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(continued on page two)

As the compliance period for some earlier low-income housing tax-credit projects expires in the next few years, it is
time for the industry to focus on exactly what will happen to these projects.

It is also appropriate to negotiate terms and provisions to the typical partnership agreement, permanent loan
documentation, and right-of-first-refusal agreements that allow the statutory right-of-first-refusal agreement and quali-
fied contract to fully operate in accordance with the expectation of the parties.

Most efforts in developing low-income housing projects have been based on negotiating the transaction between the
developer and the investor. While we hoped we would not be dead in 15 years, 15 years seemed an awfully long time away
and not a lot of time or effort was spent in evaluating just how the partnership would terminate.  Because of investor
expectations and provisions of the Internal Revenue Code, however, many a project will be acquired by its general partner
after the 15-year compliance period. The purpose of this article is to review year-15 issues and think about the documen-
tation that should be prepared to deal with those issues when a transaction closes.

The low-income housing tax credit was first passed by Congress in 1986. For early projects whose year 15 will be
coming soon, the industry will need to address three primary issues:

• How will the right of first refusal granted to most nonprofit developers operate in year 15?

• How and when will for-profit developers seek a qualified contract for the project to go to market in year 15?

• What happens if the general partner for some reason will not or cannot purchase the low-income housing
project after the compliance period?

Right of First Refusal
A project will not lose its tax benefits if there is a right of first refusal in favor of a qualified nonprofit organization,

government agency, or any of certain other tenant organizations to purchase the low-income buildings for debt plus taxes
resulting from the purchase.  Without this special provision in the Internal Revenue Code, a partnership that owns a
project subject to a below-market option will not be treated as the owner of the project for tax purposes and will not be
entitled to any deductions such as depreciation or interest related to the project.

The right of first refusal appears to cover only buildings and not to reserves and personal property, although there
is a reference to “property” in Section 41(i)(7).  The IRS could easily take the position that only the buildings are covered
by the right of first refusal.  The other assets of the partnership, which might include reserves, furniture, equipment, or
accounts receivable for unpaid rents or other unpaid claims, appear not to be covered under the right-of-first-refusal
agreement.

Thinking About Year 15 of a Low-Income
Housing Tax-Credit Partnership
By Ronald A. Shellan, Esq., Miller Nash LLP

(First of two parts)
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Under a typical partnership agreement, reserves, furniture, equipment,
and accounts receivable would be converted into cash upon acquisition of
the project, and the partnership liquidated.  In most cases, 99 percent of the
value of the assets would be distributed to the investor limited partner.

To avoid reserves being allocated to the investor limited partner,  re-
serves can be spent prior to the exercise of the right of first refusal to  pay
down permanent debt or improve the property.

Lender Concerns
Lenders are usually uncomfortable using operating reserves for any-

thing but emergencies, including paying down debt or providing unneeded
improvements. To allay  such concerns, the lender can be offered conditions
that include:

• Reserves may not be used to pay down debt or improve the project
until after year 14 of the project;

• The project has a 1.10 or greater debt-coverage ratio; and

• The project must not be in default on its obligations to the perma-
nent lender.

Investor Limited Partner Concerns
While investor limited partners seem agreeable to spending reserves

even though this is money that would otherwise go to them in year 15, the
partnership agreement must be structured to provide that the money can be
spent to pay down debt or improve the property without obtaining the ap-
proval of the investor limited partner.  The provisions should be parallel to
the provisions negotiated with the permanent lender.

Any options to purchase reserves or personal property and equip-
ment for $1 may mean that the amounts for furniture and equipment cannot
be depreciated because the partnership would not be deemed to be the
“owner” of the furniture or equipment for tax purposes. Such an option
might be attacked by the IRS,  which could assert that payments for reserves
are really payments to the not- for-profit partner. If so, the IRS could take the
position that the not-for-profit partner has greater than a 1 percent interest
in the partnership and thus runs afoul of the tax-exempt use rules. In this
event, depreciation on the entire project would be changed from 27.5 years
to 40 years.

The IRS could also assert that payments from reserves to pay for an
expense are not deductible because the expense was not paid for by the
partnership, but was really paid for by the not-for-profit general partner.

In computing the purchase price, debt assumed under the right of first
refusal will not include unsecured debt. Therefore, unsecured debt owed to
anyone who is not the not-for-profit general partner may not be paid unless
there are other assets in the partnership to pay this debt. There may be
debtor-creditor issues (such as the possibility of a fraudulent transfer) if a
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creditor is not paid and reserves have been used in such a way that the
obligations to the creditor are avoided.

Tax Obligations
The actual amount of taxes paid by the partners might be difficult to

determine if there is a fund made up of many investors, some of whom could
be in high tax brackets and some of whom might have losses that could
offset the income.

For many limited partnerships, no taxes will result from a sale of the
property for the debt. For a limited partnership, no taxes will be due unless
the limited partner has a negative capital account. Projections show that
most but not all limited partners will have a positive capital account in year
15.

Unless regulations that settle the matter are issued, the following ar-
eas are fertile for argument:

• Should the federal taxes generated by the sale be reduced by the
state and local taxes generated by the sale that can be deducted in
computing federal taxable income?

• Should the state and local taxes generated by the sale be reduced
by the federal income tax savings generated by the taxes?

• The answer as between (a) and (b) above might mean that the
federal taxes are grossed up, but would be a smaller number be-
cause of the state and local tax deduction.

• Should the right-of-first-refusal agreement attempt to solve this
problem?

An alternative to the nonprofit general partner’s being granted a right
of first refusal to purchase the real estate owned by the partnership is for the
nonprofit general partner to have a right of first refusal to purchase the
partnership interest owned by the investor limited partner.

Part two of Ronald Shellan’s article on Year 15 will appear in the
September issue of Novogradac & Company LLP’s “Property Compliance
Report.”

Ronald A. Shellan is a partner of the Portland, Ore. law firm of Miller Nash LLP. A certified
public accountant, he is a former chair of the Taxation Society of the Oregon State Bar and the
founding chair of the Portland Tax Forum.

This article first appeared in the August 2001 issue of Novogradac & Company’s Property
Compliance Report and is reproduced here with the permission of Novogradac & Company
LLP.
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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.


