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Executive Secretary
Federal Deposit Insurance Corporation
550 17th Street, N.W,
Washington, D.C. 20429
Attention; Comments
RIN 3064-AD85

Re; Restrictions on Proprietary Trading and Certain Interests in. and Relationships with,
Hedage Funds and Private Equity Funds

Dear Ladies and Gentlemen:

U.S. Bank (or the “Bank™) appreciates the opportunity to submit comments to the proposed rule
implementing (the “proposed rules”) Section 619 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the "Volcker Rule"). U.S. Bank is the fifth-largest commercial bank
in the United States. The company operates 3,086 banking offices in 25 states and 5,086 ATMs.
U.S. Bank offers regional consumer and business banking and wealth management services,
national wholesale and trust services, and international payments services to more than 17
million customers. Headquartered in Minneapolis, U.S. Bank was fiounded in 1863 and currently
employs more than 61,000 people.
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We have a number of concerns with the scope of the proposed rules. While U.S. Bank has not
engaged in the type of proprietary trading or made substantial investments in hedge funds or
private equity funds that are prohibited under the Volcker Rule, we arc nevertheless concerned
that the rules will harm our ability to provide liquidity to our customers, hinder our ability to
engage in critical asset liability management activities and require an extensive compliance and
record-kegping/reporting system to prove that we are not engaged in the prohibited activities.
Due to the number and complexity of issues involved with the proposed rules, U.S, Bank is not
submitting separate comment letters on most areas of concern, but has participated in and
strongly supports the separate comment letters of The Clearing House, SIFMA, and ajjoint letter
submitted by a number of regional banks, including U.S, Bank,

This letter will specifically address one area of concern for U.S. Bank and its community
development subsidiary, U.S. Bancorp Community Development Corporation (“USBCDC"):
the impact of the proposed rules on banking entities' ability to participate in low-income housing
(LIHTC), new markets (NMTC) and historic tax credit (HTC) programs and answers the specific
questions regarding the impact on these public welfare investments posed in the notice of
proposed rulemaking (Questions 276 - 279 and 316). Our comments are intended to clarify how
investments in these tax credit programs (collectively, "Tax Credit Investments”) and the
sponsoring of private equity funds comprised of such investments (collectively, "Tax Credit
Funds")

We commend the Office of the Comptroller of the Currency, Board of Governors of the Federal
Reserve System, Federal Deposit Insurance Corporation and Securities and Exchange
Commiission (the "Agencies”) for clearly stating in the proposed rules that banking entities are
permitted under the Volcker Rule to make Tax Credit Investments and sponsor Tax Credit
Funds. Notwithstanding the importance of this clarification, we believe that the structure of the
proposed rules will unduly restrict the sponsorship of Tax Credit Funds in contravention of the
clear intent of the Act.

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

Following is a brief overview of the traditional roles played by banking entities in the Tax Credit
Programs and our comments regarding the proposed rules. We have also included sample
regulatory language for your consideration.

usbani.com
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1. Traditional Roles Played by Banking Entities

Since each Tax Credit Program's inception, banking entities have played significant roles as
investors, sponsors and guarantors. Transactions within the Tax Credit Programs are generally
designed through a tiered structure. The typical structure! starts with an equity fund (the "Tax
Credit Fund"), in the form of a partnership or limited liability company, which acquires an
ownership interest in limited liability companies or partnerships that acquire, develop and
manage tax credit producing assets (the "Operating Partneushii[::s"‘)).2 Many banking entities have
historicallly served and continue to serve as sponsors, managing members and genetal partners of
Tax Credit Funds. Tax Credit Funds sell substantially all of their ownership interests to
investors, many of which are banking entities. Through the various partnership or limited
liability agreements, transaction participants make certain representations, warranties, and
guarantees. Developers, general partners and managing members of the Operating Partnerships
make the mest significant guarantees in a typieal structure and are typically in the first loss
position. The guarantees that developers, general partners and managing membeis are
traditionally required te provide inelude construction completion, permanent lean funding,
operating deflelt, tax credit and recapture gusrantees

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

In addition to developer, general partner and managing member guarantees, investors often
require some additional level of assurance through a guarantee that at a minimum ensures the
receipt of a minimum amount of tax credits. Other times, investors require what is, in essence, an
enhancement or a wrap of the developer guarantee. Specifically, many investors require that the

! See Attachment I for an example dicagram.
2 Operating Partnerships includes Limited Liability Companies.
3 Eor the LIHTC program, see Attachment 3 for Novogradac & Company LLP's Low-Income Housing Tax Credit:

Internal Revenue Code ("IRC") Sections 42, 45D and 47 govern the LIHTC, NMTC and HTC programs,
respectively. Tax Credit Investments must comply with the provisions of the respective IRC sections. Failure to
complly witth the applicable provisions results in the recapture of tax credits. Investors are required to pay tax in the
amount of the tax credits recaptured plus interest charges when a recapture event occurs. Tax credits are generally
the investors’ primary return on their Tax Credit Investments, High compliance rates are considered one indicator of
low risk. For a detailed discussion on the success of the LIHTC program, see Attachmemt 3, Novogradac &
Company LLP's Low-Income Housing Tax Credit: Assessment of Program Performance & Comparison to Other
Federal Affordable Rental Housing Subssidies.

A 2008 Estimated Data Line Counts Corporation Tax Returns, Department of the Treasury - Internal Revenue
Service, Thomas E. Burger.

usbank.com



OCC, FEederal Reserve, EDIC, SEC and CETC
February 1M,2012

investment be guaranteed by the sponsor of the Tax Credit Fund or other creditworthy entity.
This guarantee generally assures a minimum return, and, often more importantly, enables the
investor to benefit from more favorable accounting presentation permitted by current accounting
standards as proscribed by the FASB (Financial Accounting Standards Board). The more
favorable accounting presentation, the "effective yield method™ of accounting, is only available
for Tax Credit Investments where the availability of the tax credits is guaranteed by a
"creditworthy™ entity.” While no specific guidance is provided in the accounting literature
regarding what types of entities would be considered creditworthy guarantors, the guidance
makes reference to such guarantees being similar to a letter of credit or tax indemnity agreement,
which suggests (and has been interpreted as) a high threshold of ereditworthiness.

2. Comments in response to notice of proposed rule

For your convenience, wc have provided specific comments below to questions listed in the
notice of proposed rulemaking.

Questtion 278: Shoulldl the praposset! rule penmitr a banlking entity 1o sponsanr an SBUC and ather
identifiie! puldlic: welfane investmenis? Why or why not? Does the Agencies' defevminatityy: umder
sectiam 13(d)(1)(J) of the BHC Act regarding sponsoving: of an SBIC, publiic welfare or quudified
refeldiliintioon investment: effectivelly promatee and prateat? the safety and soundhesss of hanking
entitiies and thefihanaialy! stathilifyy of the Unived Srates? If not, wity mot?

We strongly support the proposed exemption allowing banking entities to sponsor SBIC, public
welfare and qualified rehabilitation investment funds pursuant to the authority granted to the
Agencies under section 13(d)(1)(J) of the BHC Act. Since banking entities are clearly permitted
to make this type of investment under the Volcker Rule® and assume the entire market risk, wc
agree they should also be permitted to sell the investments and similarly participate as a sponsor
or syndicator of a fund that owns and operates such investments. The permitted risk of investing

® Emerging Issues Task Force 94-1, Accounting for Tax Benefits Resulting from Investments in Affordable Housing
Projects, Einanciall Accounting Standards Board.

® Bank Holding Company Act, Section 13(d) — PERMITTED ACTIVITIES-(1) IN GENERAL —Wattwiithstanding
the restrictions under subsection (a), to the extent permitted by any other provision of Federal or State law, and
subject to the limitations under paragraph (2) and any restrictions or limitations that the appropriiate Federal banking
agencies, the Securities and Exchange Commiission, and the Commadity Futures Trading Commissiom, may
determine, the following activities (in this section referred to as ‘permiitted activities') are permitted: ... . ((E)
Investments in one or more smalll business investment companies, as defined in section 102 of the Smalll Business
Investment Act of 1958 (15 U.S.C. 662), investments designed primarily to promote the public welfare, of the type
permiitted under paragraph (11) of section 5136 of the Revised Statutes of the United States (12 U.S.C. 24), or
investments that are qualified rehabilitation expenditures with respect to a qualitied rehabilitated building or
certified historic structure, as such terms are defined in section 47 of the Internal Revenue Code of 1986 or a similar
State hiStGFi€ tax credit program.
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is greater than the risk of sponsoring a SBIC or Tax Credit Fund and in i way contradicts the
objective to promote and protect the safety and soundness of banking entities. Furthermore, as
discussed in detail below, Tax Credit Funds have collectively been associated with low risks.
We note further that as a national bank, our public welfare investments are already subject to
capital and surplus limits, OCC notice and prior approval requirements and OCC examination.
Allowing banking entities to continue their vital role in underwriting and sponsoring SBIC and
public welfare investments, subject to existing regulatory requirements, will promote the
financiall stability of our nation’s communities served by these important affordable housing,
small business and other public welfare programs,

Questiiim 276: Vs the propusset! rides approacth to implementing the SBIChybik/ic welfare and
quallifaet! refalbilltatroom investment! exernptiam for acquiiiingg or refaiiingg an ownersthp intevestf in
a covered! fumd! effectiive? If not, what aftervatiie approacth would! be more afffactive?

Questiiam: 277: Shoul the approacth include ofher elememts? If so, what elemenits and wiy?
Shoulltl any of the prapnseet! elementts be reviged! or elimimated?? If so, why and how?
(Commentss on these guestions addiesseli togettien hdow)

The Volcker Rule clearly allows banking entities to make SBIC, public welfare and qualified
rehabilitation investments and we agree with your conclusion that that it also allows banking
entities to sponsor SBICs and Tax Credit Funds. We believe that the proposed approach to
implement this exemption, however, may restrict banking entities’ ability to guarantee, or
otherwise engage in covered transactions with, the Tax Credit Funds that they sponsor. We
respectfully request that the Agencies either narrow the definition of “covered fund™ to exclude
permitted investments such as SBICs and Tax Credit Funds or, in the alternative, clarify the
current language in Section _ .16.

Section _ .13(a)(1) of the proposed rule permits a banking entity to acquire or retain an
ownership interest in, or act as sponsor to a covered fund "that is designed primarily to promote
the public welfare, of the type permitted under paragraph (11) of section 5136 of the Revised
Statutes of the United States (12 U.S.C. § 24), including the welfare of low- and moderate-
income communities or families..." or "that is a qualified rehabilitation expenditure with respect
to a qualified rehabilitation building or certified historic structure, as such terms are defined in
section 47 of the Internal Revenue Code of 1986 or a similar State historic tax credit pmgram."7
The implication of the proposed rule clearly is that funds compreised of public welfare or other
designated permitted investments remain “covered funds” even though investments in such funds
are permitted. Section 13 of the proposed rule does not specify whether or not this permitted
activity overrides the prohibitions included in Section _ .16 of the proposed rules, the so-called
“Super 23A provisions.” As currently drafted, the Super 23A provisions may apply to public

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

The Volcker Rule generally prohibits a banking entity from engaging in any transaction with a
hedge fund or private equity fund if the transaction "would be a covered transaction as defined in
Section 23A of the Federal Reserve Act (12 U.S.C. 371c), ... asif such banking entity and the
affiliate thereof were a member bank and the hedge fund or private equity fund were an affiliate
thereof."® This prohibition was not intended by Congress to apply to the permitted imvestments
allowed by subsection (E) of Section 13(d) of the Volcker Rule. In the subsequent subsection
(G), which is the exemption permitting banking entities to sponsor private equity and hedge
funds under certain circumstances, the Volcker Rule specifically provides that the permitted
activity in subsection (G) Is subject to the Super 23A provisions of Sectlon 13(f). There is no
such specifie limitation set forth to the exemption In subsection (E), If the Ageneies were to read
Section 13(f) as applying to all investments permitted in Section 13(d), it weuld render the
specitle language in subsection (G) unnecessary and Is fiet a proper reading of the statute. We
belleve Cengiess did net intend to sweep SBIC, publie welfare investments and funds eomprised
of public welfare investments inte the definitions of “private eguity fund” er “hedge fund” and
subjest them to the Super 23A provisiens.

The Agencies recognized the need for banking entities as sponsors of SBICs and Tax Credit
Funds by permitting banking entities to continue sponsoring funds comprised of these permitted
investments in Section 13(a@)(1) of the proposed rule’ We believe that a banking entity should
be permitted to engage in covered transactions!® with investments that are permitted under
Section .13(a) of the proposed rule for many of the same reasons as those used to support why
banking entities may sponsor Tax Credit Investments. Guaranteeing a portion of the obligations
of a fund, as described in more detail below, is an integral part of sponsorship of the fund and
inextricably linked with the sponsoring bank’s managing member or general partner interest.

Under Section 23A as implemented by Regulation W, the LLCs or partnerships created by
USBCDC for syndication of Tax Credit Investments are not “affiliates® of USBCDC or U.S.
Bank, but rather they are subsidiaries of the bank. U.S. Bank’s guaranty of these subsidiary Tax
Credit Funds are therefore not covered transactions. Preserving the ability of national banks to
provide guaranties to its sponsored Tax Credit Funds docs not expose banks to the risks the
Volcker Rule was intended to prevent. National banks’ public welfare investments arc already
subject to strict capital limits under the OCC's Part 24 rules and each investment is subject to
notice or prior approval requirements and OCC examination. Allowing national banks to

S BHCA, Section 13(f).

? Eootnote 292 of the preamble to the proposed rule.

 According to the Eederal Reserve Act, Section 23A(b)(7), "covered transactions” include the following: extension
of credit (loans); purchase or investment in securities; purchase of assets; acceptance of securiies as ¢ollateral
security; issuance of a guarantee, acceptance, or letter of credit.
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continue sponsoring and guaranteeing these types of highly regulated investments will in no way
pose athreat to the financial stability of the United States.

Section .16(a)(2) as currently drafted contains an exception that allows a banking entity to
acquire or retain any interest in a covered fund in accordance with the proposed rule. The
Agencies provided the exceptions in this section for activities which Congress concluded should
not, as a matter of policy, be included with the Volcker Rule’s prohibitions assuming certain risk
and safety and soundness requirements were met. In the discussion in the preamble to the
proposed rule, the Agencies state that: “There is no evidence that Congress intended section
I3(f)(1) of the BHC Act to override the other provisions of section I3 with regard to the
acquisition or refention of ownership interests specifically permitted by the section,” We
propose that the language be clarified to permit a banking entity to enter into transactions with
covered funds permitted under Section .13(a). Please see the sample regulatory language
inelueed for your consideration on page 10 below.

Questiom 279: What woulkl the effect of the prapoaseet! rule be on a banking entitys ability to
spornsarr and syndiicatee flindds supported! by puldliic welfane investmentss or low income housiing tax
creditts which are utilized! to assist banks and other insured deposittony instituttianss with muedling
their Communityy Reinvestmentt Act ("CRA'") odidigyations?

The proposed rule currently permits banking entities to continue sponsoring and investing in
public welfare investments. We commend the Agencies for recognizing the benefits of bank-
sponsored Tax Credit Funds and addressing this in the proposed rule. As the proposed rule
stands, banking entities may continue to satisfy the investment test for the purpose of their
community reinvestment goals through Tax Credit Funds sponsored by other banking entities.
Permitting this activity enables smaller banks to take advantage of a larger bank's ability to
efficiently underwrite, select and package the investments into a fund. Larger banks generally
have larger community reinvestment goals and have therefore become more efficient because of
economies of scale. Over time, many of the larger banking entities have sold these investments
to other banks that do not have the same resources avallable for the underwriting and selection
proeess. This has permitied & number of smaller banks to efficlently satisfy their eommunity
reinvestment geals and te previde meaningtul benefits to the communities they serve.

Questiion: 316 What types of transactiionss or relatiionginyss that curventily exist between lvanking
entitizs and a covevediffind? (or anotther coveved! ftind? in whicth such covered! fland! makes a
contvrallings invesitment)) woulld be praitithieek! undey: the propaseet! rile? et wnld faetine egféect
of the propaseel! rule on banking entities’ abilitty to contiimae to meet the needs and demands of
theiv clients? Ave theve otiver transactionss betweem a banking entity and sucth covevedfffimds that
are not alreadiy coveved! but that showlkd/ be pratiibhieel! or limited! undey: the propuseel! mule?

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

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

Smaller banks often benefit as they seek guarantees in conjunction with their Tax Credit
Investments. These banks generally lack sufficient understanding of the Tax Credit Programs
and rely on companies such as U.S. Bank to efficiently underwrite, select and package the
investments into a fund. They also may purchase a guarantee to reduce the likelihood that they
would not receive all of the expected benefits. These community banks often obtain the
guarantees from banks that have a familiarity with CRA requirements. Recently, the Federal
Home Loan Bank has prometted public welfare investments to small- and medium-sized banks as
ameans of satisfying CRA reguirements."!

We believe it is equally important to permit banking entities to continue guaranteeing Tax Credit
Investments as it is to permit them to sponsor Tax Credit Investments. Guarantees of Tax Credit
Investments often times pose less risk to a banking entity, as a guarantor, than making direct
investments, as an investor, because guaranteed transactions have a built-in protection between
the anticipated and guaranteed performance of the assets. The anticipated performance or
"expected yield" is equal to management's expectations when the investment is originally made.
The guaranteed performance is typically lower than what management expccts and represents a
"minimum yield". As such, the guarantor only absorbs a loss when the asset performs under the
minimum yield. If the asset performs worse than expected but better than what is guaranteed, the
guarantor incurs no loss. However, when directly investing, a banking entity absorbs a loss
when the asset does not perform as anticipated. Given that investing in Tax Credit Investments
was acceptable to Congress when they passed the Act, one can reasonably conclude that the
associated guarantees of Tax Credit Investments are also acceptable.

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

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

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

Tax Credit Investments do not result in a material conflict of interest, expose banking entities to
high-risk assets or pose a threat to the safety and soundness of the banking entity or the ffirancial

1 | ow-Income Housing Tax Credit: Assessment of Program Performance & Comparison to Other Federal
Affordable Rental Housing Subsidies, Novogradac & Company LLP, May 2011,

The Low-Ineome Housing Tax Credit Program at Year 25; A Current LLpok at Its Performance. Reznick Group,
August 2011,
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stability of the United States. We believe that, given the stability and success of the Tax Credit
Programs, the agencies should consider providing an exemption for covered funds comprised of
Tax Credit Investments such that banking entities can continue to guarantee the performance of
Tax Credit Funds. The FSOC Study states that "...it will be important for Agencies to carefully
weigh all characteristics of permitted and prohibited activities as they design the Volcker Rule
implementation framework."'® Given the exceptions provided for Tax Credit Investments by
Congress, it is logical that no other restrictions were intended for these investments; therefore,
we reguest that the Agencies consider an exception that permits banking entities to guarantee
Tax Credit Funds.

3. Sample Regulatory Language

We urge the Agencies to follow the recommendations of SIEMA and other trade ass

with whom we have joined on comment letters to exclude from the definition of “covered fund™
issuers that do not have characteristics of a hedge fund or private equity fund and that were
clearly not intended to be swept into the prohibitions of the Volcker Rule, including the Tax
Credit Funds as discusscd above. This would resolve the specific issue we have noted zbove
regarding guaranteed Tax Credit Funds, but would also eliminate other potential confusion and
burdens created by the overly broad definition,*

If the Agencies choose not to modify the definition of “covered fund,” we propose adding the
following clarifying language:

Insert a new subparagraph (iii) under § . &@)(2):

“(in) Enter into any transaction with er for the benefit of a eovered fund permitted under
§ 1¥@), subject to the limitations set forth in seetions 23A and 23B of the Federal
Reserve Act (12 U.S.C. 371¢ and e-1).”

9 | o * * $

We believe that the suggested regulatory language included in this letter is consistent with the
intent of the Volcker Rule based in part on the discussion included in the ESOC Study, FSOC
clearly identified the purpose of prohibiting banking entities from sponsoring private eguity
funds and realized that Congress may not have intended to capture certain private equity funds
that are technically within the scope of the Volcker Rule. ESOC states:

2 Study & Recommemdhation on Prohibiting Proprietary Trading & Certain Relationships with Hedge Funds &
Private Equity Funds, Financial Stability Oversight Counciil, pages 1-2,

¥ Eor example, U.S. Bank's investment in Tax Credit Funds exceeds $1 billion: if these investments remain within
the definition of “covered fund”, the bank would be subject to the additionall compliance standards as required by
§__.20(c)(2)(ii). We respectfully request that the Agencies clarify these requirements in the event it docs not modify

the definition of “covered fumd.”

10
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"the purpose of [the prohibition of sponsoring private equity funds] is to:

(@) ensure that banking entities de net invest in oF spenser sueh funds as a way te
eireumvent the Yeleker Rule's restrietions on proprietary trading;

(@) eenfine the private fund astivities of banking entities to eustomer-related
seryiees; ahd

(3) eliminate ineentives and eppertunities for banking entities to "bal eut” funds
that they sponser; advise, eF where they have a signifieant invesiment."13

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

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

Last, banking entities, as sponsors of the Tax Credit Funds, are not exposed to significant risks or
obligations to "bail out" Tax Credit Funds that they have sponsored. The guarantees provided by
sponsors of Tax Credit Funds should not be interpreted as opportunities for banking entities to
"bail out" funds that they sponsor. Rather, the guarantees should be interpreted as a permitted
activity bccause Congress has permitted investments designed to primarily promote the public
welfare and the risks associated with these guarantees arc less than the risks incurred when
making the permitted direct investments. Furthermore, sponsor guarantees arc back-stop
guarantees, where developers, general partners and managing members of Operating
Partnerships are in the first loss position if the investments they develop and manage fail to
deliver the anticipated minimum level of investor benetits.

" Study & Recommendation on Prohibiting Proprietary Trading & Certaiin_Relationships with Hedge Funds &
Private Equity Funds, Financial Stability Oversight Counciil, pages 3-4.

11
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Thank you for your time and consideration of these comments. If you have any questions or
would like to discuss these comments further, please contact me or Karen Canon, Associate
General Counsel (612-303-7808).

U.S. BANCORP COMMUNITY
DEVELOPMIENT CORPORATION

Attachments
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ATTACHMENT 2
Expanded Overview of LIHTC, NMTC, and HTC Programs

LIHTC Progi'am

The federal government initiated the LIHTC program in 1986 which subsidized equity investment in
affordable housing through federal tax credits. Investors invest equity in affordable residentiall rental
projects in exchange for tax credits and other tax benefits. By pricing the tax credit and other tax
benefits stream on a present value to current market yields, equity investors receive a market-rate
return on their investment. The LIHTC program has a remarkable track record of succcss. The
LTHTC program has been successful because investors have developed a high degree of confidence
that they will receive the tax benefits promised. A recent Ernst & Young study estimated that more
than $75 billion had been invested in LIHTC transactions between 1987 and 2008. Since the
inception of this program, more than 99% of the investments have been successful in terms of
compliance with Section 42 of the Internal Revenue Code ("IRC") and with debt service payment
requirements,

Affordable housing developments lease rental units to low-income individuals at below-market rental
rates. As a result, these properties would general fail to attract private investment without
government intervention. However, the invested capital reduces the amount of debt required to
finance the development and ultimately the needed cash flow to support operations and debt service,
Thus, the projects are deemed feasible and find stability even though they rent affordable units below
the market rate.

Administration of the LIHTC program is delegated to the states and each state is allocated a certain
amount of annual tax credit allocation authority, which is stipulated in IRC Section 42, The state
agency, acting under federal guidelines, is responsible for creating a qualified allocation plan
("QAP") that prioritizes the allocation of these credits to serve the greatest housing needs of the state.
The QAP provides the basis for which the state will allocate the tax crcdits to qualifying low-imcome
projects. A project owner, usually a developer, must apply for an allocation of LIHTC by proposing a
rental development that complies with the guidelines set out in the QAP. After reviewing all
applications, the state agency will award the best applicants with an allocation of annual tax credits.

LIHTC projects are designed to operate near break-even, They produce benefits from the awarded
tax credits and taxable losses from depreciation and interest expense. A limited partnership or limited
liability company is usually created as the owner of the project, with the developer acting as the
general partner or managing member. The developer will often sell at least a 99% ownership interest
in the project. The developer is willing to do so in order to create the necessary equity to finance the
construction of the development. The developer may also earn various management fees in their

capacity as the general partner.

Investors can invest directly in low-income projects, but will normally indirectly invest in several
Operating Partnerships through a syndicator (or sponsor). A syndicator acquires and combines an
interest in multiple low-income projects into a separate pass-through entity (the "Tax Credit Eund").

ushank.com
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Then, the syndicator will sell at least a 99% ownership interest in the Tax Credit Eund to imvestors,
Therefore, the investors receive the majority of the tax benefits generated from the prajects and the
syndicator earns a management/syndicatiion fee.

NMTC Program

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

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

CDEs use their local knowledge and expertise to invest, by providing equity or below market-rate
loans, in QALICBs, Generally, a QALICB is & business that operates in a low-income commumity.
Typical QALICBs include small technology firms, inner-city shopping centers, manufacturers, retail
stores or micro-entrepreneurs. These businesses would generally fail to attract private mvestmment
without government intervention. The NMTC program, provided for in Section 45D of the Internal
Revenue Code, is an indirect subsidy that encourages private sector investments in low-imcome
communities. The NMTCs are earned over aperiod of 7 years.

Often times, the taxpayer mentioned above is a Tax Credit Fund comprised of a msnaging member
and one or more investors. The Tax Credit Fund typically uses Investor capital and the proceeds from
a loan to make QEls. The equity portion of the QEI reduces the Tax Credit Fund's weighted average
cost of capital and enables it to charge below market interest rates on the loans provided to QALICBs,

usbank.com A-2
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HTC Program

Since 1978, when the first federal tax incentives for historic rehabilitation were passed, these
incentives have rehabilitated more than 31,000 historic properties, stimulated the private
rehabilitation of more than $31 billion and, nationwide, restored old, deteriorating buildings to
commercial viability. The National Park Services ("NPS"), which administers the application and
approval process of the federal historic tax credit, characterizes the Federal Historic Preservation Tax
Incentives program as one of the most successful and cost-effective community revitalization
programs. It has been effective in revitalizing distressed areas through the fostering of private sector
investment, creating jjobs and renewed commerce to the historic cores of cities and towns, imcreasing
property values In these areas, and helped create additional alternatives for affordable housing, HTC
investments are deermed successful If there are ne events of tax credit recapture during a five year
complianee period. Since the inception of this program, mere than 99% of the Invesiments have been
sueeesstul in terms ef eompliance with Section 47 ef the thterAal Revenue Code ("IRC") and with
debt serviee payment requirements:

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

A project owner, usually a developer, must either obtain a building listed in the national registry as a
certified historic structure or obtain such certification for the structure before rehabilitating it. Then,
the developer completes an application for historic tax credits, and it is reviewed by NPS. Upon
approval, the developer may begin rehabilitating the project.

Investors can invest directly, or indirectly through a syndicator, in IITC projects. A syndicator
acquires and combines an interest in multiple tax credit projects into a separate pass-through entity
(the "Tax Credit Fund"). Then, the syndicator will sell at least a 99% ownership interest in the Tax
Credit Fund to investors. Therefore, the investors receive the majority of the tax benefits generated
from the historic projects and the syndicator earns a management/syndiicatiion fee.
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About This Report

Novogradac & Company LLP undertook this study (the “Special Report”) to assist the
Housing Advisory Group (HAG), a coalition of housing interests dedicated to protecting
and improving affordable housing programs, in the analysis of the performance of the
Low-Income Housing Tax Credit (LIHTC) program. This special report compares the per-
formance of the LIHTC program to the performance of other federal government subsi-
dies of affordable rental housing. The scope of the comparison was limited to supply-side
federal policies. Supply-side policies, as opposed to demand-side policies, increase the
supply of affordable housing, whereas demand-side policies reduce the cost of rental
housing for low-income renters. The LIHTC program is the centerpiece of the supply-side
federal programs.

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

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

Novogradac & Company LLP
Michael J. Novogradac
May 2011



Limiting Conditions

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

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

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

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

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

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

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

www.novoco.comylihtcperformanoesymess & remant iy


http://www.novoco.com/lihtcperformancespecialreport.php

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

By Novogradac & Company LLP

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

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

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

1 fFor a more im-depth ook at he technical aspects of the LLIHTC, see Novegradac & Company ILLP Low-noame
Housing Tax Crediit Handbook, 2011 and the Appendix.

2 Other ways to classify government policies designed to help low-income families access affordabie rental housing
include:

1. The owner of the rental housing suibsidized:

a. government (e.g., housing autihorities),

b. nengovermment entity (e.g., hon-prafiit entities and for-profit private parties), or

€. government private joint ventures (e.g., housing authority partnership with private entity); and
2. The type of subsidy provided:

a. direct cash benefit (e.g., grant and beneficiial loan terms),

b. tax benefit (e.g., income tax erediits and tax-exemjpt bonds),

€. nontax regulatory incentive (e.g., density bonus), or

d. regulaiory mandate (e.g., inclusionary housing).
When the government provides a direct cash grant, it can be in the form of ongoing periodic payments or up front
acquiisition and development cost swibsidies.

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

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

5 MeC€lure, Housing Vouchers versus Housing Production: Assessing lLong-Term Costs, 1998.

6 Apgmat, 1990.



ing to the redevelopment of a particular area.” Supply-side efforts have significant local
economic impact through job creation, income generation and increase in tax revenue.?

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

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

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

This paper also has an appendiix that provides background on the ILIHTC.

l.. LIHTC Track Record

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

1. Foreclosure rate

Compliance history

Credit allocating agency review experience
Year 15 opt-outs

Investor portfolio analysis

a ok~ 0N

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

7 A. E. Schwartz, et al, 2006.

8 Housing Policy Department, 2010.

9 Deng, 2005.

10 Joint Center for Housing Studies of Harvard Universiidy, 2011.

11 Available units are vacant or rented by householdls with incomes no higher than 50 percent of HUD-adjjusted area
mediian fanmily imcome.

12 Joint Center for Housing Studies of Harvard Universiidy, 2010.

13 Collinson and Winter, 2010.



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

Compliance History

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

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

Credit Allocating Agency Review Experience

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

14 Ernst & Young LLP, 2010.

15 Robinsom, 2010.

16 IRS Form 8828 “Low-Inconme Housing Crediit Agencies Repart of Noncompliance or Building Disposition” is the
form that erediit allocating agencies are required to conpllete to fulfill their responsitiility to notify the IRS of momcoim-
pliance by properties with the LIHTC provisions of Section 42 of the Internal Revenue Code.



or physical condiition violations. The relatively small number of IRS Form 8823s issued in a
year and the fact that the most common issues tend to be minor indicates a track mecord
of compliance with the LIHTC program.

Year 15 Opt-Outs

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

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

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

17 Brior to Public Law No: 101-289, LIHTE properties were required to be in compliance with IRC §42 for 15 years.
On 12/19/1989, Bublic Law No: 101-239 created IRC §42(h)(6), which requires properties to comimit to at least 15
additionall years of compliance, but also provided for exceptions including the ability to “opt out,” as discussed in
the next paragraph.

18 The U.S. Government Accowntehiiity Office reviewed 20 erediit allocating agencies and found that most allecation
plans gave preference to applications that conmmit to compliance periods longer than 30 years andjor waive the
right to “opt out.” U.S. General Accounting Office, 1997.

19 IRC §42(h)(6)(]).

20 IRC §42(h)(6)(E)(i)(II).

21 The cost-of-living factor is based on ehanges in the Consunner Price index. IRC §42(h)(O)X&)i)lh), referencing §1(f)
3).

22 IRC §42(h)(6)(F).

28 Including those 1987-1989 properties for which a qualified contract is not required to convert to market rents.

24 Ernst & Young LLP, 2010.



longer-term affordability restrictions on a property in exchange for low-interest fiimancing). In
addiition, not-for-profit organizations that are general partners in an LIHTC operating jpart-
nership generally tend not to opt out in furtherance of their mission to provide affordable
rental housing. These factors are some of the elements that influence an owner’s decision
about whether to keep properties as affordable rental housing at the end of the 15-year
compliance jperiod.

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

Investor Portfolio Analysis

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

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

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

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

Il. Reasons for Successful Track Record of LIHTC
There are several components that contribute to the successful track record of the ILIHTC:

1. Large dollar investments from third-party investors (non-federal sources)
2. Screening of properties before development by third-party investors

3. Economies of scale and uniform jpractices
4

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

Tax credits received for performance over time
State level allocation, customization and oversight
7. Regulatory guidance from the IRS and enforcement by IRS auditors

o o

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

Screening of Properties before Development by Third-Party Investors

The fiinanciall health of an LIHTC property is very important to the investor. Iif an ILIHTC
property is lost to foreclosure, the investor could face the recapture of its LIHTCs and the
loss of its other benefits. Thus, investors will generally step in to save a troubled property
before it is lost to foreclosure. This also causes investors to spend significant time under-
writing and screening properties for quality and sustainability before investing in an LIHTC
transaction.
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Although credit allocating agencies carefully screen properties, third-party investors also
spend considerable time reviewing and assessing the fiimancing;, market forecasts, and
forecasted operating cash flows of the LIHTC properties in which they are investing. This
review by third-party investors often results in a more durable fiinanciel structure, such
as funding of additional cash reserves. By bringing in an experienced profit-motivated
investor, the LIHTC transaction is strengthened by the investor’s expertise. This additional
screening is important in maintaining a low foreclosure rate for the LIHTC program.

Economies of Scale and Uniform Practices

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

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

Through the proliferation of common underwriting and reporting guidelines, such as those
used by AHIC members, LIHTC properties are held to much more consistent stamdards
both before and after complietion than they might be otherwise. Proposed developments
with certain flaws that might otherwise qualify for other types of federal fiimancingy are gen-
erally restructured at the behest of LIHTC investors to address the nature and imherent
risk of those flaws. For those properties that are fundedl, this results in a higher long-term
success rate and more predictable investment yields for LIHTC investors. As mentioned
earlier, a 2010 Emst & Young study highlighted that the expected yield variance for prop-



erties that closed between 2005 and 2006 was approximately zero.?” This suggests that
common underwriting standards, among other factors, have helped make LIHTC proper-
ties predictable for investors, and thus, a key part of their total investment portfolios.

Construction and/or Reconstruction Risk and Lease-Up Risk Borne by
Investors and Developers

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

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

Under the LIHTC program, the federal government is protected against the prospect of
having fiinanced! the construction of affordable rental housing units that are never rented to
low-income tenants. In the initial lease-up period, LIHTCs are calculated based on the ap-
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plicable percentage of the qualified basis of a qualified low-income building.?® In addition,
an LIHTC building must reach its agreed-upon low-income housing occupancy percent-
age by the end of the first year of the credit period or the property will not receive the full
amount of allocated LIHTCs. If a building has an increase in qualified basis after the first
year of the credit period, the applicable percentage for the increased qualified basis is
two-thirds of the otherwise applicable percentage. Accordiingjly, for an LIHTC property to
claim the maximum available amount of LIHTCs, the low-income portion of the tuilding(s)
must generally be 100 percent leased as of the close of the first year of the tax credit jperi-
od. This requirement strongly incentivizes LIHTC property owners to ensure that the prop-
erty is 100 percent leased to qualifying low-income tenants as quickly as possible after it
is placed in service. This requirement also protects the federal government from providing
indirect funding (through LIHTCs) for properties that are not fully used by tenants. In addi-
tion, the investor will<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>