filing a joint return, including individuals with no annual
compensation, would be permitted to take into account their spouse's compensa-
tion in determining the deduction limit for contributions to an IRA.

The President's Analysis:

The proposed spousal compensation rule would permit certain married couples
to set aside additional amounts in IRA's for long-term savings. This would
enhance retirement security for such couples, and shoul.l also-contribute to
increased capital formation and productivity.

Our Analysis:

The tax benefits applicable to IRA's are intended to encourage individuals to
make adequate provision for their retirement security. IRA's have the potential
to be the release valve for the pressure on the social security system. The
demands on Social Security have been far greater than planned, and the
Social Secear.j. system has been greatly strained. Although a liberalization
of the deductibility of IRA contributions would cause losses to general
revenue, these losses can be offset by the future reduction or reduction
in the increase of Social Security costs. These reductions can be effected
by making the Social Security benefits a means tested benefit.

The IRA is an important element In the overall strategy to provide for retirement
security. By increasing the emphasis on IRA's and thus, increasing the contrib-
ution limits, IRA's could become the cornerstone for retirement security. The use
of IRA's for retirement savings should thus be encouraged by making contributions
available on a broad and consistent basis.
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The Mortgage Bankers Association of America* submits this statement on the impact of

the Administration's tax reform plan on housing, real estate and rehabilitation. The

President's Tax Reform Proposals to the Congress for Fairness, Simplicity and Growth

would broaden the base of taxable income and lower marginal tax rates.

IBA supports the overall thrust towards simplicity and fairness in the tax laws affecting

the American people. MIBA looks forward to working with the Administration and

Congress on tax reform without losing sight of issues crucial to housing and real estate.

The President has said our tax system should reflect American values and should

encourage investment and risk taking. Tthiese are the bulwarks of our economic

system--our growth, innovation, and entrepreneurship. lomeownership and investment in

real estate have long been regarded as integral parts of our national economic and social

priorities and our tax system has reflected these goals. Investment and risk taking are of

great concern to Americans, especially at a time when our economic growth appears to be

slowing. Investing in real estate carries potential risk. Values rise and fall with business

cycles. IBA believes that many of the provisions in the President's proposal could

increase the after-tax cost of homeownership, could reduce the incentives to invest in

rental housing and commercial real estate, and could lead to higher rents and lower

property values.

*The Mortgage Bankers Association of America is a nationwide organization devoted ex-clusively to the field of mortgage and real estate finance. IMBA's membership comprisesmortgage originators, mortgage investors, and a variety of industry-related firms.Mortgage banking firms, which make up the largest portion of the total membership,engage directly in originating, financing, selling, and servicing real estate investment
portfolios. Members include:

o Mortgage Banking Companies o Mortgage Brokers
o Mortgage Insurance Companies o Title Companies
o We Insurance Companies o State Housing Agencies
o Commercial Banks o Investment Bankerso Mutual Savings Banks o Real Estate Investment Trusts
o Savings and Loan Associations

MBA headquarters is located at 1125 15th Street, N.W., Washington, D.C. 20005;
telephone: (202) 861-6500.
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MBA has identified the following provisions of the tax proposals as most relevant to the
housing and real estate finance industry and which would affect homeownership and

investment in rental and commercial property. These are:

The restriction of full deductibility of mortgage interest expense to a

principal residence.

-- The lowering of marginal tax rates.

-- The loss of the deduction for state and local real property taxes.

-- The limitation on the deduction of other interest expense to $5,000 plus net
investment income.

The lengthening of the depreciation period for real property, including low-
income housing, to 28 years.

The loss of capital gains tax treatment for real property subject to
depreciation.

-- The extension of at-risk rules to real estate activities.

-- The loss of tax-exempt status for obligations of state or local governmentswhere the proceeds are targeted to meet the multifamily housing needs ofthe low-income, the elderly, and the handicapped.

The lnss of the tax credit for qualified expenditures incurred in connectionwith the rehabilitation of e.,rtain old or historic buildings.

The recapture of depreciation deductions taken on income-producing
depreciable real estate from January 1, U80, through June 30, 1986.

HOMEOWNERSHIP AS A NATIONAL PRIORITY

Homeownership has been the American dream as long as there has been an America.
Throughout the history of our country, homeownership has been a national priority. It
preceded the American revolution. The first European settlers established their homes on
the coast of the new continent. When the newly formed nation pushed westward, the
government promoted individual ownership of private property by homesteading acts. -
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When our country underwent urbanization and waves of Immigrants landed on our shores,
the concept of Individual achievement and success as an American was the purchase of
one's own home. For the -last 50 years, as has been apparent in our housing programs and
in our tax code, it has been an economic and social goal of our Federal government

actively to foster the growth of homeownership. Decent and affordable housing for all

Americans is one of the basic tenets of our democratic society.

Current Tax Law

From its Inception, the tax code has recognized the importance of homeownership as a
priority in the American value system. It has been tax policy to make homeownership
affordable for as m:rny Americans as possible. Purchasing a home is the biggest

expenditure most Americans will ever make. 1The annual cost of owning a home is a large
part of the budget of most Americans and is very sensitive to provisions in our tax laws.
This has been the overriding reason for including provisions in the Internal Revenue Code
which act as incentives to Americans to save for and purchase their own homes.

From the inception of the Federal income tax laws, the deductibility of home mortgage
Interest has enabled many Americans to buy and own homes. In addition to being able to
deduct their home mortgage Interest expenses, current tax law allows Americans to
deduct state and local real property taxes from their adjusted gross income. This makes
homeownership more available by reducing the effective cost of owning a home. Thus, by
reducing the after-tax cost of homeownership, the tax code has enhanced the ability of

Americans to afford their own homes.
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THE PRESDENTS TAX PROPOSAL

The President's tax proposals focus on the lowering of marginal tax rates for individuals.

In order to do this without losing revenue, the amount of income subject to taxation is

increased in the proposal by the elimination or restriction of deductions, credits, and

preferences. 1The President's tax reform proposal has been fostered by the general

impression that the current tax code is unfair, overly complex, and a hindrance to

economic growth. The impact of the changes embodied in this proposal will cause

Americans to reevaluate their shelter decisions.

Lower Marginal Tax Rates and Repeal of Deductibility of State and Local Real Piroperty
Taxes

The following discussion is simply intended to analyze the impact of lower marginal tax
rates and the repeal of the deductibility of state and local real property taxes, because

these two provisions of the President's tax proposals would most directly impact the

American homeowner. MBA's analysis indicates that these provisions would increase the

after-tax cost of homeownership. Although mortgage interest paid on principal residences

would remain fully -deductible, the value of housing related deductions would be reduced.

This would adversely affect the relative price of housing.

Let us be clear: NIBA does not oppose lower marginal tax rates per se. We simply point

out that the lowering of tax rates, when coupled with the elimination of the real property

tax deduction, has the effect of increasing the after-tax cost of owning a home.

MBA's study reveals that the after-tax cost of owning a house increases in the 35 states

included in the study, regardless of whether the state Is a low- or high-tax state. (See

attached Exhibit.)
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MBA's study analyzed the impact of the reform proposals on the first year of

homeownership for a married couple with two children filing a joint tax return in three

income groups: $25,000, $50,000, and $100,000..

Average Increase in After-Tax Costs of Homeownership

Yearly -. After-Tax Cost Average
Family Pre-Tax PercentIncome Cost* Current Proosal Icrease

$ 25,000 $ 9,164 $ 7,583 $ 8,238 8.6%

$ 50,000 $14,536 $10,107 $11,999 18.6%

$100,000 $21,384 $13,619 $16,069 17.9%

$Includes mortgage payments, property taxes, and estimated utilities, maintenance and
insurance costs.

No family income group in this analysis has its homeownership costs reduced by the

President's tax proposals. Middle- and upper-income families experience the greatest

increase in costs associated with the reduction of marginal tax rates and the repeal of the

deductibility of real property taxes and therefore are the most adversely affected by the

tax proposal.

Limitation on the Deduction of Interest

Under current law, there is a limitation on the deductibility of investment interest

expense. Non-business interest expense currently is not subject to limitation. The tax

proposal would expand the definition of investment interest to include non-business

interest expense and would lower the amount allowed as a deduction. The expanded

definition would bring in under the cap mortgage interest expense on a residence other
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than a principal residence and a limited partner's share of the limited partnership's

interest expense. This means that mortgage interest expense other than for a principal

residence would be subject to limitation for the fist timn in thie history of the Internal

Revenue Code. MBA believes that sales of homes other than principal residences could

suffer and that property values at vacation areas could suffer. This limitation also could

affect taxpayers #ith retirement homes. The potential decline in property values could

have a negative effect for lenders if borrowers find their equity has been reduced.

The flat $5,000 limitation can be increased by the amount of a taxpayer's net investment

income. This means that taxpa,. rs with investment income would be able to deduct

larger amounts of interest expense than taxpayers without investment income. Americans

who have to borrow to finance their purchases would be penalized if they have interest

deductions which exceed $5,000 and have no investment income to increase their

allowable deductions.

MBA believes the deductibility of mortgage interest expense and real estate taxes on

residences is consistent with this Nation's long-standing commitment to homeownership

opportunities for all American families. MBA opposes any restrictions or limitations upon

this deductibility.

In summary, while we support simplification and fairness in the tax system, we believe the

proposals before us pursue these goals at the expense of housing. Because after-tax costs

of housing will rise, most households, especially those with low and moderate incomes,

will have no choice but to spend more of their incomes for housing, and thus have less for

the other necessities of life.
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INVESTMENT IN INCOME PRODUCING PROPERTY

Investment in real estate represents a major share of capital Investment in the United
States. It provides the land and structures for residential and non-residential purposes. It
provides the facilities in which people live and carry on their businesses. The real estate
industry itself is a major source of employment for Americans. In short, real estate
activity provides homes, workplaces, and the places where we conduct commerce, where
we shop, and where we enjoy our lives. Real estate investment comprises over one-fourth

of all credit activity in the U.S. economy. According to the April 1985 Price Waterhouse
study prepared for the National Realty Committee, it accounts for more than five million

jobs and half of personal wealth and value of fixed capital in this country. Any changes
affecting real estate made in tax laws must be scrutinized by policy makers, as they will

have far-reaching effects on all sectors of the American ways of life.

The Legthening of the Depreciation Period for Real Property

The proposed Capital Cost Recovery System (CCRS) would lengthen the depreciation
recovery period to 28 years for real property, including low-income housing, and would

index the unrecovered basis for inflation.

MBA believes that this change, one of a series of disruptive changes over the past several
years, in the length of the depreciation period for real property i3 unwise. Numerous

changes in depreciation periods have been enacted since 1981 and there Is the possibility

of yet another change as proposed by the recently passed imputed interest legislation.

Prior to 1981, depreciation deductions were allocated over the useful life of the property.

The Economic Recovery Tax Act of 1981 eliminated this approach and replaced it with
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the Accelerated Cost Recovery System acres) , unde. which the cost of assets is

recovered over predetermined recovery periods. The recovery period for real property

from 1981 to 1984 was 15 years. Tine Deficit Reduction Act of 1984 increased the

minimum real property recovery period to 18 years for property placed in service after

March 15, 1984. The imputed interest bills recently passed by ti.e House of

Representatives and the Senate (HR 2475) propose to lengthen the recovery period again,

effective aly 9, 1985, from 18 years to 19 years. !f tax reform legislation is passed,

recovery periods would again be lengthened, perhaps t9,)8 years.

Since 1980, there ha been repeated tirPkering v ith depreciation deductions. M3A

supports consistency and certainty in 'he tax treatment of capital cost recovery for real

estate. In order to continue to attract investment capita!, the recovery period should be a

certain term of years and should remai stable over time. Real estate investmer.t

decisions require long-term ,l9nni#.g and are eninsnced by the ability to make long-term

projections. The frequent changes for cost r covery in .ecent years from 30 years to 15

years to 18 years to 19 y-ars to perhaps 28 years hampers the ability of lenders and

investors to make sound and reliable long-tcrrn, plans.

Furthermore, MBA believes that in a low and stable inflationary environment, it is

unlikely that the indexation provision to cdJust unrecovered basis for inflation will

adequately compensate investors for the loss in cash-flow associated with the

substantially longer write-off period.

MBA further points out thqt low-jicorne housing will be L-specially disadvantaged under

the President's tax proposal. Under present law, it retains the 15-year depreciation period

even as the period for there r real property has been lengthened to 18 years. MBA

elaborates on low-income housing pr )visions on tax policy on page 14 of this statement.
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Exclusion of Depreciable Property from Capital Gains Tax Treatment

\IBA supports the continuation of appropriate capital gains tax rates for the sale or

disposition of real estate. Such treatment attracts investment eapit, to construction and

real estate development, which, in turn, contributes to a healthy economy.

One of the most devastating provisions in the President's tax proposals is the denial of

capital gains tax treatment for depreciable assets, which includes rental real property

used in a taxpayer's trade or business. Such treatment for long-term gains fron sales or

dispositions of investment property has been a major feature of the Federal income tax

code ror decades. To single out depreciable property for denial of capital gains tax

treatment discriminates against real estate. By singling out one sector of the

economy--depreciable property--for selective harsh treatment, the President does the

opposite of what he promised. It makes the proposal unfair.

The top effective tax rate for capital gains on depreciable real property would increase

from the current 20 percent to 35 percent. Non-depreciable capital assets, such as stocks

and bonds, would receive a 50 percent exclusion for a top effective rate of t7.5 percent.

MBA believes that investments in income real property would be at a competitive

disadvantage vis-a-vis other capital assets. MBA believes that the capital gains

differential plays an important role in savings and investment decisions and in capital

formation. Investment activity in income real properties could decline. due to the loss of

preferential capital gains treatment combined with the proposed less generous

depreciation rules. The real estate market could be "locked in" by the increase in the rate

of tax on gains because investors woild be reluctant to sell their assets at a rate nearly

double the current tax rate.
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One of the purposes of capital gains treatment is to attract capital to investments In

which risk is involved. History has proven that the availability of Investment capital is

directly related to the level of capital gains tax rates. When top effective capital gains

rates were 49 percent in the early 1970s, real estate experienced one of Its worst

recessions in recent history. According to a recent National Realty Committee analysis,

with each decrease of capital gains tax rates, Investment has increased. Federal revenues

from capital gains taxes increased by $3.6 billion when the rate was reduced to 28 percent

i.i the late 1970s.

Extension of the At-Risk Rules to Real Estate Activities

MBA supports the continued exclusion of real property from the application of the at-risk

rules.

Imposition of the "at risk" rules on real e3t;te transactions wIll dramatically alter long

standing real estate market forces. The tax code has not been the incentive for non-

recourse financing of commercial real estate. Investments have traditionally been

without recourse with the real property as the specified security. iis market practice

has always been independent of the tax code and is attributable to the secured nature of

the ceal estate market.

Mortgage lenders base their determination to make a nc-recourse reol estate loan on a

number of factors heir decision is based on the value of the asset and whether Its

;ncome stream indicates a prcbebillty of return of principal nnd whether the Interest rate

is competitive and compensates the lender for the risk Involved in making the loan.
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MBA believes it is unwise to change the character of investment in commercial property.

Middle-income Investors would be eliminated from the market because they could not

share the risk of loss from Investments for which they would have to be personally liable

in order to participate in the investment. This woul.1 be analogous to the impact of the

now-defunct proposal to tax limited partnerships with more than 35 limited partners as

corporations. It would allow only wealthy Individuals to invest in the real estate market

and would preclude many other Investors from participating in real estate investment.

This would Impede capital formation.

Effect on Real Estate Capital Values

Capital values will likely suffer under three key provisions--lengthening the depreciation

period for real property, eliminating preferential capital gains tax treatment for

depreciable real property, and the extension of the at-risk rules to real estate activities.

If property values are adversely affected, the principal amouht of existing mortgages

could exceed the values of the underlying properties. When mortgage loan-to-value ratios

are high, the risk of default Increases. The investors' equity in the properties will l'ave

disappeared and along with It the incen t ive to keep Investing more money in those

properties. This is especially true In periods of low inflation when property values lave

little or no expectation of appreciation and Investors see scant prospects for return on

Investment.

Recapture of Depreciation Deductions

MBA Is greatly concerned about the provision that would require taxpayers with total

depreciation deductions of $400,000 for the six-year period 1980 to 1985 to Include in
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their income over a three-year period, 1986 to 1988, 40 percent of the difference between

depreciation deductions allowed under straight-line and accelerated depreciation for

property placed into service between January 1, 1980 and December 31, 1985, for which

depreciation deductions are allowable under current law for any part of- the period

January 1, 1980 through June 30, 1986. MBA believes that such a provision in a tax

proposal for fairness and simplicity is both unfair and complex. For real estate it is a tax

on a non-taxable event. For long-lived assets the cros,;o~er point could be further in the

future than the 1986-1988 period, yet the "expected" deferred tax liability has to be paid

before that time. In that case, it is a tax on money the taxpayer has not received. In

addition, the recapture provision discriminates against depreciable real property by

denying it the marginal rate reduction for three years while allowing owners of other

kinds of income property, such as land and fixed-income debt obligations, the full benefit

of lowzr rates.

The Repeal of the Tax Credit for Qualified Rehabilitation Expenditures

MIBA supports Federal tax incentives aimed at encouraging the rehabilitation of

historically designated income producing properties. MIBA believes that the rehabilitation ,

and preservation of historic structures is an important national goal. Federal tax

incentives represent a needed incentive to the private sector to meet this goal.

MIBA believes the rehabilitation tax credit is an incentive to investors to renovate older,

existing properties for income producing purposes. MBA agrees with thr. intent of

Congress to spur urban revitalization when it enacted credits for rehabilitation

expenditures. According to the Department of the Interior Preservation Assistance

Division, the 1976 tax incentives have stimulated considerable p,'ivate investment in

historic preservation. Since 1976, 60,000 housing units have been involved in the
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rehabilitation process, including the creation of 32,000 new housing units. Of these units

14,000 were for low- and moderate-income families. Sixty-five percent of the owners of

certified rehabilitations indicated that they would not have done the rehabilitation work if

the tax credit had not been available.

Repeal of Tax-Exempt Status of Mortgage Revnue Bonds

MBA urges that the Federal income tax exemption on revenue bonds for financing private

indOstrial income-producing facilities be eliminated, except where such financing is used

to meet city, state, or Federal environmental requirements, or is used to finance federally

or state assisted single- and multi-family housing that is targeted toward meeting the
*1

needs of the disadvantaged, specifically the low income, the elderly, and the handicapped.

These bonds are extremely important in generating new multifamily construction, which is

direly needed in many localities, particularly since Federal assistance for subsidized

multifamily housing has been virtually eliminated.

Approximately one-quarter of the multifamily units started in 1984 were financed by tax-

exempt multifamily revenue bonds (MRBs). In addition to these 113,000 new rental

apartments, MRBs produced 26,000 units of substantially rehabilitated rental housing.

MRBs can provide significant decreases in the cash cost and total cost of owning a home.

According to a soon-to-be-released study, a 2 percent reduction in the mortgage interest

rate, from 13 to 11 percent for a level payment mortgage, would reduce total

homeownership costs by 13 percent.

MBA supports tax-exempt financing for housing as long as it is targeted to the low-

income, the elderly, and the handicapped.
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Low-Income Housing

MBA believes that the President's tax proposal would virtually preclude investment in

low-income rental housing. Under the current law, low-income housing is depreciated

over 15 years, as opposed to 18 years for other income property. Under the proposed

CCRS, the recovery period for low-income housing would be 28 years, the same as for

other real property, and therefore would lose an attractive incentive for investors. In

addition, taxpayers who invest in the rehabilitation of low-income rental housing would

lose their election to amortize their rehabilitation expenditures over a five-year period.

MBA believes that the repeal of these incentives, combined with the extension of the at-

risk rules to real estate transactions and the loss of favorable capital gains treatment,

will discourage investment in low-income housing. Low-income housing also could not be

financed with tax-exempt bonds under the proposal.

MBA believes that the elimination of these incentives will cause rents to rise over the

next three to four years to compensate investors for the reduced cash flow attributable to

the loss of tax benefits.

Preliminary findings of studies that are underway indicate that the proposed changes in

the tax treatment of investment in conventionally financed rental housing, the removal of

tax incentives for investment in low-income housing, and the repeal of the tax-exempt

status of MRBs will eliminate the production of the 25 percent of rental units that are

financed at below-market interest rates. The increase in capital costs of these projects

will lead to a large reduction in investment in such projects and a decline in construction.

Findings indicate that the decline in the number of new rental units and the increased

demand for rental housing. will increase average rents by more than 20 percent over
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leveLs. Even slight rent Increases are likely to offset any gains which low- and moderate-

income households may have as a result of the proposed tax cuts. A two-earner couple,

with an annual income of less than, $25,000 may have a tax cut of $100 a year. Even a

small rent increase would offset that tax cut.

CONCLUSION

The President's comprehensive tax reform proposals eliminate or restrict tax deductions,

credits, and preferences in order to lower individual tax rates on the grounds that the tax

system will be fairer and that individuals will have more after-tax dollars for investment.

Yet the evidence from the 1981 tax cut is that Individuals did not save and invest the

additional dollars. MBA believes that reducing the Federal deficit is the path to economic

growth. The Federal government is competing with the private sector in the capital

market for Investment dollars. If those dollars were invested in the private sector rather

than in the Federal government, we would have the economic growth the President wants

and the Nation needs.

Also, because of MBA's deep concern over the Federal budget deficit, we raise another

issue, whether the tax proposal is revenue-neutral. Treasury Secretary James Baker has

said that tax reform legislation which either loses or gains $47 billion over five years

would be viewed as revenue-neutral by the Administration. The Senate and House Budget

Committees have spent months trying to agree on spending cuts of $56 billion. Given the
magnitude of solving the budget deficit problem, a tax reform proposal that carries the

possibility of an Increased $47 billion budget deficit over five years should receive the

very closest scrutiny by Congress.
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MBA would also like to point out its concerns over the mismatch of effective dates for
broadening the taxable income base (Januar^t, 1986) and for lowering marginal tax rates
(July 1, 1986). This has a twofold effect. A larger tax base will be taxed at current rates
for one-half of 1986, which cuts in half for 1986 the potential tax benefit associated with
lower marginal tax rates. In addition, the opportunity arises for those who can afford to
do so jo defer income to the second half of 1986, when tax rates would be lower.

This is only one of several provisions that appears not to be fair or simple. Many of the
provisions, such as denial of capital gains treatment for depreciable real property and the
recapture of depreciation deductions, do nbt live up to th stated goals of tax reform:

fairness and simplicity.

MBA encourages Congress to scrutinize carefully the President's tax proposals as well as
Congress' own proposals, because a careful analysis of the Internal Revenue Code is long
overdue. While engaging in this analysis, however, MBA urges Congress not to lose sight
of the important social purpose of adequate housing that is currently encouraged by a
variety of provisions embodied in the present tax code.

MBA appreciates this opportunity to present its views and would be happy to provide

additional information if necessary.
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Hr. Chairman and Members of the Senate Finance Committee,my name is Roger Greer and I am President of the NationalApartment Association.* I am also President of the TexasDivision of Johnstown American Companies in Houston, Texas,a full service real estate company. I appreciate theopportunity to present the views of the NAA concerning theimpact of the President's "so-called" tax reform proposalon the rental housing industry.

We have no doubt that the proposal would severely injureour industry. The President's tax proposal will stop theproduction of rental housing, drive up rents, cause furtherdeterioration of existing housing stock and force theprivate sector out of the rental housing market. As aresult of the changes proposed, the Administration hassignaled that decent affordable housing is no longer anational goal. Direct government assistance for housinghas virtually been wiped out. Now, the incentives forprivate industry to produce and maintain existing rentalhousing would be repealed.

When the Treasury Department's tax reform proposal wasreleased in November 1984, the NAA commissioned a study toassess the impact of the proposed changes in the tax codeon the rental housing industry. This study (which did notconsider the at risk and interest cap provisions) showedthat rents would have to increase by 44 percent to make upfor the loss of tax incentives as proposed in Treasury I.

When the President presented his tax reform proposal inMay, our economist analyzed the provisions using the samemodel used to evaluate Treasury i. Although thePresident's plan is not as harmful as the Treasury Iproposal, the President's plan would have a devastatingimpact on the multihousing industry. Our study of thePresident's proposal shows that rents must increase 18percent in order to offset the tax changes. For theaverage renter, rents will go up from $350 to over $410 permonth while the average tax savings would be in the rangeof $7 to $15 per month, or $84 to $180 per year.

*The National Apartment Association is a trade association
representing over 200,000 multifamily professionalsincluding owners, developers, managers and industrysuppliers of over three million rental units andcondominiums nationwide. The NAA is headquartered at 110114th Street, N.W., Suite 804, Washington, D.C. 20005.
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The economic analyses commissioned by NAA focused on
several of the provisions in the President's proposal:

- The lengthening of depreciation schedules

- The application of the at risk rules to real estate

- The limitation of the deduction of interest expense

- The repeal of the capital gains exclusion for
structures

- The repeal of the 10-year amortization of construction
period interest and taxes, and

- The change in marginal tax rates

The following is a summary of the major effects on the
rental housing industry if these provisions in the
President's proposal are adopted:

- To maintain the current yield for investments in
multifamily property, rents on properties would have to
increase by more than 18 percent on properties that
are constructed after enactment of the President's
proposal.

- Investor/owners could experience declines in the value
of their holdings by more than 15 percent unless rents
increase significantly above inflation.

- New production of rental housing would decline sharply
resulting in a housing shortage.

- In those particular developments where higher rents
cannot be charged, the construction or rehabilitation of
multifamily housing will not take place. The resulting
shortage of housing will eventually drive rents up.
Private industry will not be able to produce affordable,
decent rental housing; particularly for those in income
brackets that are least able to afford it.

- The lowering of the tax brackets and the expected lower
tax for rental household families would be quickly absorbed
by rent increases; thereby leaving renter households with
less money for non-housing expenditures.

- The decline in rental real estate values could have a
signifi3nt negative impact on loan to value ratios. This
would increase the risk to the current portfolio of lenders
who have invested heavily in apartments since the early
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1980's when lending institutions were deregulated.

Although our studies show that rents would have to increase
dramatically, it is doubtful that they would. Two market
forces act to restrict increases in rent levels. The first
is the income level of renter households. According to the
U.S. Housing Survey, 1983, the median renter household
income was approximately $13,400. These people cannot
afford to pay higher rents.

Renters represent about 35 percent of all households in
America. This translates to approximately 30 million
households who choose to rent or find it necessary to rent
in order to meet their shelter needs. The typical renter
household devotes approximately 30 percent of its income to
housing as compared to an owner household that devotes 18
percent of its income to housing and has a median income of
$24,400. In 1983, 11 million renter households, or 37.5
percent of renter households had incomes below $10,000.
Their median gross rent as a percentage of income was 56
percent. On average, households with income under $10,000
spent over one half of their income for housing.

The limited income is the principal reason that renter
households spend a disproportionate share of their income
for housing. Table I gives the latest available data
for household income groups and their housing expenses as a
share of income by tenure.

To the extent the tax incentives are repealed, rental
income will have to increase to make up the shortfall in
the rate of return. Consider the following example --
it is estimated that a married couple with an income
of $25,000 would save $100 per year in taxes or, $8.00 per
month. Assuming market forces would allow for only a ten
percent increase in rent on a $350 per month apartment, the
increase would be $420 per year or, $35.00 per month.
This household's n t cash position would be worse, and
their tax savings v.uld be absorbed within three months by
rent increases. Clearly, tax reform will not benefit this
renter household when all the costs and savings are
tallied.

A second market factor that restricts rent increases is the
favorable tax treatment of single-family housing. To a
large extent, rents are limited by the minimum price of
ownership housing with its tax advantage of the mortgage
interest deduction, irrespective of the costs of providing
rental housing. The President's proposal creates an
imbalance between the two different sectors of the shelter
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industry. The homeowner sector retains most of its taxsubsidies, the mortgage interest deduction and thenontaxable "imputed" value of rent. At the same time, therenter sector loses essentially all of its tax incentives.

The subsidy in the tax code for shelter is tilted awayfrom those in need toward those with the highest income and
most expensive shelter.

With rent levels restricted by the income of the poor and
the ability of the upper bracket residents to buy, ourindustry must operate within narrow boundaries. The rentalincome plus the expected capital appreciation of the
property do not provide an adequate return to investors.The incentives provided by the tax code make the difference
when the decision to build or not to build is made. Inother words, the tax incentives allow rents to be moreaffordable. Without tax incentives there will be a halt inmultifamily housing construction and abandonment ofrehabilitation. Only those complexes where sufficient
rents could be charged would be constructed. Housing inlow-and-moderate income communities would suffer.

The multifamily rental industry not only competes with thesingle-family industry, but it must compete with commercialreal estate for investment capital. Because we are in the
business of providing housing, the Committee must make apolicy decision; whether to continue to give some tax
advantages to multifamily housing. Commercial propertiesgenerally have a greater ability to raise rents because
commercial tenants can pass through their costs. Inmultifamily housing we are dealing with the ultimate
consumer -- the lowest-income Americans -- who cannotabsorb rent increases without lowering their standard of
living.

The tax code has provided additional incentives to housingin the past. Depreciation schedules prior to 1981 as well
as under the Economic Recovery Tax Act (ERTA) were morefavorable to housing. Faster schedules and more lenient
recapture rules were permitted. We urge Congress torecognize the special needs and problems that the
multifamily rental industry has.

Decent affordable housing has been a national goal. Thiscountry has and will continue to assist the poorestsegments of-our population by providing food, shelter andmedical care. These are basic needs. As an industryspokesman with experience in the private sector of the
housing industry, I can assure you that the private
industry can build and operate an apartment complex much
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more efficiently than the government. On an average,
private industry can build an apartment unit for $30,000.
The cost, when government does it, rises to $50,000-60,000
per unit. Assuming this country wil continue helping to
house our poorest people, co sider the cost of using tax
incentives to produce housing versus direct subsidies. The
cost to the government is far less when private industry
produces the housing for our citizens.

Mr. Chairman, political realities have forced the housing
industry to look to the tax code as the vehicle for
providing the assistance we need so that affordable housing
can be available for Americans. Direct appropriation
programs, especially for our poorest income households,
will always be necessary. "Tax shelters" are not just
loopholes for the wealthy to-avoid paying taxes. Instead,
these "shelters" make it possible to build and rehabilitate
housing for low-and-moderate income Americans that would be
economically impossible without tax incentives provided
through the tax code. These tax incentives, including the
Accelerated Cost Recovery System (ACRS) of depreciation,
the full deductibility of interest expenses, the
non .pplicabillty of the at risk rules to real estate and
the use of tax-exempt housing bonds have been the lifeblood
of our industry. The preservation of these tax incentives
is essential to ensure that affordable rental housing will
continue to be produced by the private sector.

In addition to the concerns about housing, the economic
impact that our industry has on the economy shouldnot be
overlooked.

If the curren: tax laws remain intact, an estimated 500,000
units will be added annually to the rental stock in the
decade of the 1980s. The construction of 459,000
multifamily rental units last year produced about 371,000
man years employment for workers in the construction
industry. These workers earned $7.7 billion in wages and
salaries in 1984. Multifamily rental construction annually
accounts for the generation of $1.1 billion of federal,
state and local taxes.

In addition to construction, in 1983, the rental housing
industry generated $74 billion (excluding new construction)
or 2.2 percent of the Gross National Product. The rental
housing industry employs approximately one million
full-time employees (excluding construction).

If the President's proposal was adopted, the reduced
investment in multifamily construction would cause a
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tremendous loss of jobs, economic production inconstruction industry and in the industries that supply thehousing industry. It would also lead to housing shortages
in the near future.

NAA agrees that every industry must pay itb share inattacking the Federal deficit. However, we feel the realestate industry is paying a disproportionate share of theburden. In fact, the President's tax reform proposal
released in May contains provisions which, if enacted intolaw, would substantially alter how we, in the multihousing
industry, will supply rental housing for this country.Under the proposal, the major changes which would impactreal estate are the following:

DEPRECIATION

The current depreciation schedule for real estate would berepealed. Instead, the basis of depreciable assets wouldbe indexed for inflation and depreciation allowances fortax purposes would be set at four percent per year with aclose out in 28 years. This is a drastic change fromcurrent law. It also puts real estate in a worse positionthan it was prior to the Economic Recovery Tax Act (ERTA)of 1981. Prior to ERTA, buildings could be depreciatedover an 18 to 25 year period using component depreciation.The President's proposal would also prohibit accelerateddepreciation schedules which serve to attract investmentcapital by providing greater deductions in the early years.

According to our analysis, the change in depreciationschedule from ACRS to the Capital Cost Recovery System(CCRS) would have the effect of requiring rents to increase
by 9.8 percent.

INTEREST EXPENSE

The President's proposal would place a cap on deductionsfor interest expense of $5,000 plus investment interest
income. With regard to the interests of multifamilyhousing, this cap would apply to the limited partner's
share of interest expenses of the limited partnership. Itshould be noted that the non-business interest expensefor the principal home mortgage remains fully deductible.

The real estate industry relies on borrowing a significantportion of the purchase price of the property. It iscommon to borrow up to 80 percent of the proceeds undera long-term debt agreement. Lenders are willing to allow
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loans to value ratios of 80 percent because they have the
security of the real property. Because high leverage is
the norm in real estate transactions, the $5,000 interest
cap is especially harmful to the industry. If borrowing is
restricted and more equity is required, greater rates of
return will also be- required. This will place further
upward pressure on rents.

This provision treats the debt expense of a limited partner
as if it was not a business expense. This type of
treatment ignores the risk involved in real estate
investments by limited as well as general partners.

AT RISK RULES

The President's proposal would apply the at risk rules to
real estate. This is a false solution to problems that
involve over-evaluation of the property.

The at risk rules were originated to prevent the use of
phony non-recourse debt to artificially inflate the basis
of property thereby inflating depreciation deductions and
the investment tax credit. Real estate has traditionally
used non-recourse financing for reasons that are not tax
motivated. Lenders are willing to accept only the assets
as security for the debt. Certainly, there is no incentive
on the lender's part to lend more than the security is
Worth.

Non-recourse financing serves to reduce some of the risk of
the borrowers who invest in real estate. Because of the
large amounts of money and debt, investor/borrowers cannot
afford to be personally liable for the entire debt.

The application of the at risk rules is not an appropriate
response to alleged problems related to over-valuation of
property. Personal liability for the mortgage will
increase the risk of the investment. Greater risks will
demand greater returns. The result will be the reduction
of housing production to the most secure, expensive
developments.

RECAPTURE OF DEPRECIATION

The President's proposal would recapture as income 40
percent of certain depreciation expenses taken pursuant to
ACRS schedules. To the extent ACRS expenses were taken
between 1980 and 1986, the excess over a 40 year
straight-line depreciation schedule would be subject to
this new recapture tax. The recapture tax would apply
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whether or not there is a sale of the property. This -penalizes investment in improved real estate and capitalequipment -- the very things that have increased ourproductivity and capital base.

This is retroactive legislation. It unfairly penalizesindustry that played by the rules. It causes a breach offaith with the business community because we acted inaccordance with Congress' and the President's wishes onlyto be "burned" for doing so. The NAA strongly opposes this
provision.

TAX-EXEMPT HOUSING BONDS

In today's high interest rate environment, tax-exempt bondfinancing is an essential tool to reduce the debt servicesufficiently to make the transaction "pencil out." It Isestimated that 50 percent of the multifamily housingproduction in 1982 used tax-exempt financing. In 1983 and1984 that figure was in the 22 to 24 percent range.Without the ability to reduce the debt service expense by200 to 300 basis points, many of those apartmentdevelopments would not have been built. The prohibition ofthe use of tax-exempt financing for multifamily housingwould curtail production. Because of the low-incomeset-aside requirements to obtain bond financing, thegreatest impact would be on the residents who can least
afford it. -

CAPITAL GAINS TAX

The President's proposal would deny the long-term capitalgains treatment to assets that are depreciable. Withregard to real estate, gains on the sale of land would beentitled to a 50 percent exclusion, but the structureswould not be. The basis of the structure would be adjustedfor inflation each year.

Long-term capital investments should receive special taxtreatment in order to encourage those investments.Improved real estate Is a long-term investment. It alsoinvolves a great deal of risk, therefore, the capital gainexclusion should apply to structures as well as land,stockr and bonds. It seems counterproductive to givespecial tax treatment to speculative investments in stocks,while placing the full brunt of taxation on the real estateand construction industries which create jobs throughout
the economy.
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HISTORIC AND REHABILITATION CREDITS

The proposed repeal of the historic and rehabilitation
credits would have a significant impact on those urban
areas that are trying to take advantage of their existing
infrastructure. To the degree society wishes to preserve
historic structures, to rejuvenate inner cities and
rehabilitate existing housing stock, this credit should be
retained.

RAPID AMORTIZATION OF COSTS

There are two provisions that currently allow the rapid
amortization of ccrtiiri expenses that encourage
construction and rehabilitation of real estate which
would be repealed under the President's proposal. The
repeal of the ten year amortization ofconstruction period
interest and taxes would require that these expenses be
amortized over the life of the building -- 28 years. The
President's proposal would also repeal the five year
amortization of low-income rehabilitation expenses.

The shortened amortization period provides an incentive to
build and to rehabilitate. Although these items do not
have large dollar value impacts, they enhance our
industry's case that real estate is bearing an excessive
burden of the so-called tax reform effort.

In light of our national priority to provide decent and
affordable housing to all Americans, NAA urges Congress to
preserve the tax incentives for capital formation in the
multihousing industry in any overhaul of the current tax
system. These incentives have kept the industry alive and
have helped make the United States the best-housed nation
in the world. They should be preserved and strengthened.

Private capital formation is essential to economic growth.
The multihousing industry had just begun to reap the
benefits of the positive changes enacted by Congress in
1981. The Economic Recovery Tax Act of 1981 provided some
security to the rental housing industry by creating tax
incentives which were designed to stimulate the economy.
However, since that time Congress has consistently taken
away these incentives through the Tax Equity and Fiscal
Responsibility Act of 1982 and the Deficit Reduction Act of
1984. The trend seems to be to focu3 on the real estate
industry to make it bear an overwhelming and unfair portion
of the burden of repaying the Federal deficit.
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Critics focus on the high returns received by successful
real estate ventures, but capital investment in real
estate is very risky. This risk is often forgotten because
failures in real estate are not newsworthy unless a whole
state's saving and loan industry is imperiled by "risky"
real estate investments as happened in Maryland.

In the multifamily area there are very unique risks
including political interference with rights of ownership
such as rent control, local taxation at discriminatory
rates, substantial tax preferences for ownership housing
and bankruptcy laws that treat rents differently than other
debts. Because renters cannot afford rents sufficient to
generate a rate of return commensurate with the risk of theinvestment, tax incentives are necessary. The alternative
is for the government to spend billions for direct housing
subsidies.

Frequent modifications of the tax code create uncertainty
in the market and prevent long-term planning, an integral
component of real estate investing. Furthermore, since thereturn on investments in rental housing is diminishing due
to increasing maintenance costs and other factors,
investors will begin to look elsewhere for investments that
are more fruitful and more secure. The rental housingindustry cannot withstand and survive continued changes in
the tax code which draw more and more potential capital
away from the industry.

Mr. Chairman, the rental housing industry has already begun
to feel the effects of the Administration's tax reform
proposal. Our members across the country have witnessed anincreasing loss in the vitality in the industry under the
shadow of further detrimental changes to the tax code. On
behalf of the National Apartment Association and also
of the residents we serve, I urge the Committee to examine
and recognize the impact of each of the provisions in the
President's "so-called" tax reform proposal and to work topreserve the essential tax incentives which have been the
mainstay of the industry.

The NAA would be pleased to offer our assistance in
establishing a coherent effort to assure that any tax
reform package which may come before the Congress actually
promotes fairness, simplicity and economic growth.

Mr. Chairman and Members of the Committee, I thank you
for allowing me the opportunity to express our views.
I would be happy to answer any questions which you have at
this time.

52-228 0 - 86 - 17
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TABLE I
Household Income and Median Housing Expenses
as a Percent of Household Income (1983)

Renter versus Owner Households

Renters

Income % of total

10,000 37.5
10-14,999 18.2
15-19,999 13.6
20-24,999 9.5
25-34,999 12.1
35-49,999 6.3
50-74,999 2.1
75,000 _ 0.7

Total

median gross
rent as a
% of income

56
32
26
21
18
14
12
19

100.0

Median Income $13,400

Source: U.S. Bureau of Census and
HUD 1983 Annual Housing Survey

% of total

13.0
9.4
9.3
9.8

21.2
20.2
11.8
5.3

Owners

median
housing
expenses
as % of
income
41
24
29
20
17
14
12
9

100.0

$24,400
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National Apartment Association
Page Twelve

TABLE I I
Cumulative Effects of President's Proposal
Mortgage Interest Rate - 14 percent

Holding Period

Inflation Rate -

8 years

4% 6%

18 years

4% 6%

A. Rental Income as % of
Total Development Cost
required to produce
ATIRR of 15%

B. % Change in rent
required to produce
ATIRR of 15%

C. % Change in value
from base before any
rent increase above
assumed rate of inflation

D. ATIRR before any
rent increase above
assumed rate of inflation

21.4 17.4 20.6 17.1

+12.6 +18.4 +17.7 +22.1

-11.7 -15.6 -15.0 -18.3

+12.1 +11.8 +11.8 -12.4
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APPENDIX II
W{E ANALYTIC FRAJMERX

To analyze the effects of changes in tax legislation, Brueggeman used a
variation of the present value framework he previously had employed in 1977 and
1982, and that of de Leew and Ozannee in 1979. In the framework, cash flows
related to development costs (adjusted for cash flows related to development
phase), after-tax cash flows from annual operating revenues less expenses, and
after-tax cash flows from the sales of the property in some future year are
discounted by a required after-tax rate of return until equality between inflows
and outflows is achieved. P re specifically, the after-tax rate of return (K) on
equity invested in a real estate income property investment can be determined
frm:

Id (TDCi  DFi) = ES (Ri  . Oi . i P )  (Ri  -Oi i - Di - Ai)  to

i-1 (1 + K) 
i  0~"( K+ k

i

V, - Bs " Ss " Gst " .RCs to

(I . K)

TDC a total development costs, including land (L)

DF - development financing

d a end of development period

s a holding period in years

R i  rental income in year i

o a operating expenses including property taxes, in year i

a interest on mortgages paid in year I (adjusted for inflation
urder Treasury proposal)

Di tax depreciation taken in year i

A a amortization of construction period interest and property taxes
(becomes 0 in Treasury proposal and is included in depreciable basis)

to M marginal ordinary income tax rate

ts  a marginal capital gains tax rate

P, a principal portion (amortization) of the loan payment in year i

Vs  a estimated value and selling price in year s

S selling and other traaction costs in year s

Gs a capital gain, net of selling costs (S.) resulting fr-m sale in year s

RCs  net excess depreciation (accelerated over straightline) which is
recapturtd upon sale (if relevant)

Bs * balance of mortgage.in year s

K nominal afteT-tax discount rate on equity investment in a
property held for s years
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In the long run, we would expect that the present value of after-tax cash
flows, when set equal to the present value of equity invested in the property
would result in thsae marginal investor earning a competitive, after-tax rate of
return (K) if the property is held for s years. The holding period (s) and the
value of the property when sold (V) would be such that a buyer in year s,
would also earn the same after-tax rate of return on equity from the same
remaining economic life of the property. Similarly, if the after-tax rate of
return is given, the Equation canbe rearranged and rents (R) can be determined
given estimates of other variables.

In the analysis, the total development costs (TDC) are equivalent to the
demand price for a project. Then, given a value of 'X' and inputs for lAnd,
development, and operating expenses, capital gains treatment (relevant uider
current tax legislation) and transactional cost, the initial level of retts (A)
necessary for investors to earn a required after-tax rate of return on equity can
be ascertained. After this equilibrium relationship between R and TDC is established,
the market effects of changes in relevant tax variables can be exained for rental
properties. By making appropriate changes in the equation for tax variables JIn
question, a new equilibrium relationship between R and TDC is established.given
that the same after-tax rate of return must be earned by. the investor. The shert
run impacts on value and after-tax internal rates of return can be estimated from
the simulation, assuming rents do not rise to offset the tax law changes. The
longer term impacts would be determined by market adjustment forces.

To analyze the impact of tax changes on the residential rental property, a
Base Case example of a recently developed rental property uder current tax laws
was established. The Base Case assumptions shown in Table 11 in the body of the
text were produced from a representative sample of properties.

The simulations of the impact of the effects of the proposed changes were
run under different assumptions regarding inflation, interest rates, and holding
periods.



514

ROWNSTEIN ZEIOMAN AND SCHOMER

STATEMENT
OF THE

NATIONAL ADVISORY COUNCIL OF
HUD MANAGEMENT AGENTS

ON THE IMPACT OF THE PRESIDENT'S TAX PROPOSALS
ON THE EXISTING MULTIFAMILY STOCK

July 16, 1985
SENATE FINANCE COMMITTEE,

U.S. SENATE

The Advisory Council

The Advisory Council of HUD Management Agents is a

representative group of 36 independent management firms from all

parts of the country. They are responsible for the management of

approximately 35 percent of all Department of Housing and Urban

Development ("HUD"), Farmers Home Administration and State

Housing Finance Agency - financed rental housing in the

country. Our officers, for instance, are awa'- of housing issues

in many sectors of the country: Council President Daniel B.

Grady is from California; First Vice-President William Kargman

from Massachusetts; Second Vice-President Irwin Yeagle, New

Jersey: Secretary Robert Shirer, Florida, and Treasurer Harold

Platter, Tennessee. We engage in an ongoing dialogue with the

regulatory agencies on procedures, practices and regulations that

will make housing work better; we also try to practice what we

preach. There are over two million units of such privately owned

housing in existence today. As we discuss in our testimony, we

are concerned about the serious impact of the President's reform

proposal on all rental housing. We are, however particularly
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concerned and focus our testimony today On these existing two

million units. ouite simply, the President's proposals will have

a devastating impact on this housing and its residents.

Most of these units are in projects that are 10-18 years old

today, and increasingly in need of capital repairs. By and

large, with the help of governmental subsidies, they have paid

their own way over the years, but have produced little or no cash

flow, and lack adequate reserves or other funding sources to pay

for immediate repairs or to replace major systems.

The Federal Government's Role And Investment

The-e is nothing surprising about this state of affairs.

Congress consciously provided that the sole economic incentive to

create much of this housing for its residents rested on the tax

benefits available to existing and future owners. Congress made

a conscious and correct judgment that private industry utilizing

the Tax Code can provide better housing cheaper than can the

government. Regardless of the merits of this particular subsidy

and delivery system, it is a reality and billions of dollars of

private and federal money have been invested that depend on these

assumptions. Most of these projects have restricted rents,

restricted returns and restricted uses. In short, they have no

economic utility. To a large extent only the traditional tax

advantages for real estate and the ACRS system enacted in the

1981 tax bill have kept thousands of these units, particularly

those financed under the Section 221(d)(3), Section 236 and Rent
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- Supplement programs, intact. They are the incentives for present

and future owners to invest millions of dollars in refurbishing

and maintaining these projects.

Even with these incentives, many of these units fall into

default on debt service, with subsequent assignment of mortgages

to HUD (or to the Farmers Home Administration or State Housing

Finance Agencies) with a consequent and immediate payment of

insurance claims. Without suggesting that the available figures

are completely definitive, scme data is available to suggest the

gap between the costs of maintaining or rehabilitating existing

units (a cost ranging up to $1,000 per unit) and the costs of

assignment to HUD. HUD estimated actual assignment per unit

costs at $16,355 in FY 1982, and $24,300 in FY 1983. Even

accepting HUD's explanation that the latter figure may be skewed

by assignment of a single large project, the assignment cost is

major -- and the basic dollar figure cannot reflect the losses in

terms of rehabilitation deferred, neighborhood deterioration, and

the subtle wearing down of the quality of life for tenants. If,

am HUD has estimated, perhaps 2500 units were to be assigned to

HUD in 1984, and assuming a $20,000 median ner unit cost, then

the so-called revenue neutrality of the tax proposals begins to

be eroded. (See attached letter from BUD Secretary Pierce to

Senator Riegle, May 22, 1984, p. 5.) What is true in this single

cost area can be replicated in a series of analyses that suggest,

as a bottom line, that the losses attendant on enactment of the

tax proposals affecting this real estate alone may overwhelm the

savings to Treasury.
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The Housing Stock

The Council's primary objective is the preservation of the

existing govermental financed multifamily stock. The projects we

manage represent an enormous federal investment that will

probably never be replicated -- the programs are not there, the

commitment is not there, and the cost in today's terms would be

staggering, The existing inventory represents an irreplaceable

reso'Ir%.e.

But it is a troubled resource. An industry study in 1983

revealed that almost 10 percent of the existing inventory had an

average immediate need of $800 per unit for replacement and

repairs. The more recent experience of investors and developers

of older projects suggests a per unit expenditure of $1,000 is

more realistic.

Why bother? Where is the money to come from? The impera-

tive to preserve this stock will be echoed in numerous presenta-

tions before this committee, before Ways and Means, and before

the Banking and Budget Committees.

The Need

The need for rental housing for low income Americans is of a

magnitude only incompletely documented. Our free market economy

has produced such housing driven by two forces -- direct federal

subsidies and the incentives built into the Tax Code. The

federal subsidies are, to all intent, gone. Even if you disagree

with our belief that the Tax Code should be used for social
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objectives, the bottom line is that the existing tax incentives

represent the only option available to maintain the physical

integrity of our existing rental stock. The prospect of sale for

the last several years has represented the only significant

source of capital for preserving these projects. Through a

detailed and thorough review process,, the TPA Process", HUD, and

state agencies, review each proposed sale of a project and

approve it only when satisfied that a project's physical and

financial needs are being addressed. Without the tax incentives

Treasury II eliminates there is no way real estate in general,

but these projects in particular, can compete for critical

investment capital.

The high cost of denying investment capital to existing

housing -- an almost inevitable result if the real estate

provisions were enacted as proposed -- is exacerbated by the lack

of other alternatives for the renter population, and particularly

for the low income renter. Various analyses of the tax proposals

postulate the following effects on renters.

1. Nearly 160,000 fewer multifamily housing units

will become available each year following enactment.

2. The loss of tax incentives, including tax-exempt

financing, will require sharp increases in rents estimates range

from a low of 20 percent to as much as 40 percent.

3. This has a double impact: renters per s have

lower incomes and spend a greater proportion of income on rent

than do other households, and will be less able to handle such
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increases. Second, even a modest rent increase will offset any

advantage low income households may have received as a benefit oe

proposed tax rate reductions.

4. The combined impact of these financial reversals

tilts the thrust of the President's proposals heavily away from

fairness. There is almost no disagreement that the proposals are

weighted heavily in favor of homeowners, whose average income is

significantly higher than the renter population. In 1983, for

examples, median renter income was $12,900, compared to $31,000

for homeowners; but 8.4 million of these renting Americans had

incomes below $7,000 per year.

These are poorer Americans, living in poorer quality

housing, and most frequently representing populations with

special needs -- the elderly, the handicapped, the single-parent

families with minor children. Among these poorer rental

households, over 60 percent, according to the Annual Housing

Survey, paid more than 60 percent of their income for rent.

Tax Incentives for Investment in Existing Housing

The Council and other advocates for existing housing and the

tenant constituency would not suggest that the Tax Code in its

current form represents an adequate answer for the needs of lower

income Americans. It is, for better or worse, the only remaining

tool.

In terms of existing housing, this primarily means those Tax

Code incentives that facilitate sale or resale. The sale or
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resale of existing housing represents the only option for

attracting new capital tO this stock. HUD staff has estimated

that minus such sales, HUD would incur assignment costs for an

additional number of units equal to 20-percent of the subsidized

units currently being sold. (Pierce letter to Riegle, p.5)

Although the Secretary suggests the available data is inadequate,

he goes on to suggest "CIZt is clear that some transactions will

be hindered . . . [those) most likely to be able to advance

housing objectives are those most likely to be halted. The

reason is obvious: any incremental reduction of tax benefits

will reduce the amount of cash that can be raised to meet project

needs in addition to the private demands of sellers." The

Secretary continued, "Management of that investment Ci.e., the

insured inventory] has been and will continue to be one of the

most challenging tasks of the Department." The Advisory Council

of HUD Management Agents concurs; and urges the Congress not to

eliminate those tax incentives that are the last protection of

the existing housing stock and tenants who depend on it to meet

their complex housing needs.

The private sector, we believe, can respond. Despite thi

all too common perception of real estate and real estate

investors, I hope what you hear over the course of this debate is

not primarily special interests but special responses to unaet

needs -- the needs of our neighbors, our neighborhoods, our

communities And those who live in them -- the average renter, the

elderly citizen, the least fortunate among us.



521

BROWNSTEIN ZEIoMAN AND SCHOMER

The Council aligns itself with other advocates of low-income

housing and the residents that are its true constituency in

strong opposition to the elements of the President's Tax Reform

Plan that would, if enacted, wreak havoc on our existing rental

stock. In other hearings, witnesses were frequently asked, in

one way or another, what is it in the Plan you absolutely cannot

live with? The Council, although recognizing that at least eight

provisions will have serious negative effects on real estate,

would have to focus on three major provisions.

The Critical Elements of the Tax Reform Proposal for Housing

1. Provision. The Extension of the At-Risk
Rules to Real Estate

Simply put, no investor would be willing to be personally at

risk on a lw-income, limited dividend rent controlled property

subject to regulations that affect management, tenant relations,

rate of return, and long term use. The limitation of at-risk

rules is not simply an accident of the Tax Code. It has been an

essential element in the development and maintenance of this

housing.

RECOMMENDATIONSa

-- The extension of the at-risk rules to real estate

should be refined to target abusive transactions.

-- An exception to the at-risk rules should be available

for unrelated third-party institutional financing if the at-risk

rules are extended to real estate.



522

BROWNSTEIN ZEIOMAN AND SCHOMER

-- An exception to the at-risk rules also should be

available for all seller financing of existing governmental

financed housing so long as such transactions meet existing

regulatory requirements. Because of these regulatory require-

ments (which generally prohibit second mortgage liens), seller

financing is the only way of withdrawing equity.

2. Provisions The Deductability of Investment Interest

The President's proposal would extend the definition of

investment interest to all interest expenses incurred by a

limited partnership. Under current law, interest expense of a

limited partnership is generally fully deductible by ths limited

partners. The President's proposal would also reduce the amount

of investment interest that could be deducted from $10,000 to

$5,000.

This, like other proposals, is aimed at perceived "fat cat"

abuses. There certainly is money to be made in real estate. But

it is interesting to learn, according to testimony of the

American Real Estate Committee, that the average investment of a

limited partner in publicly registered transactions is between

$2.C00-$X0,000. The aggregate of such investment, and its

attendant tax benefits under current law, is critical for our

existinq hourinq stock.

The deductibility of interest expense against other

investments is a principal incentive for investment. Low and

mode-ate income housing, because of restri-tions on rentals and
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on rates of return, does not generate large amounts of net

income, if any. Low-moderate income multifamily housing thus

would be particularly disadvantaged because the lack of excess
income in its projects would reduce the value of the existing

available deduction.

RECOMMENDAIONSt

-- Should the provision be enacted, investment in low and

moderate income properties should be excepted.

3. Provision. The President Proposes to Stretch Out the

Depreciation Period for A1l Real Estate

Depreciation is not just an accounting trick or device.

Real estate wears out. It is as simple as that - renter

turnover, families, a certain degree of overcrowding, the

diminished sense of responsibility for non-owned property, the
need to serve a lower-income population that frequently has less
income and energy to care for property, and the location of many

existing properties in declining neighborhoods combine to create

tremendous stress on the physical plant. After five years the
building system begins to need repairs. Within ten years major

systems, including HVAC, begin to sputter and collapse. This
natural process, we have learned, is exacerbated in projects

serving lower income families.

Investment for maintenance is not unusual; nor restricted to
low-income or rental property. The special problem in the

federally insured projects is the absence of cash flow, resulting
in inadequate or no reserves or other funds to pay for repairs or
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replacements. No funds no repairs; no incentives to attract new

funds. The eventual result will be a private walkaway that will

outstrip the federal walkaway from housing. Deterioration and

abandonment will erode whatever small improvements we have made

in our urban landscapes. The losers, once more, will be the most

vulnerable.

The'specific ability of low-income housing to compete for

capital vi~h a) other housing and b) other investments rests on

the special depreciation incentive available to it. That special

need wes underlined less than a year ago when the Congress

excepted low-income housing from the 18-year depreciation enacted

for all real estate in the last tax bill. The turnaround

represented by this proposal flies in the face of logic.

RECOMMENDATIONSa

-- Retain the 15-year depreciation period for low-income

housing.

-- If the provision is enacted in some form, other real

estate should be depreciated over a period less than the 28-year

period now under consideration.

-- In the. best of all possible worlds, the Congress should

scrap the depreciation proposal and stay with current law -- the

changes made last year just have begun to work through the

market.

* *
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There are at least :1ve other elements of the tax reform
plan that are injurious to real estate and housings the repeal of
Section 167(k) and Section 189, the repeal of all existing rehab-

ilitation credits, the repeal of capital gains treatment for
depreciable property, and the elimination of tax-exempt status
for housing bonds. While other groups will address those issues

more specifically, and with supporting data, the Advisory Council

of MID Management Agents supports their opposition to the real

estate proposals for at least three reasons

1. Treasury I ignores the economic stimulus real
estate development provides in terms of jobs and revenues as well
as value added to our neighborhoods, cities and states. Several

groups have testified that in what is touted as a "revenue
neutral" proposal, the lost revenues associated with a specific

incentive or incentives equal or exceed the savings to the

Treasury.

2. The crushing impact of the proposal on housing is
hard to view as equitable when you represent a sector that
already has taken a disproportionate share of the hits. over 60
percent of the cuts in domestic federal assistance programs were
made in housing-related programs. Another study indicates

federally assisted housing programs have bore a reduction of 55
percent in new assisted units, 68 per cent in new budget

authority, and 83 percent in unit reservations for new/substan-

tially rehabilitated housing -- "possibly the deepest cuts

incurred by any of the domestic programs."
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3. In the aggregate, the housing proposals hurt most

those the plan is advertised to help; the poor and the less

able. These are disproportionately represented among renters.

The plan is tilted heavily in favor of preserving homeownership

benefits, at the same time any savings affected by a potential

reduction in tax rates will be cancelled and overridden by higher

rents cAused by the President's plan.

Some Exploratory Alternatives

Fairness demands that every industry and every sector of our

society accept some share of the burden of our current economic

situation; indeed, the early years of this decade made it clear

that the housing industry suffers longer and harder in recession-

ary times. The Council, and other industry groups, would hope to

work with the Congress over the next months to see how the

proposals may be tempered if a tax reform plan must be enacted.

The Council continues to believe that maintenance of the

existing housing stock should have first priority. It under-

stands, however, that the housing sector may have to do more to

receive the benefit of federal incentives via the tax code.

A concept worth exploring is that of recapture, i.e.. the

return of some portion of investment income (tied to tax incen-

tives) to a participating entity. The Council has no position at

this time as to whether recipients could be tenants (through rent

reductions), a tenant organization, a community organization or a

local housing agency or local government, but would be willing to

participate in any dialogue or working group that might develop

around such isues.
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Other groups and individuals may have other cost effective

recommendations as to where savings are possible or how the

provisions can focus on actual abusive practices rather than

punitively on a whole industry and its constituency. The Council

urges the Congress to consider all the options brought to it

before dismantling existing law -- and taking housing down with

it.
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May 22, 1984

Honorable Donald W. Riegle, Jr.
Subcommittee on Housing and Urban
Affairs

Committee on Banking, Housin3 and
Urban Affairs

United States Senate
Washington, D.C. 20510

Dear Senator Riegle:

Thank you for your letter of April 4, 1984, regarding the
potential Impact of the so-called "OID provision" of the pending
tax legislation which, at that time, had been reported by the
Finance Committee and was awaiting floor action. You asked for
our comment on how this proposed change could (I) reduce private
Investment to maintain the habitability of existing, HUD-assisted
low income rental housing, and (2) affect future FHA Insurance
Fund obligations. In addition, you asked whether a "Net revenue
effect" table prepared by the Coalition for Low and Moderate
Income Housing reflected the Department's estimate of the fiscal
effects of exempting HUD-assisted housing from the proposed tax
amendment.

Subsequently, the Senate agreed to the "Deficit Reduction
Tax Act of 1984" offered by.Senator Dole after tabling the
amendment offered by you, Mr. Cranston, and others which would
have exempted certain HUD-assisted and other low-income rental
housing from the "OID provision," which comprises Section 74 of
the Act. Because the deficit reduction package passed by the
House contains a similar provision, I am assuming that the "OID
provision" will be enacted. We have, therefore, begun to assess
the potential impact of this change within the context of a
larger effort to analyze the condition and needs of the inventory
of subsidized low-income rental projects with HUD-insured or HUD-
held mortgages, plus projects owed by HUD.

There Is a substantial inventory of low-income rental
projects with FHA-insured or Secretary-held mortgages with pre-
Section 8, relatively shallow subsidies. The major portion of
this Inventory consists of approximately 440,000 units insured
under Section 236 and approximately 154,000 units Insured under
Section 221(d)(3) with below-market Interest rates (BMIR). Few
of these projects are able to generate cash from operations that
Is sufficient to maintain full reserves, much less fund capital
improvements. Many fall Into default on debt service, resulting
in assignment of mortgages to HUD (and eonnequent immediate
payment of insurance claims). The tax benefits available from
resyndication -- or, in our terminology, transfers of physical
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assets (TPA's) -- have provided a means of obtaining cash
contributions from new owners necessary to cure delinquencies,
fund reserves and deferred maintenance, and even fund repairs andreplacements chargeable to capital account (boiler, roofs, etc.).

Encouragement of TPA's as a vehicle for obtaining capital
Infusion for low-Income rental projects began several yearsbefore enactment of the Economic Recovery Tax Act of 1981. At
that time, however, the activity was limited to transfers bynonprofit owners to tax-motivated limited dividend owners. The
increased tax benefits for acquisition of existing propertieswhich were made available by ERTA, plus the availability of
Interest deductions arising from seller secondary financing onwhich actual payments were deferred, made it possible to raise an
additional amount of cash in a TPA transaction sufficient tocover a taxpaying seller's tax liability arising from the
transfer, which made It feasible to extend the process totransfers by existing limited dividend owners to new limited
dividend owners.

It is clear to me that the interests of the Department have
benefited from many of the resyndications of subsidized limited
dividend projects which have occurred since enactment of theEconomic Recovery Tax Act of 1981. Re-commencement of the tax
incentives created for low-income rental housing at a point intime when those benefits have largely spent themselves provides
an occasion for an iInfusion of necessary capital into aproject. It Is also clear that the tax losses attributable to
accrued interest on secondary seller financing have been a majorfactor in permitting extension of the resyndication process to
existing limited dividend pr-ojects. Information normally
available to us does not permit an analysis of the tax Impacts of
TPA's on either sellers or buyers, so we do not have anindependent data base on this point. However, we have examined a
representative sampling of offering statements and other datarelating to actual transactions, and the Information disclosed is
confirmatory of the Impression gained by our staff from
participation In negotiations. We are satisfied that interest
deductions attributable to secondary financing account for losses
that are In the order of 20 percent to 35 percent of the tax
losses realized during the first five years after
resyndication. Put another way, the absence of these deductions
would reduce the ratio of loss 'o investment during that period,
in what would appear to be reproie.tat ive eases, from
approximately 21l (the amount neLs ary to provide recovery ofinvestment by a 50 percent bracket taxpayer during that period)
to approximately 1.6al. Under current market conditions at
least, we understand that the latter ratio would not be
considered marketable in the case of a low-income project.
Accordingly, as transactions have been struettred during the pastseveral years, the accrued Interest deductions have been critical
to feasibility of the transaction In a substantial number of
cases.
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1 hasten to add that I do not believe that the current
deductibility of deferred interest, with the concurrent non-
recognition of income by a cash-basis seller-payee, is an
efficient or desirable-means of subsidizing these transactions.
it Is difficult to avoid agreement with the Treasury's view that
this constitutes an accounting abuse. Further, it is
particularly Inefficient from a housing policy perspective, in
that it makes no distinction between buyer contributions which
aid the project and contributions which aid only the seller or
syndicators. As I've indicated, the principal factor leading to
the extension of the resyndication process from solely nonprofit
owners to limited dividend owners was the new ability to raise
enough cash to cover the sellers' tax liabilities. Studies made
available to us Indicate that well over half of the cash raised
In transactions typically is devoted to this purpose, and the
portion of the cash raised which Is devoted to property needs is
only about 20 percent or less. On the basis of this data, it Is
difficult to assess the net benefits derived from extension of
the process to this class of sellers. Of course, many subsidized
projects which are resyndicated because of the benefits of
current law need not be considered candidates for assignment in
the absence of resyndication. In these cases, I cannot say that
the benefits of resyndication outweigh either the tax revenue
losses that result or the defects in the rules that create the
losses.

I also cannot estimate with any certainty how many
transactions which might have occurred under current law will not
occur because of enactment of the OID provision. Any such
estimate would have to take Isto account the availability of
other devices to achieve comparable tax results, the impacts of
other tax changes on competing investments, and the willingness
of sellers to accept a pricing change necessitated by law
changes. Largely for this reason, I am unable to affirm the
estimates of tax revenues and losses provided by the Coalition.

An estimate of how many transactions occurring under current
law will not occur because of the change of law Is critical to
both the "Income tax ptid by sellers" line and the "Income tax
(Deferred by new buyers)" lines of the table. (For convenience,
I am referring to the version of the table which was reproduced
In the Congressional Record at page S 4258 (April 10, 1984).)As I
understand the Intent of this portion of the table, the "Income
tax paid" line should indicate sellers' tax payments for only
those resyndication transactions which will not occur without an
exemption. The table appears to be based on an assumption that
all subsidized project resyndications occurring under current law
will be halted by the change in law (see footnote 3). As
Indicated above,* I am not prepared to confirm this assumption, so
It appears likely that the estimated revenues Included In the
"Income tax paid" line are overstated.

At the same time, the tax deferrals indicated In the lines
following are also likely to have been overstated. The deferrals
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shown In the table Include all reductions in tax revenues arising
from both deferred Interest payments and 15-year ACRS
depreciation. I believe, however, that the only pertinent
deferrals would be ir all revenue reduction arising from
transactions which would not occur without the exemption, plus
(ii) additional revenue reduction attributable to deferred
interest payments from transactions which would occur without the
exemption. In other words, the pertinent revenue reductionshould not Include tax deferrals attributable to depreciation forthe transactions which will occur without the exemption.

Accordingly, our best guess is that both the "Income tax
paid" and tha "Income tax (deferred)" lines of the table areoverstated. As a result, I am unable to provide an estimated
subtotal for annual "Tax revenue gain (loss)." Of course, it isevident that the revenue reduction arising from transactions
occUrring in the years shown In the table will continue for a
number o years past those shown.

I would like to be in a better position to give detailed and
definitive analysis of the "Savings generated for HUD assignment
program" line of the table. Regrettably, we are not fully able
to do so. As noted above, transfers of limited dividend owner
projects only began to be an extensive activity In FY 1982, after
enactment of ERTA. We only began to keep record of the number of
such transactions which were occurring in mid-FY 1983. We have
not yet aggregated and analyzed this limited experience to Inform
ourselves of Ifts results In terms of capital Infusions achieved
for projects, amounts of debt service and reserve fund arrearages
collected, deferred maintenance and repairs funded, and soforth. Also, information necessary for estimating tax Impacts of
transactions on sellers and buyers normally is not available tous. The unavailability of this data is critical to our inability
to estimate wlth any precision the expected Impact of the change
of tax law in terms of number of transactions which will not
occur or differences in terms of transactions which will continue
to occur.

Subject to the foregoing limitations, I offer the following
conrnents on various elements Included in the "Savings generated"
data presented by the Coalition. It is true that these estimates
were developed by the Coalition following consultation with HUD
staff.

The number of units covered by syndicated TPA's in FY 1983
for all *insured projects and for subsidized projects only (shown
in the first lines of the table) represent annualization of half-year figures. As Indicated above, we began to keep track of this
activity In mtd-1983. The FY 1984 amounts, similarly, aretannualizations of activity through the first six months. We have
no basis for confirming or questioning the validity of the
estimates of activity level projected for future years.

HUD received 69 multifamily assignment claims In FY 1982 and



632

60 claims in FY 1983. (These reprIesented declines from 84 in FY
1979, 79 In FY 1980, and 92 in FY 1981. The decline Is
attributable in part to the decline In prevailing interest rates,
reducing a lender's incentive to assign, and, to a degree not
calculable, to anticipation of potential resyndication following
enactment of ERTA.)

When discussing this data with the Coalition, we estimated
that the average number of dwelling units covered by each
assignment claim was 100. The actual number of units covered by
assigned mortgages were 7,082 in FY 1982, 5,749 In FY 1983.

The "Federal Cost Under Present Law" amounts for FY 1982 and
FY 1983 shown in note 5 represent unpaid principal balances of
mortgages received for assignment in those years. There are, of
course, other assignment costs, particularly post-acquisition
holding costs, which are offset by an eventual 30 percent
(average) recovery on disposition of the property after
foreclosure and acquisition of title. Without further detailed
calculation, we consider that utilizing unpaid mortgage amounts
provides useful rough estimates of actual assignment costs.
Based on the unit figures stated above, the per-unfit costs in FY
1982 were $16,355 and In FY 1983 were $24,300. (The FY 1983 per-
unit amount was Impacted heavily by a single large project which
Included much corrmercial space, distorting the amount when
divided by residential units only.)

The estimate that 2,500 units will be assigned to HUD in FY
1984 represents an annualization of the experience of the first
six months. The projected annual cost for this year (based on
unpaid mortgage amount, as discussed above) is $16,062. The
decline in assignments in FY 1984 from FY 1983 is attributable to
a number of factors, Including further decline in Interest rates
early in the fiscal year, a tougher HUD posture in moving
projects quickly from assignment to foreclosure (with a resulting
less casual attitude on the part of borrowers toward defaults
'that trigger assignments), and availability of Section 8 loan
management set-aside funds in FY 1983.

In discussions with Coalition representatives, HUD staff
provided an estimate that, in the absence of resyndications, HUD
would incur assignment costs for an additional number of units
approximately equal to 20 percent of the subsidized units
currently being resyndicated. Ulven the absence of analyzed data
regarding our limited experience to which I referred above, this
estimate was extremely rough. (For Instance, it did not take
into account the number of units covered by syndicated TPA's in
FY 1983 in projects whose mortgages had already been assigned to
HUD.) Nevertheless, we still have no better one to offer, and I
do not wish to imply that this assumption, which is key to the
projections offered by the Coalition, is necessarily invalid. I
must caution, however, that the estimate was made against a
background of current activity levels, so that it does not
necessarily follow that the amount of units assigned would
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necessarily follow that the amount of units assigned would
increase progressively in future years. In fact, the rate ofassignments in the absence of resyndication is likely to be
Influenced more directly by the levels of available loanmanagement set-aside and flexible subsidy assistance than by the
level of resyndication activity. In addition, the estimate wasnot intended to Imply that the assignments would he likely to
occur in the same year that, under current law, a resyndicationmight have occurred. In fact, an assignment would more likely
occur several years later in most cases. -ao, as the figuresshown above indicate, there is little historic basis for anassumption that per-unit costs also will Increase.

For the reasons stated above, therefore, we are not able to
quantify with an acceptable degree of comfort the likely impactof the tax law change on the HUD-insured Inventory.
Nevertheless, it Is clear that some transactions will be hinderedand, more pertinently, that it is the transactions most likely to
be able to advance housing objectives that are the most likely tobe halted. The reason is obvious: any Incremental reduction of
available tax benefits will reduce the amount of cash that can beraised to meet project needs in addition to the private demands
of sellers. Therefore, the transactions which would contributethe most toward project needs are precisely the transactions mostlikely to be halted by the tax change.

We recognize this result and are determined to face up to
it. The !nventory of existing assisted multifamily housing
represents an important Government investment. Management of
that Investment has been and will continue to be one of the mostchallenging tasks of the Department. As suggested above, I do
not believe that any adverse impacts of the tax law change willbe immediate. There should, therefore, be sufficient time to
consider more rational and efficient alternatives before thematter reaches crisis proportions. Assistant Secretary Barksdale
has commenced a concentrated program to develop a comprehensive
profile of the current condition and projected needs of the
inventory as well as an evaluation of the effectiveness andefficiency of different tools for Its preservation, Including
flexible subsidy, loan management rental subsidies, tax
incentives, and possible additional means. I want to assure youthat I regard our responsibility and our accountability to the
Congress in this respect as a serious and pressing matter, towhich we must respond Intelligently and forthrightly.
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STATEMENT OF

THE NATIONAL ASSOCIATION OF

INDUSTRIAL AND OFFICE PARKS

PRESENTED BY

JAMES M. MILLER

TO THE COMMITTEE ON WAYS AND MEANS

Of THE

U. S. HOUSE OF REPRESENTATIVES

JULY 9, 1985

Fr. Chairman. Henbers of the Committee. I ar Jar.es 11.

Mi]]cr, a partner of The Miller-Valentine Group of Dayton, Ohio, and a

past president of The National Association of Industrial and Office

Parks (NATOP). The Miller-Valentine Group has been involved for over

15 years in the development and management of 31 light manufacturing,

distribution and high technology buildings representing 3,110,00

square feet and seven office buildings .ith 405,000 square feet.

Currently we have another 129,000 square feet of office buildings

under construction. More than 150 companies lease space from us

ranging in size from small, startup high technology companies to

General Motors Corporation and American Telephone and Telegraph)

Company.

I an here on behalf of the National Association of Industrial

and Office Parks. NAIOP is a membership organization of 4,400

professionals involved in master-planning, designing, financing,

____.__ ____ ___ F0, Snao r •

1215 Je~eesan D"~ Kgh*ey. SuM 100, Atrngimn Wg.'-a 22202 * 700.979-.34o
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constructing and managing industrial and office park properties. Of

our 4,400 rrenbers, nearly 2,500 are professional developers who have

an ownership interest in a business park or building. The remaining

NAIOP members are executives who support the development industry in

areas such as banking, brokerage and construction services.

Miller-Valentine and our colleagues -in NAIOP are

representative of the thousands of larger and smaller developers of

commercial and industrial buildings and industrial and office parks

throughout the country. We offer a much needed product to new and

expanding companies -- efficient workplaces at competitive rates

without requiring those companies to tie up costly or unavailable

capital in long term cornitments to fund the construction of their own

buildings.

An example of this type of tenant can be found in Therapeutic

Technololgies, Inc. , a new company in the Dayton suburb of Beavercreek
whicb has leased space to design and manufacture equipment that

electrically stimulates muscle groups and neural systems to restore

lost physiolcgical functions which increase the chances for patients

to return to a more normal lifestyle. Our ability to obtain financing

for the construction of this specialized facility made it possible for

TTI to relocate to the Dayton area near Wright State University's

National Center of Rehabilitation Engineering.
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For almost two decades our company has helped to encourage

growth in Dayton by providing affordable space at reasonable terms to

new companies starting up in our region and to help meet the expansion

needs of companies already located within our region. Before we

began operation, companies virtually were required to have a Triple A

rating and to sign a 20 year lease before they could provide new and

expanded facilities for their operations.

I am here representing not only my company but the 4,400

mer bers of NAIOP. Our organization shares with you a desire to see

our Federal tax system work fairly, efficiently and equitably for

business and individual taxpayers. We want to commend your

leadership and that of the President's in this effort and to recognize

the important groundwork which has been laid by Representatives

Gephardt and Kemp and Senators Bradley and Kasten and the other

Congressional advocates of tax reform.

Your task will be difficult -- particularly since your goal is

to achieve a revenue neutral result and to lower the marginal tax

rates. Unfortunately, I believe the President's proposal before you

places an unfair and disproportionate burden on our industry to make

up lost revenues, and my statement addresses those areas which cause

the greatest concern. At the same tire we do not expect any reform

effort to be ccst free or without significant effect on our industry,

moreover, I do not want this statement to mark the end of our
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prepared to work with your Committee in the months ahead to discuss a

reasonable basis for reaching some agreements in these areas of

concern.

I would begin with some general observations about the

President's proposal and its anticipated effect on our business.

First we believe that the President's proposals will significantly

increase the cost to companies like TrI of leasing offices and

manufacturing facilities. We have prepared projections for a

typical multi-tenant facility, factoring in the new tax rates,

depreciation schedules, the investment tax credit, capital gains

treatment upon sale, and the indexing of the asset basis for

inflation. We believe these changes alone would require us to

increase rents by at least 15 percent for facilities placed in service

after this year. If your final proposal should not provide for

indexing the property basis, rents would have to be increased by 25

percent to provide the same rate of return.

This projection is based on the following factual

assumptions: A 5 percent annual rate of inflation; a sale of the

property at the end of 10 years; a combined federal and state tax rate

under existing law of 54.75 percent for ordinary income and 21.9

percent for capital gains, and corresponding rates under the

President's proposal of 44.5 percent and 22.25 percent.
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There is no method we can use to quantify in our projections

the expected decline in building value, the effect on development

companies and their investors of the proposed recapture of excess

depreciation, the alternative minimum tax changes, limitations on the

deductibility of investment interest, the revised treatment of

construction period interest and taxes, or the absence of prospective

effective dates and transition rules. We are confident that the cost

of capital will increase significantly because of these changes and

those costs will have to be passed on to the tenants in future

projects.

Ours is a business which involves considerable risk for the

developers and for our investors. Historically, it has been a

business open to entrepreneurs willing to take those risks in return

for the potential rewards for taose with the accumen to anticipate

market needs and business cycles. The rewards generally are realized

in the long-term appreciation in the value of the-projects and the

kill with which they are built and managed. In order to do this, a

developer of an office park, for example, often must make commitments

far in advance of construction for the purchase of land. Then

approval r ust be obtained fro va rious state and local environmental,

zoning and other governmental agencies. Finally water, sewer and

electrical systems must be installed, streets constructed and the

area landscaped before the first building is begun. This requires
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long term commitments of both equity and debt capital in anticipation

of even longer term returns.

It has been our experience-that it takes between 10 to 15 years

to complete the development of an industrial or office park and to

begin to recoup these development costs -- and that is if everything in

the construction schedule goes as planned. Even in a small office

building, if you set aside all of the tax considerations, it takes

between five and six years before any cash return is realized on our

investment.

The current tax system, while far front perfect, has evolved

around a recognition of these delays between the investment and the

retOrn on that investment -- a risk which some more traditional

sources of investor capital avoid because of the lack of liquidity or
marketability of this type of investment. This places our product at

a disadvantage to more marketable financial instruments, and we are

concerned that the package before you would place us at a greater

disadvantage.

The President's proposals would dramatically alter many of
the traditional financial mechanisms used in our industry and would

Increase our risk and reduce our returns -- perhaps more than for any
other single industry. I will discuss specifically the most

important proposals, but first I would like to review some of the
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central issues for our industry which I believe are raised by the

President's suggested reforms.

1. The elimination of capital gains treatment for

depreciable property will drive potential real estate investors into

alternative and more secure investments because it will reduce the

after tax return on investments in structures. The taxation of gain

on a building at ordinary rates also will tend to drive the new

entrepreneurs out of our industry because they will be unable to

accumulate sufficient capital to sustain their operations.

2. Real estate will be even less attractive to investors,

again raising the cost of capital, because of the limitations propose]

on the deduction by limited partners of their shares of partnership

interest expenses.

3. Our industry, the Administration and the Congress must

work to reach a better understanding about the appropriate useful

lives for recovering our invested capital in an office building and

other structures. Perhaps more informal discussion of actual

experiences can shed new light on this important issue where various

economic studies seem to have failed to be persuasive.

4. The proposed recapture of excess depreciation benefits

expected to result from lower tax rates are confiscatory in that they
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do not tax real economic income and their effect is particularly harsh

for our industry.

5. While we applaud the statement issued earlier this year

by Chairman Rostenkowski and Chairman Packwood to the effect that this

legislation would not be applied retroactively, we are concered that

there are no transition rules or prospective effective dates provided

in the President's proposals and that merely including this basic

provision for fairness will add significantly to the revenue loss of

the package.

6. Finally, but perhaps riost important, we believe the

complexity of the President's proposals is an issue by itself. We

recognize that the tax laws often will reflect the complexity of the

businesE activities to which they apply. However, we are still

attempting to understand how to apply provisions of the 1982 and 1984

tax bills. Yet those acts are eclipsed by the President's proposals.

While it is difficult for us to fully assess their total impact on our

industry, I would challenge your Committee and the Treasury

Department to develop a realistic assessment of that impact for our

industry to respond to before you adopt these proposals.

52-228 0 - 86 - 18
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More specifically I want to address the major elements in the

President's proposals which we believe would be most harmful to our

industry. The changes of greatest concern to NAIOP members are those

proposals affecting:

1. CAPITAL GAINS TREATMENT OF DEPRECIABLE ASSETS

The President's proposal to tax the gain on depreciable trade

or business property held for more than six months we believe would

create a distortion in the ,arket favoring investments in stocks and

other financial investments over investments in real property.

Perhaps the principal incentive for investment in real estate

is the anticipation of appreciation in its value. This has

contributed to a healthy pluralisn in ouE economy where real estate

investors may include the individual who rents one of his duplex

apartments, the lirrite.d partner who owns part of an office building or

hotel, or the pension fund which puts up all of the equity or debt

capital for a building.

While the proposal to index the basis of real property would

help offset the effects of inflation, it would apply an unfair tax rate

at the point in time when all prior gain has been accumulated and it

would tend to lock in investments in structures making them less

attractive than investments in stocks and other equities. This
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provision would particularly discourage entrepreneurs in our
buE.iness -- entrepreneurs who sell one building and then use the
proceeds to acquire land and begin the next building. It also will
tend to favor the rore active development by pension funds and other
tax exempt or low tax institutions which would further tend to drive

the entrepreneur out of real estate development.

2. EXTENDED DEPRECIATION PERIODS FOR BUILDINGS

The President's proposals would extend the recovery period
for structures to 28 years and would Index the basis for inflation.
This is a marked irproverent over the Novenber 27, 1984 Treasury
proposal but is far from providing a counter-balance, as the
Administration implies, for dramatically altering the capital gairs
treatment on the sale of a building. NAIOP did not plead for shorter
recovery periods in 1981, but we did argue against the Inequitable

distinction between different classes of property and between the
various types of owners of property. While our industry perhaps
could accept longer recovery periods than provided under current law,
we urge you to study carefully what is happening to the real economic
life of buildings today and tho3e to be built In the future.

The fact that a building physically may be standing 40 years
after it was constructed bears no relationship to its value to the
owner or to its prospective tenants. The perception that the real



544

economic life of a building is 28 years, or 35 years or 40 years is pure

fiction.

For example, last year my company invested an additional

$2,002,615 to retrofit a building we had constructed for $2,143,000 in

1979 -- only five years earlier. Between 1980 and 1983 we spent an

additional $248,000 on tenant improvements even before making the

retrofitting expenses. Similarly, most developers in recent years

have had to incur substantial expenditures on buildings constructed

in the last decade because of the competitive demand for more energy

efficient structures.

The increased specialization and technical requirements of

tenants in the 1980's has moved our rnembers toward construction of

smart buildings" equipped to rionitor their energy and security

requirements and to provide the latest internal communications

capabilities. While these are positive steps to improve our future

workplaces, they impose a greater burden and expense on each of us to

make our existing structures more competitive with modern innovations

in newer buildings. Too often I believe it is assumed that the

Economic life" of a building is to be equated with the duration of its

shell without considering the ongoing effort and expenditure required

to keep a structure properly equipped and competitive in a changing

market.
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3. RECAPTURE OF EXCESS DEPRECIATION

The proposal to "recapture" excess depreciation which is

expected to result from the application of lower tax rates to earnings

from property placed in service under more favorable ACRS

depreciation periods between 1981 and 1986 has a particularly harsh

effect on our industry.

The most disturbing feature of this proposal relates to our

previous statement about the useful lives of real property. The

amount to be recaptured is based upon the differential between ACRS

recovery periods and the 40-year recovery period for buildings under

the earnings and profits provisions. However, 40 years is not an

accurate measure and would result in the taxation of the equity

invested in a building, not the income earned from its use. Another

concern is the failure to deal with a sale of the depreciated property

before the new rates become effective. In this instance, a taxpayer

would enjoy no benefit from the lower tax rates but still would be

subject to the recapture tax.

If that taxpayer holds onto the property, the rate of tax is so

high that it far exceeds any minimum benefit to be obtained from lower

rates and there would be no cash ince-e to pay the tax.



646

4. APPLICATION OF THE AT RISK RULES TO REAL ESTATE

The President's proposals would apply the at risk rules to

investments in real estate and could cause serious dislocation within

our industry. The use of nonrecourse financing is an acceptable and

established practice in our business. While my company fully

guarantees construction period financing until a building obtains

permanent financing and is placed in service, the permanent loan

customarily is obtained on a nonrecourse basis because the lender

knows there is a fixed asset supporting the note.

Like other limitations on investments through limited

partnerships, this tax proposal would force a restructuring of

investments in real estate which is likely to crowd out the

traditional type of developer who seeks to support his borrowing witL

the value of the property. In the development of office and

industrial buildings and parks, traditionally a building is

constructed using a limited partnership, and my partners and I would

serve as general partners. When a bank or other lender gives us

permanent financing for the building, it looks to the value of the

building to support the loan. Any personal guarantees by me or my

partners would be illusory.

However, this limit could artificially limit our ability to

develop any more buildings, because while the first lender on the
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building knows the loan is secured, other lenders for other projects

would not have that background and might consider that a contingent
liability and be less willing to grant a loan to us on the next project.

This certainly would be a disadvantage to independe=,t

developers and give a competitive advantage to institutional

developers.

This is an area of the law that has been subject to overkill
during the past five years. To the extent that there has been a

problem with overvaluation of property, the Treasury Department has
issued extensive regulations and the courts have rendered opinions

limiting the ability to inflate the value of property for
depreciation. Moreover, the Tax Equity and Fiscal Responsibility

Act of 1982 and the Tax Refozin Act of 1984 have all but eliminated the
opportunities for overvaluation, particularly in the area of seller

financing of real estate.

Anore appropriate resolution of this problemwould simply be
to consider any partner to be at risk in a transaction if the full
amount of the debt is secured by the value of the property and the debt
is provided by a third p3rty lender. In addition, any partner who Is
actively engaged in the development of the property should not be

subject to the application of the at risk rules.
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5. LIMITATION ON THE DEDUCTIBILITY OF INVESTMENT INTEREST

The President's proposal to limit the deduction of interest

by individuals who are limited partners again falls very heavily on

the real estate industry and one of its most important investment

entities. Under current law, individuals who may be unable to afford

direct ownership of real estate, nevertheless can benefit from

investment in real property as limited partners. By aggregating

consumer interest and interest from passive investments and

subjecting it to an annual minimum, individual investors will be

discouraged fro, investing in future real estate developments.

Ironically, the limitation is less likely to affect richer

investors who have greater and more diversified incons producing

investments or whio have the ability to arrange financing for real

estate investments in ways to avoid the new rules. This limit w6uld

adversely affect many smaller developers who look to limited partner

investors as major sources of equity capital.

Mr. Chairman, NAIOP offers these comments in a spirit of

cooperation and support for the effort you are undertaking. We are

reminded, however, of recent history concerning the adoption of tax

legislation and the fact that our industry often appears to be an easy

target for "reform." For example, when TRA was adopted, it was never

suggested that recovery periods for all property be extended
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proportionally -- only that the period for structures be extended from
15 to 18 years. And this yeai, when many groups in our industry sought
a correction in the amendments to the original issue discount rules
which were adopted last year, the Congress extracted one more year

from structures, even though ft was acknowledged that the correction

was needed, and even though far from a significant number of

developers affected by the 19 year period have even used seller

financing.

Mr. Chairman, we seek through your invitation to us today and
through our subsequent discussions to establish a more effective and
meaningful relationship with your Committee, and I appreciate having

this opportunity to appear before you.
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The National Corporation for Rousing Partnerships appreciates

the opportunity to submit this Statement to the Committee. me"qp

is unique, a private entity created in 1968 pursuant to

Congressional authorization to accomplish i public purpose - the

aevelopment of housing for low and moderate income families.

NCHP

- is the largest owner and operator of low and moderate

income multi-family housing in the country, with almost 80,000

units,

- is the largest manager of low and moderate income

housing - with 50,000 units under direct management,
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- has never returned a single mortgage to HUD - an

accomplishment requiring not only dedication and hard work but

millions of dollars in project advances, and

- operates on a national scale, with 683 total projects in

42 states, the District of Columbia and Puerto Rico.

Indeed, members may be interested to know that NCHP has 208

NCHP properties in 15 of the 20 states which members of this

Committee represent.

Significantly, none of NCHP's accomplishments could have been

achieved without tax benefits of the type now threatened by the

President's tax proposals (*Treasury 11"). NCHP was created by

Congress in 1968 precisely so that such tax benefits could be used

i.o create lou and moderate income housing. It is useful to recall

that since the passage of Title IX of the 1968 Housing Act,

Congress has repeatedly reviewed this issue and concluded that

there is no way to construct housing for low and moderate income

families without subsidies, both directly and through the tax

code. Without question, enactment of Treasury II in its present

form would eliminate the foundation upon which NCHP was created.

Nonetheless, this paper is not presented on behalf of NCHP's

business interests. NCHP is now strong and flexible enough to



552

adjust to adverse changes in the tax laws. But its constituency

-- the low and moderate income families living in each of your

districts -- is not. When I speak of NCHP's constituency, I speak

not only of the inner-city poor, although that group ought to

remain important in the national conscience. I speak of low-

income families living in NCHP properties in small cities and

rural areas all across the country. I speak of the elderly who

are served by 94 of our senior citizen projects in 26 states. I

speak of young people ages 20-30, whose net after tax income has

:allen by nearly 14% in the last ten years.

Treasury II adversely impacts these broad and diverse groirs

ror three basiz reasons. The tax proposals:

0 are fundamentally unfair to renters, especially those

of low and moderate income.

0 eliminate incentives to construct new rental housing

for low and moderate income families.

fail to provide incentives for the preservation of

existing federally-subsidized rental housing.

First, our low and moderate income constituency consists of

renters, and Treasury II treats apartment renters far less
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favorably than homeowners. This is so notwithstanding the fact

that renters have fewer real dollars to spend on housing and are

required to spend a higher percentage of their income on shelter

than are homeowners. Tn 1981, the median income of U.S. renters

was $11,400 compared to $21,800 for U.S. homeowners.

Nevertheless, the recent study released by the National League of

Cities reports that the housing-related tax expenditures for

rental housing in fiscal 1985 is expected to be a mere $5.9

million as opposed to the 49.3 billion being spent on home-owner

deductions, including approximately 1.2 billion to owners of

vacation homes. Another study released by the Wharton Econometric

group concludes that an increase in rents of 20-241 by 1991 is

certain to result from enactment of Treasury II. For a married

couplee earning $25,100, this represents a $700 - $1,100 rent

increase. By contrast the same couple would receive a savings in

taxes under Treasury II of only $100 a year. Such disparity In

treatment between homeowners and renters is inconsistent with the

principles of fairness on which tax reform was said to be

premised.*

....5---sfl evidence of the disparity between ventures and
homeowners, the National League of Cities reports that the average
amount of federal housing expenditures per household was $124.80
per year for households with income over $10,000, rising to$1,866.48 per year for households with incomes above $50,000. The
federal housing expenditure is a composite of both direct housing
outlays and lost revenues through tax incentives.
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II-

Our second concern is that Treasury II virtually precludes the

construction of new housing for low and moderate income families.

Despite the efforts made over the last two decades, we are far

from attaining the expressed national goal of "decent, safe, and

sanitary housing for every family. Under the most conservative

estimates of a Brookings Institute analyst, the national need is a
minimum of 2.3 million new rental housing units by the end of this

century. Housing to meet this need will not be constructed

without federal subsidies, both directly and through the tax code.

Since present budgetary policies have drastically cut direct

assistance for low and moderate income housing, tax provisions

encouraging private investment in this type of housing are the

only available means of satisfying this need. The Wharton

Econometrics group has concluded that under Treasury II an actual

reduction of 1,440,000 units of housing stock will occur by 1994.

Let me illustrate from NCHP's experience. The corporation's

initial stock offering raised over $42 million in 1970 by offering

major corporations tax losses to be realized in pursuit of the

socially critical objective of building low and moderate income

housing. NCHP has not sold more stock or otfherwise received

additional equity funds; the tax code has enabled NCHP to develop

nearly 80,000 housing units by attracting investors to our limited
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partnerships. Since 1970, these investors have contributed almost

$500 million to this development activity.

It is a fact that RCHP has been able to compete with other

investment alternatives solely because the tax laws enabled it to

provide competitive returns. Land prices, construction and

financing costs, and operating expenses are so high today that

cents even from moderate income families cannot provide

*uificiently attractive rates of return for investors. In

zederally-aasisted and state agency financed projects

distributions are limited by law, if there is cash flow at all.

NCHP's experience in over 500 projects suggests that cash returns

in most projects will be minimal. Similarly, provisions

restricting the use of such property to housing for low and

moderate income families means that appreciation in value is a

hope rather than- a realistic expectation. Programs must be

retained which provide investors in such ventures a competitive

return while providing affordable rents to the low income tenant.

To demonstrate how Treasury I affects the viability of such

investments, consider that for the renter earning $13,000 a year

paying 30% of his or her income in rent, $328 is the monthly

rental cost. hn apartment project built after Treasury IT would

nave to charge rents of $539 a month to operate on a break-even

oasis and still give investors an 8% return. If Treasury I is

enacted, either rents will go up in response to the new economics
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or new apartments won't be constructed - making the low income

tenant the loser in either case.

Although almost every provision in Treasury II affecting real

estate will adversely impact the tax benefits which are crucial to

investment in low and moderate income housing, four provisions, in

our judgment, are particularly egregious. They are (1) the

extension of the at-risk rules to real estate, (2) the lengthening

of depreciable (ACRS) lives to 28 years for all real estate, (3)

the inclusion of limited partner interest expense in the interest

limitation in Section 163(d) of the Internal Revenue Code, and (4)

the elimination of private purpose tax-exempt bond financing. In

this connection, we respectfully urge that an exception from the

provisions regarding the at-risk rules and the determination of

interest for purposes of Section 163(d) of the Code be made for

BUD and state government-assisted housing and housing built with

private-purpose tax exempt financing; and that provisions

authorizing depreciation over 15 years for low and moderate income

housing and tax-exempt bond financing for multifamily residential

units be retained.
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III

The third and principal area of concern for our low and
moderate income constituency is not addressed in Treasury II:
that is the preservation of the nation's existing stock of

federally-assisted housing. Since 1968 Congress consciously has
made a tremendous investment in shelter for the economically

disadvantaged. It is essential that this Congress ensure that the
investment represented by housing now under federal subsidy not be

allowed to deteriorate.

There are approximately 440,000 units of Section 236 and
approximately 154,000 units of Section 221(d)(3) below market

interest rate projects in private hands. These projects are

generally 10-15 years old and confronting major capital repairs.

There are also hundreds of thousands of additional units receiving

various forms of Section 8 assistance. Before the Tax reform Act
of 1984 became effective, HUD estimated in a recent General

Accounting Office report that 3,000 - 4,000 properties were
transferred to new ownership. Because of the loss of investment

benefits associated with such properties, very few are likely to

receive new ownership or capital in 1985.

There are no policies - and to our knowledge, few serious

studies - aimed at ensuring that existing housing is preserved for
low and moderate income renters. Of the nearly 600,000 federally-
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assisted units, most have enjoyed only marginal cash flow. Almost
all will require repairs; an industry study in 1983 revealed that
approximately 10% of the inventory had an immediate average need
of $800 per unit for repairs and replacements. Our own experience

in purchasing older projects suggests a required expenditure of up
to $1,000 per unit. Beginning in 1982, we acquired 99 properties
which were originally completed 10 to 15 years before. As part of
this acquisition program, it was necessary to invest almost $8.5
million to preserve and upgrade units, thereby avoiding further

deterioration.

Such investment for maintenance, of course, is not unusual;
all improved real estate continually requires repairs and
maintenance. The special problem in the case of federally
assisted projects is the lack of cash flow, which means that there
are inadequate funds to pay for necessary repairs and
replacements. And the lack of an attractive cash flow means that
owners have no incentive to invest additional funds for needed
repair and replacement. The result is that too often they simply
decide to walk away from these projects. We have previously
testified before Representative Frank's Manpower and Housing
Subcommittee of the Committee on Government Operations on the need
for a Preservation Loan Fund to be administered by HUD Loan
Management, but as yet no such fund has been established.
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Today the only incentives for preserving existing housing

reside in the tax code. At a minimum, we urge the retention of

the existing Code Frovisions, at least insofar as they apply to

the purchase of existing HUD-assisted housing. But Congress

should go further. There should be incentives for the upgrading

and preservation of existing properties in which the government

has a stake.

We have analyzed various alternatives. One, for example, is

to provide for shorter depreciable lives than now available for

projects (a) which are acquired by new investors under HUD's

approval process governing the transfer of such physical assets,

and (b) in which a minimum of $1,000 per unit is invested in

repairs-and reserves for the acquired property. Another would

combine the investment tax credit and shorter depreciable lives

for investments exceeding $1,000 per unit incurred in repair and

reserves of newly acquired federal and state assisted properties.

We have not yet found a completely satisfactory proposal but in

the future would like to submit alternatives for the Committee's

consideration.

We recognize that in this time of needed austerity,

recommending the inclusion of a new class of expenditures is at

best unattractive; but we see no alternative. The failure to

preserve this nation's present housing stock is very costly, and

becomes more so with every year of inaction.
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ON HOUSING, REAL ESTATE AND REHABILITATION

The National Housing Conference, the oldest national organization

concerned with the provision of adequate housing and decent neighborhoods

for all Americans, appreciates the opportunity to present its views on

the President's Tax Proposals as they relate to housing, real estate

and rehabilitation. This stAtement will focus primarily upon the potential

impact of these proposals on the provision of rental housing, especially

for the low and moderate income.

Enactmtent of these tax proposals would be tantamount to driving the

last nail in the coffin containing the corpse of what, not too long ago,

was a healthy, bipartisan Federal concern for encouraging the provision

of decent housing for all our citizens. When combined with the Adminis-

tration's Budget proposals for FY 1986, there would only be a skeleton

left of the Federal cousitment, contained in the Housing Act of 1949 and

reaffirmed several times since then, to the goal of a decent home and

suitable living environment for every American family. While significant

progress has been made toward achieving that goal, many millions of

Americans are still inadequately housed or are still paying outrageously

high percentages of their incomes for housing.
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The Tax Code, for at least the last three decades, has served as a

major incentive for investment in real estate. This was not unique, as

the Code has been deliberately used by the Federal Government to encourage

other social and economic results deemed beneficial to the nation. And

the Code would continue to do so, even if all the changes proposed by the

President were to be enacted.

Over the years, provisions of the Code which encourage investment

in real estate have been modified and adjusted to fit the perceived needs

of that tine and, where deemed appropriate, to cut bac- those provisions

thought to be overly generous. However, in connection with the many

changes, one thread nas consistently been present in the decisions made

by the Congress -- investment in rental housing, especially for the low

and moderate income, continued to merit special treatment and encourage-

ment. In fact, many of the special provisions of the Code now applicable

to housing are residuals of provisions which formerly applied across-the-

board to all real estate investment or, in the case of low and moderate

income housing, to all housing investment.

In amending the Code over the years, Congress has recognized that

investment in housing cannot compete equally with most other investments,

either in real estate or otherwise. These residual incentives for housing

would now all be dumped and eliminated. As Treasury Secretary Baker

indicated in his statement before this Coumittee on June 11, 1985, a

result, and presumably a goal,of the 'President's plan" is I...a shift

in the composition of investment toward more industrial and commercial

structures and inventories". Nowhere in Secretary Baker's statement

was there any recognition of what had been a 50-year special Federal
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concern for meeting the housing needs of the American people, except,

with respect to the mortgage interest deduction, to pay obeisance to 'the

central importance of home ownership to values cherished by the American

family". For those who cannot afford to buy a home, there was no concern

shown.

It is the renters of America who will be most drastically impacted

by these tax proposals. The ability of private enterprise to continue

to meet the needs for additional rental housing for the low, moderate

and middle income has become increasingly dependent over the last ten-

twelve years on Federal support. Interest rates during most of that time

have been significantly higher than the pattern of the thirty preceding

years. This has had a major impact on rents, because of the heavy

reliance on borrowed funds by most owners of rental housing.

Rents rust be high enough to cover the mortgage. Yet, residential

renters do not have the flexibility that commercial renters have to

absorb rent increases. For a family, its rent is usually its largest

single expense, often representing 25%, 30%, 35% or more of gross income.

For a business, rent may be a major cost but it seldom represents

anywheres near as large a share of income. Furthermore, the business

is better able to pass on increased rental costs to its customers,

than the family is able to increase its income so as to cover any

increase in rent.

The only way in which rental housing has remained economically compe-

titive in recent years with other investment alternatives has been either

through direct Federal assistance, such as under the now terminated HUD
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Section 8 and GNMA Tandem programs, or because of the availability of

lower interest rates through IDB financing. Zn both instances, the

other incentives in the Tax Code, such as acceleratd depreciation,

more liberal rules on recapture of excess depreciation, expensing or

shorter-term write-offs of construction period interest and tages, etc-,

have also been essential to achieve economic parity with other, less

risky alternatives.

While interest rates have fallen somewhat in the last several

months, they are still at a level of 12% to 13% for conventional loans,

far too high in most instances to enable rental housing to be provided

for anyone other than the upper middle income and the wealthy. If

the President's proposals, to eliminate multifamily IDBs and all other

tax incentives for investment in rental housing, are adopted along with his

proposals to terminate or suspend for at least two years all forms of

direct Federal assistance for low and moderate income housing, there would

be no way that anyone would be able to meet what is still a major problem

in the world's wealthiest nation -- the inability of many lover income

Americans to obtain decent shelter at a cost that does not destroy their

ability to take care of the other necessities of life.

NHC urges the Coanittee to weigh carefully our concerns about the

impact of these tax proposalson the supply of rental housing, especially

for the low and moderate income. We should also like to touch upon a few

other points. First, is out continuing concern about the effect of last

year's changes to Section 103 of the Internal Revenue Code on the financing

and cost of public housing. As a result of those changes, a successful
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means of financing public housing, in place since 1937, has been jeopar-

dized while HUD and Treasury continue to discuss at great length how to

resolve the problem.

In the meantime, the Office of Management and Budget has seized upon

the impasse as an excuse for proposing to expense almost $15 billion in

Fiscal Year 1985 to buy out most of the loans presently financing public

housing. At a time of great budget stringency and overwhelming concern

about deficits, we do not understand why the Administration is so willing

to increase the deficit by $15 billion, when seemingly winor legislative

changes would resolve the matter. We urge the Committee tc move expedi-

tiously to resolve the matter and permit public housing to return to its

proven financing means.

NHC also urges that the Committee, in considering the President's

proposals, weigh the impact of those proposals on the ability of our

nation's cities to achieve needed economic and physical rejuvenation.

We urge that decisions, with respect to rehabilitation tax credits and

the use of tax-exempt financing, factor in how these tax incentives, and

others affecting real estate in general, are used to bring about needed

revitalization, especially in conjunction with such programs as HUD's

Community Development Block "rant and Urban Development Action Grant

Programs.

Lastly, we should like to ask that the Committee deal now with a

growing problem that is seriously disrupting the undertaking of long

lead-time activities, such as most rental housing and other roaJ estate

transactiuns. As matters now stand, the President's tax proposals, if
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adopted, would be effective on January 1, 1986, except for properties

placed in service prior to that date or, in the case of tax-exempt

bonds, those issued prior to that date. As a result, many now projects

are not being started because they cannot be completed and the property

placed in service prior to the end of the year. In other instances

where bonds are expected to be needed, such as for housing projects, those

projects are not proceeding if it is anticipated that the normal pre-bond

issuance activities may not be completed prior to the end of the year.

In effect, without a single action being taken by this Committee or

the Congress, the President's tax proposals are in many instances already

in effect. This is not the way in which we understand the legislative

process is supposed to operate. We urge that some indication be given

as soon as possible that, regardless of what final action is taken by

the Congress on these tax proposals, those actions will not be effective

with respect to housing and other real estate transactions and bond issues

on which definitive actions have been taken by the involved parties prior

to the action by Congress on legislative changes. Such an indication

would restore certainty to the market place and allow the recommencement

of normal activities in connection with long lead-time undertakings, such

as most rental housing and other real estate transactions.

We have nct dealt extensively with the details of the President's

tax proposals, but rather have focused on the broad impact of those

proposals. The National Housing Conference has established a task force

to try to assess the many individual proposals advanced by the President

and to come up with recommendations on them. Once these specific
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decisions are reached by NBC, we should like the opportunity to present-

them in writing to the Comiteee for its consideration, either as an

addendum to this statement or separately. We would be pleased to work

with the Committee and its staff to devise means of protecting housing

from an unwarranted diminution of needed tax incentives.
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IMPACT OF TAX REFORM PLAN ON HOUSING

The National Leased Housing Association is a unique organi-

zation representing both public and private sector organizations

involved in providing affordable and badly needed rental housing

for low and moderate income Americans. We number among our 800

members state housing agencies, local housing authorities,

non-profits, developers, financiers, ani managers. -We-are proud

of our pioneering role in bringing public and private entities

together to make better rental housing available for millions of

Americans.
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While other industry groups have addressed the specifics

of the President's tax reform proposal as they relate to rental

housing, NLHA would like to focus on some broad questions of

housing policy for this country. Normally, these concerns are

under the domain of the Committee on Banking, Housing and Urban

Affairs, but this year this Committee will be making decisions

that will have an indelible effect on the future of low and

moderate income housing in this country.

At this time, the k0tional Leased Housing Association has

housing policy at the focus of its concern because we have just

concluded our policy platform -- Rental Housing in Today's

Reality -- a copy of which is attached for insertion in the

record.

The platform reflects a rather unique position of an

organization that has been very much development oriented during

the fourteen years of its existence, as our cardinal tenent is

that major emphasis should be placed. on utilizing existing

housing to house America's low income families. Although we do

set forth instances where public policy requires the construction

of new housing for low income people, overall we stress that the

utilization of existing housing makes any scarce subsidies

available go farther to help more low income families. This

position parallels that of the Administration, although we do
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differ from the Administration in believing that Section 8

certificates, rather than vouchers, are the best way to house low

income families utilizing existing stock.

Theie is an important predicate to this policy position that

is most-germane here -- that tax incentives for debt and equity

formation for new rental housing must be preserved. In order

for the existing housing stock to be utilized for low income

families, there must be an adequate rental housing stock within a

community. Even if rental housing is constructed for middle

income families it frees up lower-cost, decent existing stock to

be utilized by low income families under the Section 8 existing

or voucher program. Ve believe that the rental stock in a

community should be viewed as a totality and that everyone --

especially low income families -- will benefit when new rental

housing is constructed.

If new rental housing is to be built, tax incentives must be

.continued. Recently, several studies by distinguished economists

have indicated that under the Administration's revised tax

proposal rents on newly constructed projects will increase in the

20-30 percent area. Indeed, NLHA has participated with other

housing organizations in-sponsoring a study by Wharton Econo-

metric Forecasting Associates in conjunction with leading

economists from Harvard and MIT which will confirm these figures.
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The market cannot bear these rent increases, and as a result

very little new rental housing will be constructed. Indeed, it

appears that the Wharton study will forecast a decline o'f 160,000

rental units a year as a result of the Administration's pro-

posal. As above emphasized, when no new rental housing is built

in a community, then the existing stock cannot be used to housing

lw and moderate income families receiving subsidy assistance.

It- ead, the rent on the units will be bid up by middle income

families making the Section 8 certificate or voucher useless. In

addition, tax incentives are often necessary to enable owners to

keep their existing rental property in good condition so it can

be utilized by low and moderate income families.

Accordingly, for reasons of sound housing policy of uti-

lizing our existing stock -- the very housing policy espoused

by this Administration -- we believe it essential that tax

incentives continue to make possible the construction of new

rental housing and the maintenance of our current stock. These

include the incentives for debt formation -- tax exempt financing

-- as well as provisions encouraging equity formation, such as

the present depreciation schedule, the exception from the "at

risk' rules, the ability of a limited partner to deduct immedi-

ately construction interest and the like.

The above analysis teaches an additional lesson, Congress

should not adopt too restrictive a definition of what constitutes
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low income housing to qualify for either tax exempt financing or

special equity formation benefits. As emphasized before, all in

the community benefit from the construction of rental housing.

Accordingly, in defining *low and moderate income housing"

Congress should adopt a standard that would make these tax

incentives available for a broad range of moderate income rental

housing, although properly excluding upper income or luxury

rentals.

In-closing, let us respond to this often posed question: if

the provision of low and moderate income rental housing is such a

public benefit, why does not Congress do so through direct

subsidy? Indeed, that point is made in the Administration's

proposal justifying its termination of the Section 167(k)

rehabilitation write-off. There are two answers to that

question.

First, we are victims of a rather bizarre shell game. The

Administration states that we should seek direct subsidies, yet

submits a budget doing away with virtually all housing assistance

programs. Although the budget resolutions of both houses have

rejected such a draconian result, in this time of great budget

stringency it is still most difficult to obtain anywhere near

the needed amount of direct assistance to meet rental housing.

needs.
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Second, assistance through the Internal Revenue Code comes

with much less administrative red tape than do direct subsidies.

By and large, tax law restrictions are enforced without a large

government administrative mechanism. Instead, developers and

their counsel, upon great penalty must certify that a particular

project complies with rules governing the issuance of tax exempt

bonds and syndication. These rules are zealously enforced

without the need for government intervention.

Thank you for your consideration of these issues.
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EXECUTIVE SUMMARY

The National Leased Housing Association is a unique combination of
public and private entities (local housing authorities, developers, state
housing agencies, housing financiers, non-profits, ate.) Involved in providing
rental housing'for those of low and moderate income. At the same time that
national priorities must be reexamined in view of financial stringenties, the
nation is faed with severe rental housing needs, especially for lower income
families. It is estimated that between 600 to 700 hundred thousand new rental
units are needed annually to meet rental housing needs.

To meet the housing needs of low income families, the major emphasis
should be on utilizing our existing housing stock. This choice Is dictated by
the high cost of providing new housing for low income families, and the
current political aversion to paying such costs in a time of budget
stringency. The optimum method of utilizing existing housing is the Section

'23 Leased Housing Program. under which the owner enters int(, a lease with a
local housing authority who in turn subleases to the tenant. In any event,
the Section 8 Existing program is far superior to the utilization of housing
vouchers, as Section 8 Existing limits the percentage of income a tenant can
pay for rent as well as the rents received by owner. Any program utilizing
existing housing should have enforcement of housing quality standards as a
central facet, a function best performed by local housing authorities.

Although major emphasis should be placed on utilizing existing housing.
there are circumstances that justify new construction or substantial
rehabilitation- for low income needs. This is true where no existing housing
stock exists to accommodate needy tenants, such as in rural areas, or where
building new housing for the elderly will free up larger older homes for large
families, or generally where housing for large families is not in sufficient
supply. Likewise, the construction of new housing for low income families is
justified as part of a c(cality's economic revitalization program as well as in
growing suburban locations where no lower income housing is available.

We do not recommend any specific program to get such housing built,
although useful tools would be Housing Development Grants (HoDAGs),
utilizing community development blozk grant funds for new housing
production, the new construction aspect of the Section 23 Leased Housing
program, and creative use of HUD-FmHA multi-farlly mortgage insurance.

Vital for new rental housing production is the continuation of tax
incentives. We view as misguided current proposed changes to the Internal
Revenue Code that would effectively do away with equity syndication for
multi-family housing as well as the availability of tax except industrial
development bond financing for housing. Without these useful tools, rents
would have to rise 6309 to induce the construction of new rental units. Since
such Increased rents could not be readily paid, the result would be the
virtual elimination of new rental housing. Housing produced as a result of
tax Incentives is not necessarily low income housing. However. the public at
large benefits from an increase in the entire rental housing stock. If there
is to be a successful use of existing housing for lower income people, there
must be a totally adequate supply of housing within the community at large.
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The effective management and preservation of our existing rental
housing should be a matter of prime" national concern. An essential
Ingredient of preserving existing government assisted rental housing Is the
allowance of realistic rents so that the property can be adequately maintained.
Fair management fees are also necessary to provide Incentives Io continued
good management. There should be-minimum federal Intervention In daily
management issues, such as whether or not pets should be allowed In assisted
housing projects. However, one overrding federal rote, that of fair housing
law enforcement should be continued, and indeed strengthened. The federal
government should, furthermore, make resources available to preserve
existing housing through luw interest loans to owners to make necessary
capital improvements and generally to keep the units in good repair.
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RENTAL HOUSING IN TODAYS REALITY

The Housing Platform
of the

NATIONAL LEASED HOUSING ASSOCIATION

NLHA - Who We Are

The membership of the Nlational Leased Housing Association
prIvate and public owners, managers and financiers of rental housing
uniquely exemplifies the public-private partnership that has p-educed needed
rental housing in America over recent years. This partnership is American
Ingenuity and pragmatism at its best: a joint effort between the private and
public sectors to improve the quality of life for all Americans. Such a
partnership is essential ')ecause housing is more than four walls and a roof.
Housing means an affordable, decent home in a pleasant neighborhood
environment, with access to jobs, amenities, and schools and the network of
opportunities that enhance life for all our citizens. In this sense, decent
rental housing, unlike virtually every other product that iuels the U.S.
economy, cannot be developed without the concerted coo.-dinated action of
lenders, developers, local government, public housing agencies, underwriters,
and community groups. All of these find a common purpose in the
Association, which is dedicated to public programs and private initiatives that
will strengthen this ongoing partnership.

Housing Policy at the Crossroads

A great majority of Americans are among the best housed people
in the history of world civilization. A substantial number of families in the
United States today live in physical settings that three generations ago %ould
have been home only to a privileged few. This great achievement should be a
source of pride but not conplacency.

In the Housing Act of 1949, the Congress issued a Declaration of
National Housing Policy, a challenge to the nation to realize "as soon as
feaible the goal of a decent home and a suitable living environment for every
American family . . .". Enormous progress has been made in striving toward
that goal. But it bears remembering that our national goal does not say that
we are trying to achieve a decent homne for "every American family who can
afford it." MucP, remains to be done to fulfill the promise of that goal for a
large segment og our population for whom it appears, even no%, to be a
vanishing dream.

-Over several decades, a variety of tools to achieve this goai has
been fashioned at the federal level. Federal programs have responded to felt
ne"s and changes in the econcny, tax laws, credit and housing markets.
and demographic patterns oves- time. In a nation as vast and heterogeneous
as the United States, with an economy as complex as the world has ever
known, and with a federal system knitting together an intricate fabric of
governance, no single program can be devised that will by itself effectively

"1".
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carry out our national housing policy. Our approach as a nation has been
pragmatic; many programs have been tried, some with greeter success than

others. In many cases, success has fallen prey to a change in national

priorities, and effective programs have-been underfunded or interrupted or
dismantled.

rd i We are again in a period when national priorities -- deficit

reduction and tax reform or simplification -- threaten ir eparably to

undermine our commitment to this national housing policy. Some of this

damage may be inadvertent. On the other hand, some opponents of the

national housing policy are seizing the opportunity provided by the current
environment to destroy policies they have always oppos.d. (There are, after

all, those who would wish to eliminate federal housing programs even were

there a S200 billion dollar surplus.) What has been built up over decades

with considerable positive result ought not to be lightly cast aside without a

deliberate conscious weighing of alternatives antl the potential damage to our

social wellbeing.

Over the past five fiscal years, federally assisted housing

programs have suffered a reduction of 5500 in new units assisted, 681 in new

budget authority, and 830 in the number of.-new units reserved for new

construction, substantial rehabilitation -- possibly)the deepest cuts Incurred

by any of the -domestic programs. Now, e(,en further reductions are

proposed in direct subsidies, and the Treasury (Department-has propoitd the

elimination of existing tax incentives that, together with subsidies, provide

the remaining sustenance for a bare minimum of needed rentei housing.

The NLHA believes that this crucial time of general re-examination

of housing programs provides the appropriate occasion for a realistic appraisal

of the tools and programs by which our national housing goal should be

achieved in the light cf decades of experience and the needs that will

confront the nation in the *',)reseeable future.

As before. emphasized, NLHA uniquely combines both the public

and private skillss necessary to provide decent rental housing in this country.

For that reason, its emphasis since its inception has -been on those housing

programs that involve a private-public partier-hip, such as the Section 23

Leased Housing Program where the local housing authorities lease units from

private landlords, the Section 8 program where the local housing authorities

provide housing assistance funds to private landlords, and today, projects

financed by tax exempt bonds issued by state and local agencies. NLRA

serves its public members best when we provide an opportunity for

interaction and interchange with private sector participants in the multi-family

sector, an arrangement that is reciprocally beneficial to its private members.

Accordingly, this platform will not focus on programs strictly

public in nature, like the public housing program. This In no way indicates

NLHA's lack of support for this very basic subsidized housing program,

which provides decent housing for over a million low income families, but-

merely reflects our focus on program% that involve continuous interac-ion

between" both public and private sectors.

-2-



579

Rental Housing Opportunities and Needs

The success achieved since 1933 in housing the more affluent
among us should not obscure the fact that for too many Americans the reality
of an affordable decent, safe and sanitary home is still elus.ive. A few
statistics will suffice to shake any complacency regarding results of our
national efforts for a large portion of our population:

o The nation is dividing into two groups: lower income households
who rent housing, and middle- and upper-income households who own
housing. In 1970, the average renter household income was 651 of the
household income of the average homeowner. By 1980, the average income of
enters compared to owners had dropped to 530, and the gap is still
widening. The income of renting households clearly is rising more slowly
than that of homeowning households, ard this is severely limiting the
affordability of rental housing.

o In 1973, renters were devoting an average of 22'0 of their incomes
to the cost of rent; seven years later, that figure rose to 29*0,a substantial
increase. This figure reflects the graduationon" of many higher income
renters to homeownership, leaving lower income households in the rental
market. Of over 10 million very low income households, over 7 million now
pay more than 30% of their income in rent; and over 2 million households pay
over Wo of their income in rent.

o According to a recently released Survey of Consumer Finances
undertaken by the Federal Reserve Board, the percentage of U.S. families
owning homes dropped from 65 to 60%0 between 1977 and 1983. In the same
period for low income families, the homeownership level dropped from 430 to
360, a precipitous decline. The drop in the national ratio of homeownership
in the past few years has been so dramatic, in fact, that it has literally
wiped out more than half of the homeownership gain achieved during the prior
ten years. In effect, the last 10 years has seen almost no progress in
homeownership at all. Rental housing is thus of increasing importance and
will remain home for a growing segment of our population.

o The 1980 Census shows that over 5.1 million American families live
in substandard housing. Of this 3.290 million are in rural areas, emphasizing
the special housing needs outside our metropolitan area.

o The proposed tax changes forwarded by the Treasury Department
in November 1984 would exacerbate the already Ibleak rental housing situation.
According to a study undertaken by the National Association of Homebuilders,
if present tax incentives for equity syndication in rental projects are
removed, rents would have to increase by 420 to induce the construction of
new rental units. If, in addition, tax exempt financing for such rental units
is taken cway, rents would have to rise 63% to induce such construction.

Although the Treasury proposal would take away the tax
incentives for rental housing, it would not remove the deductibility of
homeowner interest. We endorse the present policy of interest deductibility
to promote home ownership, but simple fairness demands that Federal policy
must also even-handedly address the needs of non-owners, whose economic
and housing conditions have worsened materially in recent years. There must
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be rough equivalence in the resources -- both through tax incentives and
direct subsidies -- devoted to the needs of renting households compared to
the assistance given to owner-occupants. We should continue homeowner tax
incentives and likewise those incentives that benefit renters.

Some economists have claimed, quite erroneously. that tht housing
sector of the U.S. economy consumes "too much" capital. This is simply not
true. The share of funds in the capital markets devoted to housing has
actually been declining rapidly, from an average of 32.51 in the 1950"s to
27.5% in the 1970's, to 21.9% in 1982. Housing has lost its former position as
a prominent opportunity for debt investment as a result of competition from
corporate America (and the U.S. Treasury) for capital. Lenders do not like
to use one-day money for long term loans. What housing finance has
required and still requires because of its dependence on long term financing,
is an 'Opportunity to compete on a level playing field with short term capital
demands that can pay high and volatile interest rates and pass such costs
onto the consumer. Housing credit shortages and high mortgage interest
rates have hot been created by housing demand but by competing capital
demands generated from other parts of the economy, from which housing is no
longer sheltered.

Apart from present needs, the demand for housing, and rental
housing in particular, will 9row substantially in the foreseeable future. Most
demographers expect new household formation during the 1980's to be in the
range of approximately 15 million, about 15% less than in the 1970's but high
nonetheless. The increased demand for new rental units to accommodate new
households and to replace units that are withdrawn from the inventory will
approximate 600,000 to 700,000 per year according to the most conservative
estimates. The supply of new unsubsidized rental units is falling far short of
that demand on a national basis. As will be emphasized throughout this
platform, the production of unsubsidized rental housing is essential not only
to house middle class renters, but to free up decent existing rental stock to
be utilized by lower irscome families receiving housing assistance. Finally, the
supply of new subsidized units, now aboLt 50,000 annually, is woefully short
of need, and even this amount would be cut to zero under the
Administration's budget proposal.

Housing needs are thus generated by the sheer growth in our
population and the persistence of low incomes; in other words, inadequate
supply and inadequate income are the facts of life that housing policy must
confront.

Private enterprise is responsible for most new rental housing
developed in the United States. By contrast, new Investment in private
unsubsidized rental housing is essentially nonexistent in Britain and Europe,
except for luxury housing. These highly developed nations have made
housing among the most regulated of activities, heavily dependent on
subsidies and complicated approval processes. This system resulted from a
shortage of housing resources, which forced a form of rationing (that is,
governmental distribution of resources) in those economies. Unless sufficient
resources are made available in this country for private enterprise to continue
to meet pressing housing needs, with and without subsidies, the same results
will occur here. Assuring sufficient resources and subsidies for private



581

enterprise to meet today's housing needs is a wise investment to assure that
tomorrow's renters will not have to depend on political decisions for all their
housing needs.

Our Policy

With this background of who we are and where we are, let us
proceed to the specifics of what rental housing policies are neeoied at this
time.

I. MAJOR EMPHASIS SHOULD BE PLACED ON UTILIZING
EXISTING HOUSING TO MEET OUR LOW INCOME NEEDS

Any housing market that is not experiencing explosive growth
consists overwhelmingly ofsolder existing housing. The vast majority of
Americans live in housing that is "used." Access to adequate and affordable
existing housing should thus make the major contribution to achieving the
goals of national housing policy. The most direct meth-od of aitairking
problems of affordability will be through the use of older existing housing,
providing assistance for renters in the private market. The subsidy per'unit
is less and tenants cin exercise choice in the market if properly counseled.

Assuming the emphasis on existing housing as a major source of
meeting our lower in:cone needs, the question remains, what is the most
efficient way to utilize the existing housing stock? Since 1974 HUD-has been
utilizing the Section 8 Existing housing program as a delivery mechanism.
Under that program, the tenant enters into a direct lease relationship with
the landlord at or under a HUD-mandated fair market rent. The difference

betweenn that fair market rent and percentage of income the tenant is required
to pay -- curently 30°O -- is subsidized by housing assistance payments from
the local housing authority utilizing federal funds. NLHA believes that the
Section 8 Existing program has generally been successful, due in good part to
the *dministrattve role played by the local housing authorities.

Before the advent of the Section 8 Existing program, however,
the government utilized another mechanism fcr subsidizing existing housing --
the Section 23 Leased Housing Program. Under that program, the local public
housing authority (PliA) leased the unit from the landlord and subleased it to
the tenant. Accordingly, the PHA was an intermediary between landlord and
tenant. The PHA in its capacity as tenant was able to negotiate favorable
leases, due in good measure to the fact the landlords often would rather deal
with the PHA as a tenant than a low income family occupant, and also due to
the greater bargaining sophistication of the PHA. This arrangement proved
beneficial to the Alienant as well. Instead of having to deal with a private
landlord, the occupaitt tenant dealt with the public landlord -- the local
public housing authority.
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For that reason, NLHA believes that the Section 23 Leased
Housing Program is a better mechanism to utilize existing housing than the
Section 8 Existing program. We call for its return. No matter what existing
housing program is utilized, it should be funded by Congress at a significant
level in light of the pressing needs of low income families.

Although we may prefer Section 23 to Section 8 Existing, we very
much favor the Section 8 Existing over the voucher program advocated by the
Administration. Under the voucher program, there is no limit to the rent the
landlord can receive or to the percentage of income the tenant can pay.
Accordingly, tenants will be paying a disproportionate percentage of income
as rent and landlords could well be receiving unreservedly high rents.
These are precisely the evils a well-administered existing housing program
should avoid.

One essential element of any program utilizing existing housing isthat there be adequate housing quality standards that each unit in the
program must meet. Otherwise, the government will be using its resources to
subsidize slums. Of course, if there are standards, there must be
enforcement. And that is the essential role of the local housing agency in
administering the program. For that reason, NLHA is unalterably opposed to
any welfare type housing allowance program that does not have housing
quality standards enforceable by a local housing authority.

Further, if the PHA is to assume this crucial role of enforcing
quality standards, as well as its other essential roles in administering the
program, it must receive adequate compensation in the way of administrative
fees. NLHA thus strongly opposes pending attempts by the Department ofHousing and Urban Development to reduce fees from the current level that
barely provides enough operating income to the PHAs to administer the
program.

Assuming the retention of the Section 8 Existing program, thePHA administrative fee system should also be designed to encourage mobility
of tenants from one PHA jurisdiction to another without jeopardizing the fees
earned by the original PHA. Although housing authorities should be
encouraged to participate in a mobile certificate program, they should do so
on a voluntary basis, taking into account the availability of local resources.
Further, our experience has shown that use of the certificate outside the area
of the issuing jurisdiction works out far better on an intra-state rather than
an inter-state basis.

There is much existing stock that is in decent condition and can
be utilized without further rehabilitation. In addition, there is existing stock
that is not presently habitable, but can be made so with relatively minor
expenditures. HUD, in the past has encouraged this endeavor, through the
Section 8 moderate rehabilitation program and the rental rehabilitation grant
program. Consistent with our emphasis on utilization of exising stock, NLHA
strongly favors programs directed to the moderate rehabilitation thereof when
necessary, as moderate rehab has proven an economical way to meet the
housing needs of low income families.
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Sc-ne existing stock has so deteriorated that it can only be made
serviceable through significant expenditures. This is known as substantial
rehabilitation. Generally, the cost of substantially rehabilitating a unit nears
that of a newly constructed unit and under past housing programs. they have
been categorized together. Accordingly, when in Section II we outline areas
where housing production for low income families should 6e part of the
national policy, such production can be accomplished either through new
construction or as substantial rehabilitation. Local conditions, primarily the
existence of rehabilitable stock, should dictate the method to be utilized.

Our advocacy of full use of existing housing rests on a very
essential premise -- that an adequate supply of new rental housing will be
produced. There simply cannot be a workable program utilizing existing
housing unless there is an adequate supply of rental housing within each
housing market. To achieve our social goals it is not necessary that all such
rental housing be produced for low- income families. Low income families
benefit from production of rental housing they cannot afford because it frees
up the availability of rental housing they can afford. For that reason, NLHA
supports those provisions of the Internal Revenue Code that lead to the
production of rental housing of any type (see Section IV).

It. ALTHOUGH EMPHASIS SHOULD BE ON EXISTING HOUSING,
THERE ARE CIRCUMSTANCES THAT JUSTIFY NEW

CONSTRUCTION FOR LOW INCOME NEEDS

If experience has taught any lesson, it is that a concentration of
subsidies on production for low income families rather than on better use of
our existing housing stock would be misguided. But a balanced view must be
taken on this issue. In recent years, criticism has been leveled at programs
that have subsidized newly constructed housing for lower income households.
In general, critics have charged that: (a) the cost of assisting a.
household in a new unit is substantially more than assisting the sam*
household in an existing unit; (b) because of such high costs relatively few
households among those eligible actually obtain benefits; and (c) the minimum
property standards applying to newly constructed subsidized housing assists
lower income households to obtain better housing than unassisted taxpaying
households in the same neighborhood or community.

These criticisms may have merit but ignore the reality that any
rational and comprehensive approach to meeting our society's housing needs
will require continuing subsidies for newly constructed or substantially
rehabilitated housing for lower income occupants for the following reasons,
which reasons should provide the basis for targeted production subsidies in
the future:

1. In many markets, there is simply an inadequate supply of existing
rental housing for those in need. Fast growing suburban areas provide one
example. Rural areas are especially needy in this regard, fully justifying
continuance of the Section 515 rural rental housing program. Concentrating
subsidies on existing housing in such areas of shortage would simply bid up
the price of the existing supply.



584

2. In many markets, the introduction of new housing for the needy
elderly can free up the exiting inventory of large under-occupied homes for
larger families. This is a prime justification for the continuance of the
Section 202 elderly program.

3. Units for very large poor families are typically in short-supply in
most markets, and existing housing does not readily accommodate the needs of
such households. The same holds true for the special needs of the elderly
and the handicapped.

4. Localities involved in comprehensive economic development
programs, which revitalize deteriorated urban areas, should be able to rebuild
or revitalize such areas for a wide range of households and incomes, not
simply for the affluent. This will require subsidies for new housing
production for assisted households in areas undergoing redevelopment. Such
projects provide opportunities for economic integration that can be achieved in
no other way.

Lel us stress the importance of revitalization as a social goal.
Formerly undelrdeveloped land in our central cities can prove a real asset in
turning around a city's economy. To accomplish revitalization, as we have
emphasized, direct subsidies are needed for housing and other development
activities. Assuming that such direct subsidies (i.e., Urban Development
Action Grants, Housing Development Grants, etc.) are available, then the tax
incentives contained in the Administration's Enterprise Zone proposal could
prove a valuable addition. However, if the choice boiled down to retention of
direct subsidies, or passage of Enterprise Zones, NLHA would strongly favor
the direct subsidy programs, because the indirect subsidies contemplated for
the Enterprise Zones cannot do thi- job alone.

5. Growing suburban localities that have adopted, voluntarily or
involuntarily, an inclusionary housing and land use policy should be enabled
to have a balanced housing policy that provides opportunity for access to jobs
and schools for an economic and racial cross-section of the housing market.
Our nation can ill afford to lock lower income people into the central city, an
inevitable result of the suburban rental housing shortage discussed above.

These goals refine the purposes of targeted production programs
in ways that justify the additional costs involved. We believe that such
production programs co-exist well with a subsidy policy that operates
primarily within existing housing.

Frequently, housing policy making at the national level lags
behind reality. Because of the undoubted overbuilding of multi-family rental
housing that occurred ten years ago, the perception is strong among national
policymakers -- many of whom are hot familiar with housing -- that subsidies
that add to new inventory will inevitably contribute to an oversupply. In
fact, an ovrersupply of multi-family rental housing no longer exists in most
housing markets, and the insertion of subsidies for production In such
markets will not create undue vacancies, although recent *xporienva in
Houston and elsewhere has shown that an abundant rental housing supply
does mean lower rents. Clearly, however, it will be necessary to assure that
in any given market government subsidies do not contribute to overbuilding,
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and recent experience with the Housing Development Action Grant program
demonstrates that this criterion can effectively be built into a new
construction program.

There is thus a complementary role to be played by effective use
of newly produced housing and existing housing in carrying out a national
housing policy, and it would be profoundly wrong to rule out one6 approach in
favor of the other as a dogmatic prescription for the future.

III. DIFFERENT PROGRAM APPROACHES SHOULD BE UTILIZED
IN CONSTRUCTING HOUSING FOR LOW INCOME PEOPLE

In those cases outlined in Section It above where it is proper to
produce new rental housing for low income families, there should be a variety
of program approaches. The Section 8 new construction program and
substantial rehabilitation programs did result in a significant number -- over
750,000 -- units being produced for low income families. However, It seems
doubtful that today's financial stringencies will allow a return to the Section 8
deep subsidy concept in the near future. Traditional public housing also is
an effective way to build housing for low income people; but it has faced
both local and national political opposition over the years, making its future
highly unlikely as a mass production program. There are circumstances when
the traditional public housing program best meets the needs of a local
community and federal subsidies should continue to be available.

Other methods to provide newly constructed housing for low
income people would include utilizing the following tools:

A. HoDAGs

We strongly endorse the continued funding at existing or
increased levels of the Housing Development Grant program (HoDAG) under
rules that improve program feasibility. Patterned on the highly successful
Urban Development Action Grant Program, the HoDAG program meets the
criteria that should govern the use of subsidies for housing production set
out above. Initial reaction to the program was promising, and it should be
given the opportunity to mature into a full partnership between local
government and private entrepreneurs. The federal grant agreement under
this program should be revised to reflect the realities of private development
timing and economics to assure that federal assistance is injected Into the
project when it is most needed.

B. CDBG for Housing

We endorse changes to the Community Development Block Grant
program (CDBG) that would permit CDBG funds directly to subsidize new
construction. Most of the innovative uses of CDBG funds have been
developed and implemented at the local rather than the federal level. Local
initiatives car, best respond flexibly to local needs, and a variety of
successful housing rehabilitation efforts have been mounted in localities across'
the country. Yet, new construction is one of the few housing-related
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activities not permitted under the CDBG program except in certain special
instances where nonprofit groups are involved. Thr time has come to unleash
the ingenuity of local programs and to allow CDBG funds to be Invested in
new housing regardless of the nature of its sponsorship. Such a change will
greatly enhance the local opportunities for successful innovation .under the
HoDAG program.

C. Section 23 for Housing Production

Another effective way of building new housing for low income
people is the Section 23 Leased Housing Program. We have outlined before
how it can be effectively utilized -by the local housing authority to rent
existing units. When the program was in operation in the late 1960s and
early 1970s, the Section 23 mechanism was also utilized effectively as a
financing support for construction of new housing. A local public housing
authority (PHA) agreed to rent all of the units of a newly constructed or
substantially rehabilitated project from a developer landlord. On the basis of
that lease, backed up by an HUD annual contributions contract, the owner
could secure long term financing for the project. The PHA would then
sublease the units to the tenants thereby preserving the advantage of a
direct PHA- tenant relationship. This proved to be a most effective mechanism
for the development and financing of low income housing.

D. HUD-FHA Multi-Family Mortgage Insurance

Although FHA insurance by itself does not significantly bring
down interest costs, there are innovative multi-family insurance programs that
could be helpful in reducing monthly interest payments In the early years to
make the project more feasible. They include graduated payment multi-family
mortgages, shared appreciation and balloon mortgages that Congress
authorized in the Housing and Urban-Rural Recovery Act of 1983. These
techniques should be part of any developer's tool kit in obtaining realistic
financing for new rental housing.

IV. TAX INCENTIVES FOR DEBT AND EQUITY
FORMATION FOR RENTAL HOUSING MUST BE PRESERVED

We strongly favor-the continuation of tax Incentives under the Internal
Revenue Code for the development of rental housing. Congress, since 1968,
has recognized the importance of stimulating private entrepreneurs to
participate in meeting national housing needs by creating special % ax
incentives for such activity. This favorable treatment is intended in part io
compensate for the limitations on rental income that are Imposed on owners of
lower income rental housing subsidixed directly-or indirectly under federal
programs. In most of these programs, the private c-ner's cash profit it,
limited by law or regulation, and additional controls or requirements are
imposed with respect to rent levels, adjustments to rent, relationships with
tenants, convertibility of the project to condominium or cooperative
ownership, and similar matters. Such regulation. in the absence of other
incentives, would make such programs unattractive in comparison to other
forms of real estate investments. Even without such limitations, market
restraints effectively limit the amount of rent that low and middle income

-10-
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tenants can pay. Accordingly, favorable tax treatment (such as accelerateddepreciation, immediate deduction of construction interest, etc.) necessary toinduce private entrepreneurs to engage in-the development of rental housing.particularly subsidized rental housing, has effectively improved the owner'srate of return to make up for the limitations on real cash flow, from theproject and its lower rate of anticipated appreciation. I

Especially needed are tax incentives to maintain our existinghousing stock. Amendments added to the Internal Revenue Code in 1984discouraging transfer of older assisted projects to new owners who Wouldrevitalize them are particularly unfortunate in that regard. Littleacknowledgment has been given to the fact that tax shelter is people shelter
as well.

In addition, tax exempt bonds issued by state and local agencies.such as local housing authorities, have become a major source of below marketrental housing finance, which has made rents affordable for thousands ofneedy households. These bonds have financed billions of dollars of multi-family rental housing for mixed income occupancy and have added criticallyneeded housing to many areas that would otherwise have experienced direshortages and spiraling rents. The Treasury Department proposal woulddiscontinue tax exemption for housing bonds but continue it, for example, forsports and circus arena bonds. We believe it is at least as important tohouse our people as to entertain them. The elimination of tax exempt housingfinance would destroy one of the most effective tools ever developed foraffordable rental housing. We s .rongly urge the retention of this needed
financing tool.

In their role as issuers of tax exempt bonds, state and local-agencies should not be merely passive actors issuing bonds at the behest ofdeveloper or financier without satisfying themselves that a social purpose isbeing served. In addition, we think it is totally proper for a public issuerto be concerned with such a matter as income limits, displacement policies andthe like and to impose reasonable requirements beyond those mandated byfederal and state law. However, before imposing such requirements publicagencies should keep in mind the difficulties in structuring a financiallyfeasible rental housing-project and the financial practicality of any additional
constraints.

Public housing agencies, at issuers of tax exempt bonds, shouldhave the right to issue such bonds under the exemption provided in Section11(b) of the United States Housing Act of 1937, as opposed to Section 103 ofthe Internal Revenue Code. At least until the passage of the 1984amendments to the Internal Revenue Code, the Department of Housing andUrban Development was able to regulate the housing issuances under Section11(b) without involvement of the Department of the Treasury. This provedan advantageous procedure, as HUD was sensitive to the specialized housingquestions involved in housing bond issuance. Accordingly, we believe thatthe Internal Revenue Code should be amended to permit housing bonds toagain be issued under this special housing tax exemption issuance provision
contained in the United States Housing Act.
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Likewise, we believe that public housing agencies should retain
their right to issue tax exempt bonds to finance-the production of new public
housing projects. Accounting for public housing production as a direct
budget charge in one year, as proposed by the Administration, causes an
unrealistic short term expense item in the federal budget; in todays budget
cutting atmosphere, the inevitable result is that no new public housing will be
produced.

In theory, overt direct subsidies rather than the tax incentives
could promote the development of needed rental housing. The
Administration's budget recommendations show this to be wishful thinking. It
is no more likely thit direct subsidies will be available to do the work of tax
incentives for rental housing than that such subsidies would replace the tax
incentives for homeownership. Accordingly, we strongly oppose changes to
existing incentives that operate to stimulate the development of rental
housing.

As emphasized earlier, if the only governmental assistance were
available through tax incentives, then it would be very difficult, ,or any
project to house 100,, low and moderate income families. However, as we have
stresed the public at large benefits from an increase in the rental housing
stock. If there is to be successful use of existing housing for low income
people, there must be a adequate supply of housing within the cornn'.,*ty at
large. If not, those more able to afford higher rents will bid up the price of
the available stock, thereby shutting out low income families and making any
Section 8 certificate or voucher worthless. Accordingly, tax incentives for
the production of rental housing in general inevitably benefits low and
moderate income people in particular.

V. THE EFFECTIVE MANAGEMENT AND PRESERVATION OF OUR EXISTING
RENTAL HOUSING SHOULD BE A MATTER OF PRIME CONCERN

The NLHA for several years has emphasized management concerns
relative to our low and moderate income rental stock. Because of budget cuts
already incurred, it appears certain that in the next few years there will be
relatively little new housing construction for low and moderate income families.
If the proposals forwarded by the Treasury Department in November 1984
are adopted, effectively eliminating tax exempt financing and equity
syndication, there will be virtually no new rental housing at all for the
foreseeable future. For that reason, it is essential that iphasis be placed
on preserving our existing stock. This entails the following specific
recommendations.

A. Allowing Realistic Rents and Fees

HUD, in any program that it administers, should permit rent
increases sufficient to provide for the proper long term maintenance of the
project as well as short- term operation. Specifically, in the Section 8
program, HUD should not use the rule of rent comparability as a club to keep
annual rent adjustments at a unsatisfactorily low level. In addition to
insuring incentives to maintain the property, HUD should permit management
fees comparable to those allowed in the private sector, adjusted to take into
account the additional paperwork and other burdens associated with managing
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government assisted housing, as well as a fair profit return to the owner.
These sound like truisms, but they are often ignored in the penny-
wise/pound-foolish government limitations and restrictions faced by owners
and managers.

B. Minimum Federal Intervention In Daily Management

The federal government should leave as many management matters
as possible to Io'.al discretion. Indeed, nothing is more local than real
estate. Each community has different rental housing needs and ideas on how
to meet these needs.

There have been recent examples of misguided federal attempts to
regulate strictly local matters. The most notorious is Section 227 of the
Housing and Urban-Rural Recovery Act of 1983 mandating that owners of
projects for the elderly and handicapped must allow their tenants to keep
pets. This law has caused a panoply of problems for project owners
involving significant additional operating expenses, security threats to the
project and a basic unfairness to the vast majority of elderly people who do
not want pets and to the many of those who are allergic to them. For the
Congress of the United States to legislate in such an inherently local matter
is federalism turned upside down. We call for the speedy repeal of this
provision.

C. Strong Enforcement of Fair Housing

There is one overriding federal regulation in which we firmly
believe; equal housing opportunity as embodied in The Fair Housing Act of
1968. NLHA urges vigorous federal enforcement of its provisions and calls
for further legislation giving the government rncie effective and expeditious
enforcement rights.

D. Preserving Existing Housing

The federal government should make resources available to
preserve existing housing. One example of proposed legislation which would
do that is the Multi-Family Housing Preservation Act of 1985, which would
provide a revolving loan fund to project owners to make capital improvements
required to maintain such projects in decent, safe and sanitary condition and
to maintain the low and moderate income character of such projects.
Actually, such a program could ultimately save the government money by
helping to prevent defaults on FHA-insured projects.-

E. Meting Other Social Needs

The ongoing provision of housing cannot be viewed in isolation
from the other social needs of the tenants. Employment, education and health
are of great importance to the low and moderate income tenants of assisted
housing projects. In the past, housing agencies have performed in exemplary
fashion in attempting to address some of these needs through special
educational, job and health programs. NLHA favors such a broad gauged
approach. Our only concern is that PHAs or owners engaged in such
programs be provided the resources with which to carry them out. With
current budget constraints there is not enough money in the housing budget
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to pay for these non-housin.q services. They must be funded through some
other avenue. Nor should they be charged as a "housing expense" to make
the cost of providing shelter appear unreasonably high.

These are just a sample of the management concerns on which we
have concentrated during the past several years. NLHA plans to give
increasing attention to management in the years ahead, so that our precious
low and moderate income stock can be preserved.

VI. LOCAL REGULATIONS HARMFUL TO THE PRODUCTION
OF RENTAL HOUSING SHOULD BE ELIMINATED

Every study commission that has examined the impact of local
regulation on our housing needs has urged that local governments remove
land use controls that unreasonably (or unconstitutionally) inhibit multi-family
rental development, particularly for lower income households. Although
progress has been made in some jurisdictions, discriminatory regulation
remains a serious problem. Local laws also need to be modified to permit
more efficient use of large, older homes for more than one family use
consistent with reasonable health and safety standards.

Conclusion

The strength of NLHA is its diversity. We are unique'among
housing organizations because of our broad scale of participation from both
the public and private sectors. Our members from every sector of the
housing community have a vital role to play in providing decent rental
housing for low income families in the years ahead. Although the missions of
the different actors cannot be segregated with mathematical precision, the
following is a broad outline of appropriate roles:

-- Public housing agencies, both state and local, can play a vital
role as a housing catalyst through their ability to issue tax exempt bonds to
finance rental housing. In addition, PHAs will play the crucial role of
administering the Section 8 existing program and the needed revival of the
Section 23 Leased Housing program. Of course, PHAs will continue to manage
projects they own -- public housing and Section 8s, and to the extent funds
are available, they will develop new public housing.

-- Our non-profit members play a similar role as housing expediters.
Many of them are sophisticated developers who find a way to build or
rehabitate projects that are unattractive to the strictly private entrepreneur.
To accomplish this end, many of our non-profit members are using
sophisticated private sector techniques such as syndication. We certainly
applaud this entrepreneurial activity and urge HUD to permit feasible public-
private syndication of PHA owned projects.

-- Our developer members will be called on to get rental housing
built and rehabilitated in an era when deep subsidies are unavailable. In
Section III, we set forth a panoply of programs that can creatively be
utilized. Of crucial importance for our developer members is the retention of
the existing tax incentives for the construction of rental housing.
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-- Our financier members face another difficult task, that of

assuring that permanent financing is readily available for rental housing

projects. Even assuming continuation of tax exempt financing, financiers

must continually develop new techniques to make their bonds saleable in an

Investment climate not conducive to long term financial com-m-nitments. In

addition to creative techniques dealing with bond maturity, the financier

community will be called upon continually to devise new credit enhancement

techniques.

- Finally, our public and private managers % II be facing increased

challenges in the years ahead. National budget concerns adversely affect

management resources for federally assisted housing projects. Our manager!

will be asked to perform more tas:s, often for inadequate compensation. and

this will cause administrative tensions. More resources and emphasis must he

placed on training and other means to assure an ongoing, competerit

management profession.

We have faith that all sectors of our membership can perform

these roles well. With a continued national commitment to decent shelter for

all, we pledge to be of major assistance in assuring that every American,

regardless of income, enjoys a decent, safe and sanitary home in a suitable

environment.

.r:= "
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• NATIONAL LEASED HOUSING ASSOCIATION:

WHO WE ARE

The National Leased Housing Association is the
only national organization serving all major participants in the
rental housing field, NLHA is the respected voice and
effective advocate for more than 800 member organizations,
including developers, hyners, managers, public housing
authorities, state hosing finance agencies, local
governments, investment bankers, attorneys, accountants,
architects, non-profit sponsors and syndicators involved in
government related rental housing. This unique coalition is
committed to public, and private sector interaction as the most
pragmatic means of meeting the nation's- rental housing needs.
Though NLHA's constituencies are many, its goal is one: the
provision and maintenance of decent, affordable rental
housing for all Americans, particularly those of low and
moderate income.

Incorporated as a not-for-profit corporation in the
District of Columbia, NLHA consistently provides its members
with timely, sophisticated information and a powerful and
respected voice in the councils where national housing policy
is developed and where program and funding decisions are
made.

Donna Denman ...... ................... .. President

Lane and Edson, P.C ..... ................ .Counsel

. ........ Executive DirectorJanet S. Charlton . .
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A WL RYA NCOMMA rrTE

For release: Embargoed until 930 a.m.
Tuesday# July 16, 195

Contact: Susan M. Vadf ey
(202) 631-1200

TAX PROPOSALS COULD SHARPLY RAISE
REVM, DEPRESS REAL ESTATE VALUES, REA
ESTATE GROUP TELLS SENATE FINANCE COMMITTEE

WASHINGoIw, D.C., July' &.-- The National Realty Committee (RRC), in

testimony today before the Senate FiLAnce Committee, earned that key

provisions of Fresident Reagan's tax reform proposal could increase housing

rents by almost 25 percent and commercial rents by as such as 32 percent

while causing economic Injury and increased unemployment in real estate and

related industries.

-J. McDonald 'Don* Williams, Chairman of NRC and managing partner of

Trammell Crow Company, told the Senate Committee that key provisions of the

proposals will tilt the game against real estate,' discriminating against

taxpayers with little investment income, removing Investors' incentive to

put money into real estate, and causing serious harm to a vital American

industry.

"NAtC supports the goals of the President in seeking to reform the

crrent tax system,' said Williams. UOnfortunately, after careful study

and consideration of the President's proposals, we are forced to conclude

that at least insofar as real estate investment is concerned, the aggregate

effect of the proposals will produce neither fairness, efficiency nor

simplicity.,
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The impacts of the President's tax plar, will be felt not only by

the real estate industry, but also by-th construction and financial

industries. Taken together, these industries generate almost 19 percent

of the national income and more than 10 percent of its Jobs.

'Unless some better sense of balance Is maintained between tai laws

applicable to real estate investment and other investments competing for

taxpayers' dollars,* Williams said, 'the cumulative adv,.:ae effect of

the changes made in the 1984 Tax Reform Act and those proposed by the

President vial drastically depress economic values and employment in the

real estate and related industries, while at the same time forcing

substantial increases in rents. These results are neither fair nor

necessary.'

The NRC is a non-profit business league which represents a

significant and diverse cross-section of the real estate industry and

which is concerned with the overall health and growth of that industry.

NAC members include owners, developers and operators of all types of

real estate throughout the United States.

240
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National Trust for Historic Preservation

1785 b(AS&kCHUSflSAVLNUE N.V. WASHINGTON, D.C 2056 (202)671-4000

TEST IIMIY OF AL4_0 I. BOYD, CHAIRMAN OF THE BOARD OF TRUSTEES

NATIONAL TRUST FO, HISTORIC RESERVATIONS

BEFORE THE SENATE FINANCE COI4ITTEE

CONCERNING THE HISTORIC REHABILITATION TAX INCENTIVES

JULY 16, 1985

The 251 investment credit for the rehabilitation of certified historic
buildings is a success, working just as Congress intended to stimulate
Investment in our nation's cities and towns and to preserve the best of our
older buildings.

The historic rehabilitation tax credit has:

* generated more than $5 billion in private-sector investment in more than
6,800 historic buildings 'since January of 1982;

* stimulated the economic revitalization of urban areas and neighborhoods;

* helped restore vitality to small-toun maia streets;

created thousands of rental housing opportunities; and

a been responsible for the quality, certified rehabilitation of thousands
of historic buildings.

In the absence of preservation tax incentives, market forces vill charnel
Investment sway from historic buildings. The economic and cultural benefits
of historic preservation would be lost.

The National Trust for Historic Preservation, tha nation's leading historic
preservation organization, urges the Committee to resist tax code asenduents
that would disadvantage this country's heritage and tm retain the historic
rehabilitation tax credit in whatever tax legislation the Committee approves.
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TESTIMONY OF ALAN S. BOYD, CHAIRMAN OF THE BOARD OF TRUSTEES

NiTIONAL TRUST FOR HISTORIC PRESERVATION

BEFORE THE SENATE FINANCE C(I3O1TTEE

CONCERNING THE HISTORIC REHABILITATION TAX INCENTIVES

JULY 16, 1985

Mr. Chairman and Homere of the Committee, I appear before you today to seek
your support in retaining one of the most effective urban revitalization
incentives ever legislated. The 252 investment credit for the certified
rehabilitation of historic buildings is a success, working just as Congress
intended to stilulace investment in our nation's cities-ard towns and to
preserve the best of our older buildings. The National Trust urges you to
retain this iucentive for historic rehabilitation in w atever tax legislation
the Coimittee approves.

When I became a member of the Board of Trustees of the National Trust for
Historic Preservation nine years ago, the economic tides were against older
cities and their historic b jildlngs. The National Trust, chartered by Congress
in 1949 to encourage private-sector efforts to preserve our nation's historic
places, had difficulty convincing mayors, community leaders and developers to
save fine old buildings instead of tearing them down or building in the
suburbs.

160,000 sebers strong, the National Trust's educational, stewardship,
financial assistance and technical assistance programs have made great strides.
But we realized early on that, of the approximately 250,000 buildings that are
listed on the National Register of Historic Places, only a few can, or should,
be museums. The others will survive only if they can be made to serve as
someone's home, office, business or factory. Historic neighborhoods will
survive only if they retain their economic vitality.

SUCCESSFUL INCENTIVES

The passage of the presereation tax incentives in 1976, and their improvement
in 1981 finally made it possible to view historic buildings as a com-sunity
asset and not a liability. Many who were previously skeptical now ire
persuaded because of historic preservation's tangible contribution to making
our cities and towns sore liveable.

The historic rehabilitation tax incentives are a remarkable success. Since the

252 credit took effect in January 1, 1982, the private sector has invested more
than $5 billion in sore than 6,800 historic buildings throughout the nation.
This in entive is stimulating successfully the wholesale renovation and re-use

of thousands of the nation's most significant historic buildings and areas.
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BENEFITS URBAN AREAS

In large cities, projects aided by the historic rehabilitation tax credit serve

as anchors for urban revitalization -- both physically and spiritually.

Washington D.C.'s Old Post Office Building and Willard Hotel, St. Louis' soon-

to-be-finished Union Station retail, commercial and hotel complex, and the

Chicago Thcater -- nov saved from the wrecking ball - are all fine examples.

Cities successfully capitalize on their historic resources to induce

investment, create jobs and stivilate tourism .

The historic rehabilitation tax incentives are also directing investment to

older declining neighborhoods in urban areas. They are proving the efficacy of

stimulating private investment through targeted tax incentives. Although some

projects save landmark structures individually listed in the National Register

of Historic Places, th6 vast majority of investment takes place 4n historic

districts. These neighborhoods contain the vast majority of the nation's

historic buildings. Often, these concentrations of historic buildings exist

because these areas have been bypassed by economic recovery and its consequent

real estate development pressures.

SMALL TOWN RENAISSANCE

The rebirth of many hlstoric small-town asin streets demonaFrates that

concerted action by merchants, landlords and city officials when linked to the

historic rehabilitation tax credit can lead to economic rnnewal. For example,

in Athens, Georgia, one of the towns aided by our National Main Street Center,

19 tax credit projects have meant $11.3 million of private investment in their

downtown. And, the first new business to open in years in Jim Thorpe, a

Pennsylvania town of only 5,000 people, is in an old building alive again

because of the historic rehabilitation tax credit.

CREATES HOUSING OPPORTUNITIES

Finally, in cities big and small, the historic rehabilitation tax credit ts

stimulating the rehabilitation and creation of rental housing opportunities. To

date, housing rehabilitation represents more than half of the total number of

tax-aided historic rehabilitation projects. According to National Trust

estimates, sore than 36,000 housing units have been rehabilitated since 1982

using the historic rehabilitation tax credit.

In many areas there are too few housing opportunities, especially for low and

moderate income renters. Rent control and declining neighborhood image tAve

led to extensive abandonment. The preservation tax incentives are available

for rental housing rehabilitation and have enabled existing owners and

residents to create housing opportunities and to enhance neighborhood property

values.

Through the National Trust's Inner-City Ventures Fund we have supported housing

rehabilitation projects in more than 30 low- and moderate-income neighborhoods.

Most of the comunity-basad organizations that received our low-interest loans

and grants have used the tax credit to attract private investors to their

projects. There are people in the Frog Hollow neighborhood of Hartford, in

Atlanta's Cabbagetown and in the Over-The-Rhine section of Cincinnati, the

city's largest and poorest neighborhood, whose hope for a decent place to live

depends on these incentives.
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AIDS STATE AND LOCAL ECONOMIES

As states and localities face across-the board reductions in federal subsidy
programs, the historic rehabilitation tax incentives offer a proven tool for
stimulating economic development. At the National Trust ve have worked to
document the lepact of these tax incentives. We have developed the only
national data bass of tax credit projects. From this effort we have learned
that, since 1982, certified historic rehabilitation projects haie led to more
than 180,000 nev jobs. Annually, tax-aided projects generate $5.3 billion in
increased local retail sales and general business activity.

The treasuries of state and local governments gain from the taxes on yorker's
earnings, the increased business activity and the increased property tax
collections. Assessed values of rehabilitated buildings increase dramatically.
A National Trust pilot study in Boston found an average increase in the
post-rehabilitation value of historic buildings of 1,000 percent.

ENCOURAGES QUALITY HISTORIC REHABILITATIONS THAT SAVE OUR HERITAGE

The historic rehabilitation tax credit is saving buildings from the wrecking
ball and saving historic neighborhoods from destruction. It has generated
quality rehabilitation work that furthers the nation's historic preservation
policy. The National Historic Preservation Act of 1966 directed that it be
"the policy of the Federal Government" to:

use measures.. to foster conditions under which our modern
society and our prehistoric and historic resources can exist
in productive harmony and fulfill the social, economic, and
other requirements of present and future generations.

The incentive works within the private s ctor to insure that buildings meet
present day community needs. Buildings are selected for rehabilitation by
private investors who can find a viable economic use for a property. The
operation and maintenance of historic buildings are financed by the ongoing
economic activity that takes place within their walls. Thus, historic
properties remain as positive contributors to the economic life of our cities
and towns.

The process for administering the preservation incentives protects the
government's investment and furthers the nation's preservation policy. The
plans for proposed tax-assisted historic rehabilitation projects are reviewed
by state government historic preservation officials and sent on for final
review by the National Park Service of the Department of the Interior.

Thus, state and federal officials review all projects that receive the
preservation credit to insure quality rehabilitation work that is consistent
with accepted historic preservation practices. Certification for the
incentives takes place under published, uniform, objective federal standards
that protect the historic integrity of buildings while permitting contemporary
economic uses. President Reagan recently presented the National Park Service
with one of thirteen Presidential Awards for Design Excellence for its
administration of the tax incentive program.

V_ .
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IMPACT OF REPEALING INCENTIVE

The elimination of historic rehabilitation tax incentives would have a
devastating effect on revitalization prospects for cities and would doom
thousands of historic buildings to demolition. Already, the threat of the
legislation has shelved new projects throughout the nation. These projects
will not be undertaken if the incentives are lost.

In the absence of tax incentives for historic preservation, market forces
generate pressures that lead to the abandonment and destruction of historic
buildings. Rising property values, the pressure to maxilze development
potential under existing zoning and the movement of eccaomic activity away from
traditional business areas conspire to drive investment to now construction and
away from historic buildings. In addition, old buildings are less adaptable to
market change. Consequently, historic preservation takes place in a market
environment whose forces always will put historic buildings at a disadvantage.

However, market forces do not take into account the societalibeneflits of
preserving our heritage. These benefits inure to the general public and
generations to come. Owners and tenants cannot capture econoically the
benefits gained by the public-at-large. The sense of community pride ani
shared history does r ot pay the mortgage or compensate investors. Without tax
assistance, these historic values would go unrealized.

In addition, submitting to the historic preservation project review process,
which involves application, negotiation, changes to plans and, sometimes,
delay, imposes an economic burden on a project developer. The additional costs
created by this process cannot be recouped always in rent payments and,
consequently, discourage preservation investment in a tight economic
marketplace.

With a historic rehabilitation tax incentive, however, more projects will be
undertaken and more areas will realize the benefits of a restored heritage.
Only in the past four years have we as a nation invented a successful public
policy that persuades developers and the business communicy to rehabilitate
historic buildings. New housing from abandoned buildings. New jots. New hope
for economically depressed areas. This is not the time to change a winning
game.

We nust not go back to the days when old meant useless and urban renewal all
too often meant city wrecking. If this incentive is repealed, we will mlss out
on thousands of opportunities to make our cities better places to live. We
will mlss out on thousands of chances to save important historic buildings and
neighborhoods for-our children and our children's children.

On behalf of those who love our American heritage -- and who among us would
deny membership in that group -- I urge you to resist tax code amendments that
would disadvantage this country's heritage and to retain the historic
rehabilitation tax credit.


