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Exit Strategies for Low-Income

Housing Tax Credit Projects

By Jing Chen, CPA, Novogradac & Company LLP

reach the last year of the mandatory 15-year compli-

ance period, owners and investors face the challenge
of defining exit strategies for their investments. In addition,
many other LIHTC properties are having difficulties gener-
ating positive cash flow or significant tax benefits for their
investors — either because of complications in the property’s
operations or because of the global economic downturn.
Owners and investors in these properties may seek a change
via some form of refinancing or restructuring, including
getting a fresh allocation of tax credits, and there are several
important steps that should be considered.

As low-income housing tax credit (LIHTC) projects

Evaluate the State of Your Project

Planning an exit strategy can be complicated and stressful,
especially if it is not planned well in advance of year 15. For
owners and investors, the first important step is to evaluate
the state of the property.

There are a number of factors in evaluating the financial
health of a property. First, assess the current fair value the
property as well as a realistic cash flow the project can be
expected to generate. Once these are known, the fair value
of the owners’ interests can be determined, and cost effec-
tive decisions be made.

Next, review the regulatory agreements — or any other agree-
ment with a state agency and/or local government — to de-
termine if there are restrictions on operations or refinance.
Also, check if any state or local requirements apply to the
property. Often, property owners have agreed to extended

compliance requirements as a condition of getting their LI-
HTCs or bonds. For example, in California many properties
with a tax credit allocation in 1990 and later elected to ex-
tend the low-income use restrictions for 55 years to gain ad-
ditional points during the application scoring process.

Define Your Exit Strategy

Troubled properties, or properties reaching the end of the 15-
year compliance period, have various options and opportu-
nities for refinance, recapitalization or resyndication. Aside
from a straight refinance of the property, consider refinance
opportunities with state or local housing finance agencies
and federal government agencies, including the U.S. Depart-
ment of Housing and Urban Development (HUD). In addi-
tion, HUD-approved lenders can help facilitate the purchase
or refinancing of existing multifamily rental housing projects
using HUD-insured loans. Also worth mentioning is the
LIHTC credit exchange program under Section 1602 of the
American Recovery and Reinvestment Act of 2009, which al-
lows states to exchange a portion of their 2009 allocation for
cash grants to be used to finance housing projects. There are
proposals under consideration in Congress to extend the ex-
change program through 2010.

Alternatively, consider selling the property to a new devel-
oper, who could renovate the property with new debt and
new investors. The new owners will receive a depreciation
benefit based on their new purchase price and may also
qualify for a low-income housing tax credit allocation if the
property is rehabilitated.
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continued from page 1

A like-kind exchange under Section 1031 might also be an exit
strategy, albeit not a common one because of the difficulty in find-
ing a matching property. That said, in recent years, some success-
ful like-kind exchange practices have occurred between afford-
able housing properties and investment grade credit-tenant lease
commercial properties. This type of like-kind exchange is ideal
for older projects that have completed the required compliance
period and have large negative capital accounts and low basis.

Because of the complicated nature of a sale or like-kind exchange,
some owners and investors may prefer to get out of the deal more
quickly by simply transferring their ownership to the other own-
ers of the property. Sometimes, when the current partners do not
get along well, the investor limited partner or the general partner
in a transaction may want to buy out the others to become the sole
owner, or to bring in new partners.

Manage the GAAP and Tax Matters

When the ownership of a property is changed, either partially or en-
tirely, certain general accepted accounting principles (GAAP) and tax
rules will apply. The complexity of the accounting depends on the
status and circumstances of the project, owner and investor. Assum-
ing the ownership entity of the transaction is a partnership or limited
liability company, which are the most common legal structures for
LIHTC projects, the basic GAAP and tax rules are as follows.

If the property is sold to a new developer and the partnership
is dissolved, the partnership should first record an accounting
entry to reflect the sale to bring the asset and liability accounts,
including accumulated depreciation, to zero. If the consideration
received exceeds the net assets on the books, the difference will
be the gain from sale; or a loss if the net assets sold exceed the
consideration received. The partnership then allocates the gain
or loss to the partners based on the profit and loss sharing per-
centages specified in the partnership agreement. When the part-
nership is liquidated, cash is distributed to the partners in accor-
dance with the provisions in the partnership agreement.

The partnership is required to file its final tax return and final Sched-
ule K-1 form for its partners no later than three and a half months
after dissolving the partnership. If the partnership sold the property
on April 1, but waited until December 1 to make the final distribu-
tion, the three-and-a-half month period starts in December. The gain
or loss from the sale of property is reported on Form 4797. Remem-
ber that the tax gain will usually differ from the GAAP gain due to
differing depreciation methods used over the years. These gain or
losses then will be allocated to each partner. Each partner recogniz-
es gain on its own tax return if the distribution made in liquidation
to that partner is greater than the adjusted basis of its interest in the
partnership; and conversely recognizes loss if the distribution is less
than the adjusted basis of its interest in the partnership.
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In the situation described earlier, in which a partnership does not
sell the property but instead a partner elects to transfer its inter-
est to another partner or to a third party, there is no accounting
related to selling the property since the same partnership con-
tinues to own the property. When there is a change of a majority
of partners’ interest, for tax purposes the partnership is treated
as terminating, followed immediately by the formation of a new
partnership with the same name. For GAAP purposes, however,
the partnership operations continue uninterrupted by the partner
change. Thus, for GAAP purposes, all the partnership is required
to do is establish an equity account for the new partner and re-
duce the old partner’s equity account to zero, regardless of the
cash payments made between these partners.

As described above, if more than 50 percent of the partnership
interest is transferred through a sale or exchange, the section
708(b)(1)(B) technical termination rules apply. The partnership
would then file a final return and final Schedule K-1 forms for
its partners as of the date the transfer occurs, and also file an
initial return for the period from the date of the transfer to the
end of tax year. That is, two short period returns for the tax year
are required. Generally, the transferor partner recognizes capital
gain or loss for the difference between his adjusted basis of the
partnership interest and the payment he receives. The transferee
partner assumes the transferor partner’s basis of the partnership
interest, which may be different from the amount he paid (an
‘inside/outside basis difference”) unless a section 754 election is
made to adjust the basis of partnership assets to reflect the price
paid by the new partner for its partnership interest. The election
is made by filing a statement with the partnership’s tax return. It
is important to make this election for the transferee partner if the
payment he made (outside basis) is higher than the basis of the
partnership interest he purchased (inside basis). The adjustment
would allow the new partner to take a depreciation deduction of
the step-up assets, and a reduced tax liability on gain if the step-
up asset is sold subsequent to the transfer of partnership interest.

7

Conclusion

As this discussion illustrates, the multiple layers of both account-
ing and tax concerns related to a given exit strategy from a LIHTC
project can be quite complicated. To ensure complete compliance
with GAAP and Internal Revenue Service requirements, consult-
ing with an experienced tax advisor and proceeding with a good
deal of caution and care are highly recommended. $*

For more information, visit the

Affordable Housing

) k}h Resource Center

at www.taxcredithousing.com
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This article first appeared in the March 2010 issue of the Novogradac Journal of Tax Credits.
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Notice pursuant to IRS requlations: Any U.S. federal tax advice contained in this article is not intended to be used, and cannot
be used, by any taxpayer for the purpose of avoiding penalties under the Internal Revenue Code; nor is any such advice intended
to be used to support the promotion or marketing of a transaction. Any advice expressed in this article is limited to the federal
tax issues addressed in it. Additional issues may exist outside the limited scope of any advice provided — any such advice does
not consider or provide a conclusion with respect to any additional issues. Taxpayers contemplating undertaking a transaction
should seek advice based on their particular circumstances.

This editorial material is for informational purposes only and should not be construed otherwise. Advice and interpretation re-
garding property compliance or any other material covered in this article can only be obtained from your tax advisor. For further
information visit www.novoco.com.
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