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Green Book Provides Insight Into
Administration’s Tax Plans

By Michael J. Novogradac, CPA

Green Book, which lays out the long-anticipated

specifics of the list of proposed tax increases Presi-
dent Obama included in his proposed budget for 2010.
The Green Book contains many tax cuts and many tax in-
creases. In the aggregate, President Obama'’s tax propos-
als are estimated to raise net revenue of about $387 billion,
with about $62 billion dedicated to deficit reduction and
about $325 billion dedicated to health reform.

| ast month the Treasury Department released its

Among the several tax provisions addressed and of partic-
ular interest to the affordable housing tax credit commu-
nity are extending the carryback of net operating losses
(NOLs), codification of the economic substance doctrine,
and taxation of carried interests as ordinary income. Com-
munity development activists are also encouraged by the
inclusion of the extension of the New Markets Tax Credit
in President Obama’s 2010 proposed budget. There are
numerous other tax increases and tax cuts that could have
indirect impacts on the demand for tax credits.

NOL Carryback

The Green Book states that a temporary extension of the
NOL carryback period would provide taxpayers in all
sectors of the economy that experience such losses with
the ability to obtain refunds of income taxes paid in prior
years. These refunds can be used to fund capital invest-
ment or other operating expenses. The Green Book goes
on to say that the Administration looks forward to work-
ing with the Congress to make a lengthened NOL carry-
back period available to more taxpayers.

This provision is of interest to the LIHTC and broader tax
credit community because companies with NOL carry-
forwards cannot generally use tax credits, and therefore

are not generally in the market to buy tax credits. If these
companies were able to carry back any NOLs they have,
then they will not have those NOLs to carry forward and
are more likely to owe federal income taxes over the nearer
term, and, as such, more likely to invest in tax credits. The
estimated revenue cost for 2009 to 2019 is $18.5 billion.

Economic Substance

The common-law economic substance doctrine generally
denies tax benefits from a transaction that does not mean-
ingtully change a taxpayer’s economic position, other than
tax consequences, even if the transaction literally satis-
fies the requirements of the Internal Revenue Code. The
Obama Administration’s proposal is meant to clarify the
economic substance doctrine and, in an effort to further
deter transactions designed solely to obtain tax benefits,
increase the penalty for transactions that lack economic
substance.

Current law contains an accuracy related penalty that
equals 20 percent of the tax underpayment. A separate 20
percent penalty applies to an understatement of income
tax attributable to a “listed transaction” or a “reportable
transaction” with a significant purpose of tax avoidance or
evasion. A 30-percent penalty is levied if the taxpayer has
not disclosed the transaction as required by law.

The proposed change would clarify that a transaction sat-
isfies the economic substance doctrine only if it changes
in a meaningful way (apart from federal tax effects) the
taxpayer’s economic position and the taxpayer has a sub-
stantial purpose (other than a federal tax purpose) for en-
tering into the transaction. The proposal would also clarify
that a transaction will not be treated as having economic
substance solely by reason of a profit potential unless the
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Green Book Provides Insight

(continued from page 1)

present value of the reasonably expected pre-tax profit
is substantial in relation to the present value of the net
federal tax benefits arising from the transaction.

The proposal would establish a 30 percent penalty on an
understatement of tax attributable to a transaction that
lacks economic substance, reduced to 20 percent if there
was adequate disclosure of the relevant facts in the tax-
payer’s return. It would also deny any deduction for inter-
est attributable to an understatement of tax arising from
the application of the economic substance doctrine.

Any transaction entered into after the date of enactment
would be affected and the denial of interest deduction
would be effective for taxable years ending after the date
of the enactment for those transactions entered into after
that date. The estimated revenue raised for 2010 to 2019
is $4.7 billion.

This provision represents a continuation of efforts over
the last several years to codify the economic substance
doctrine. In several of the previous efforts to enact a
similar provision, supporters of codifying the economic

substance doctrine made clear that their efforts were not
designed to and should not limit the ability of taxpayers
to engage in transactions for the purpose of generating
congressionally authorized tax credits, such as the low-
income housing tax credit. The Green Book description
of the proposal does not contain such a statement, albeit
no one believes the omission was intentional or repre-
sented a policy decision. Rather, it is generally believed
omission of such language from the Green Book was ei-
ther an oversight, or a victim of brevity.

As codification language makes it way through Congress,
we all need to ensure that it is made clear that codifica-
tion of the economic substance doctrine does not limit
the ability of investors to invest in tax credit transac-
tions.

Carried Interests

As expected, the FY10 Green Book includes a plan to

change the taxation of carried interest by applying or-

dinary income taxes to the “carry” or “promote” earned

by the general partner in a partnership arrangement, in-
(continued on page 3)
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cluding hedge funds and real estate partnerships. This
proposal is similar to pending legislation (H.R. 1935)
that the National Multi Housing Council (NMHC) has
been opposing for months.

There is concern in the multifamily housing community
that the proposed change in the taxation of carried in-
terests will prove disruptive to the real estate industry.
While the original focus of this tax change was the Wall
Street hedge funds, opponents warn that an increase in
the taxation rate of carried interests could adversely af-
fect a number of industries, including real estate.

The NMHC warns that the change could have numer-
ous unintended consequences, including exacerbating
the nation’s affordable housing shortage. If enacted, the
changes in the taxation of carried interests could affect a
new development’s financial viability, NMHC says. Ac-
cording to NMHC, it will be particularly damaging to
properties located in under-developed areas and could
prevent much of the proposed new affordable housing
from being built.

Under current law, a partnership is not subject to fed-
eral income tax. Instead, income and loss of the part-
nership flows through to its partners who must include
such items on their tax returns. Any gain recognized on
the sale of a partnership interest, whether received in ex-
change for property, cash or services, is generally treated
as capital gain. Present law states that income attribut-
able to a profits interest of a general partner is gener-
ally subject to self-employment tax except to the extent
that the partnership generates types of income that are
excluded from self-employment taxes, e.g. capital gains,
certain interest and dividends.

In its proposal, the Administration says that although
profits interests are structured as partnership interests,
the income allocable to such interests is received in con-
nection with the performance of services; therefore a
service provider’s share of the income of a partnership
attributable to carried interest should be taxed as ordi-
nary income and be subject to self-employment tax.

The present system, the Administration argues, creates

WWW.NovoCco.com

an unfair and inefficient tax preference and as a result
the recent “explosion” of activity among large private
equity firms increased the breadth and cost of this tax
preference, allowing only some of the highest-income
Americans to benefit from preferential treatment.

This proposal, broader than other such proposals passed
twice by the House but blocked by the Senate and that
affected only certain industries, would impact any type
of business. It would tax as ordinary income, up to 39.6
percent under the Administration budget proposal, a
partner’s share of income on a “services partnership in-
terest (SPI),” regardless of the character of the income.
As a result, such income would not be eligible for the
reduced rates that apply to long-term capital gains, now
taxed at 15 percent. The proposal would also require that
the partner pay self-employment taxes on such income.

It’s also been suggested that the proposal as written im-
plies that any partner who provides services to the part-
nership, such as lawyers and accountants, is subject to
the rules. The proposal would be effective for tax years
beginning after December 31, 2010. The estimated rev-
enue raised for 2010 to 2019 is $23.5 billion.

Other Changes

The Green Book details numerous other tax cuts and tax
increases, as follows:

Additional Tax Cuts ‘$ Billions
Tax Cuts for Families (735)
Modify Federal Aviation Admin. Financing (77)
Make Research and Development Credit Permanent (74)
Extend Expiring Provisions Through 2010 (incl a7
NMTC)

Eliminate Capital Gains on Small Business Stock (6)
Additional Tax Increases $ Billions
Increase Income Taxes on Upper Income Taxpayers 615
Limit Benefit of Itemized Deductions to 28% Tax Rate | 267
Reform International Tax Provisions 210
Repeal Last-in First-out Inventory Accounting Method 61

(continued on page 4)
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Increase Taxes on Oil & Gas 31
Change Estate and Gifts Tax Rules 24
Reinstate Superfund Taxes 17

Increase Taxes on Life Insurance Companies & Prod- 13
ucts

Expand Information Reporting 10
Repeal Lower of Cost or Market Inventory Accounting
Method

Increase Taxes on Certain Financial Products
Require Information Reporting for All Rental Proper-
ties

Eliminate Advanced Earned Income Tax Credit

Rl w |~ o

Responding quickly to the proposed tax increases on
businesses, business began almost immediately to push
back against the proposed increases. Those speaking

The May 11 release of the Treasury Department’s Green
Book not only provides the details that have been lacking
in the Administration’s many proposed revenue raisers,
but it also provides tax experts with some answers and
opportunities to study the technical aspects of the tax
proposals. Of interest to the tax credit community are
the expanded NOL carryback proposal, the codification
of the Economic Substance Doctrine, and the taxation of
carried interests as ordinary income. Community devel-
opment professionals are comforted to see the extension
of the New Markets Tax Credit through calendar year
2010. Now that we have seen additional details about
the President’s tax proposals, we need to monitor the ac-
tivities of the House Ways and Means and the Senate
Finance Committee to see which proposals gather steam

out against the proposals included the U.S. Chamber of and which start to collect dust.$*
Commerce, the American Council of Life Insurers and
the Business Roundtable, a coalition of U.S. corporate

executives.

This article first appeared in the June 2009 issue of the Novogradac Journal of Tax Credit Housing.
© Novogradac & Company LLP 2009 - All Rights Reserved

Notice pursuant to IRS regulations: Any U.S. federal tax advice contained in this article is not intended to be used, and can-
not 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

regarding property compliance or any other material covered in this article can only be obtained from your tax advisor. For
further information visit www.taxcredithousing.com.
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