
 

 
 

 
 
 

August 31, 2015 
 
 
Mr. Mark Stivers 
Executive Director 
California Tax Credit Allocation Committee (CTCAC) 
State of California 
915 Capitol Mall, Suite 485 
Sacramento, CA 95814 
 
Dear Mr. Stivers: 
 
The LIHTC Working Group was established to provide low-income housing tax credit (LIHTC) 
industry participants a platform to work together to resolve technical and administrative LIHTC program 
issues.  On behalf of the members of the LIHTC Working Group, we respectfully submit our comments 
on your Proposed Regulation Changes (PRC), in particular the provisions concerning the welfare 
exemption, Section 8 rents, capital needs assessment and resyndication. 
 
The members of the LIHTC Working Group strive to make the LIHTC program even more efficient in 
delivering benefits to help build affordable rental housing throughout the nation in a wide variety of 
different housing markets.  Our group includes nonprofit and for-profit developers, property managers, 
lenders, syndicators, investors, accountants, lawyers and other LIHTC professionals. 
 
We greatly appreciate your extensive work involved in drafting PRC, and understand the goals behind these 
provisions.  The purpose of this letter is to comment only on those provisions which would most benefit 
from further consideration. 
 
Although well-intentioned, unfortunately some provisions would result in unintended consequences and 
counterproductive outcomes that would undermine affordable housing finance and asset management. 
CTCAC is attempting to create policies covering very complex issues, on which industry participants have 
many different valid perspectives.  Adequately addressing all of them will require more time for public input 
and consensus among all of the affordable housing community stakeholders of California. 
 
Background 
 
Before describing our concerns with the regulations, it is important to note the unusual circumstances facing 
real estate at this time.  In the wake of the worst financial crisis in decades, the nation has experienced 
unusually low interest rates for an unusually long period of time.  Furthermore, cap rates have also been at 
historic lows for an extended period of time.  Lastly, the supply of affordable rental housing is very scarce 
at a time when demand for rental housing is growing.  These national trends are even more pronounced in 
California. 
 
All of these circumstances are resulting in unusual and surprising valuations of LIHTC properties reaching 
Year 15.  These financial circumstances—and LIHTC property valuations—won’t last indefinitely.  Indeed, 
the Federal Reserve Board of Governors is poised to raise interest rates in the coming months for the first 
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time since the Great Recession.  Any changes to CTCAC policies should not be predicated on the 
assumption that these unusual circumstances will continue. 
 
CTCAC’s objective in drafting the PRC appears to be addressing what some see as concerns for the state’s 
LIHTC portfolio as a whole.  The PRC seeks to address these concerns about what happens after Year 15 
through two categories of provisions: limiting equity take outs in two different situations, and ensuring 
future funding of rehabilitation occurs before equity is taken out. 
 
While encouraging responsible asset management and cost-effective rehabilitation practices are important 
objectives for CTCAC to pursue, we do not believe these proposed changes will achieve the objectives, and 
instead, could easily lead to irresponsible asset management, and ultimately undermine rehabilitation 
financing.  
 
The following is a discussion of each of these four major changes. 
 
1. Equity Take Out Limits 
 
In sections 103201, 103222 and 103373, CTCAC has proposed changes to limit the benefit realized by 
LIHTC property owners when either selling or refinancing.  While CTCAC presumably has latitude to 
approve or reject standstills, the standard form regulatory agreement used in the past does not appear to give 
authority over transfers or changes in partnership interests.  As such, the ability to require owners to seek 
permission is not clear. 
 
Furthermore, while it is understandable that CTCAC would want to make sure that LIHTC properties are 
financially feasible after a disposition or refinancing, the two particular approaches by which the PRC 
attempts to influence outcomes—excluding the value of the property tax welfare exemption and limiting 
rent setting when LIHTC units receive Section 8 rental assistance—would provide perverse incentives 
leading to undesirable consequences. 
 
a. Excluding Welfare Exemption 
 
The PRC policy would artificially and retroactively alter consideration of expenses without regard to 
income.  In other words, if the welfare exception had not been in place at underwriting, the property would 
have used higher rents in order to be financially viable.  Not allowing it to be considered in Year 15 is 
double dipping, effectively taking it away twice.  This policy would unfairly affect numerous real estate 
transactions already in progress.  CTCAC should take the time necessary to ensure the PRC will not stall 
transactions that were negotiated in good faith under existing regulations. 
 
Denying the value of welfare exemptions in appraisals will undermine a variety of program stakeholders.  
While the extent of possible harm is not fully known for many of these stakeholders described below, we 
believe CTCAC should engage with each group to examine carefully the impact of the exclusion. 
 
Lenders 
Denying the value of welfare exemptions will likely change the terms under which lenders will offer credit 
to LIHTC properties.  The limitation on value in these circumstances will likely affect: 

                                                      
1 See section 10320(b)(3), (b)(4), (c)(2), and (c)(3) 
2 See section 10322(h)(9)(A)(iii) 
3 See section 10337(a)(3) 
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• the book value of existing loan assets, 

• loan to value underwriting, 

• National Association of Insurance Commissioners rating, and/or 

• willingness to underwrite property tax exemption. 

There also are possible negative implications for evaluation under the Community Reinvestment Act.  All of 
these impacts could lead to LIHTC properties receiving fewer resources for rehabilitation when refinancing 
and/or more costly terms for such financing.  When properties are resyndicated, the cost of hard debt will 
likely be greater, creating bigger financing gaps. 
 
Legal opinions 
LIHTC property financing requires legal opinions addressing: 

• the partnership having an equity interest in the property, 

• whether the syndicator/investor is a partner in the limited partnership, and 

• whether the financing passes the “true debt” test. 

Omitting the welfare exemption may make each of these aspects of legal opinions more difficult or 
impossible to provide.  CTCAC should engage tax attorneys specializing in LIHTC transactions to ensure 
that the PRC does not impact the ability to provide legal opinions. 
 
Appraisers 
Strict professional standards govern appraisers’ valuation of properties. The PRC not only interferes with 
these requirements, but also disregards the comparable sales and replacement cost approaches.  The PRC 
should be consistent with appraisal best practices and we encourage CTCAC to consult with appraisers to 
evaluate the impact of the PRC. 
 
LIHTC Applicants 
It is unclear whether applicants could opt out of the property tax exemption in year one, and simply use 
more local resources and/or LIHTC equity to substitute for the likely reduction in debt as a result of lower 
net operating income.  If not, it would undermine the underwriting of the properties from the start.  If 
applicants would opt out and use more local resources and/or LIHTC equity, the PRC would reduce 
affordable rental housing production at a time when there is a tremendous need for such housing. There also 
would be less incentive to involve nonprofits. 
 
Owners in General 
Simply put, many owners will not sell their properties at a discount. Instead they will hold and focus on 
generating ongoing cash flow instead of seeking to maximize the value of those properties.  Unfortunately 
there will be an incentive to defer maintenance for a new “discount buyer”; and when sold, the deferred 
maintenance will serve as a reduction in value.  The tenants in the building will suffer from deferred 
maintenance. 
 
Lastly, and perhaps most importantly, the retroactive effect of some provisions raises a question of violating 
contractual arrangements as well as being a “takings” under the U.S. Constitution, which may ultimately 
reverse the proposed welfare exclusion policy. 
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b. Section 8 Rent Differential 
 
In cases where Section 8 rents are higher than LIHTC rents, the PRC proposes to limit the differential to the 
rent level by which the properties were first underwritten.  This provision would essentially stop owners 
from seeking to improve the properties and lead to worsening property standards over time.  Many owners 
depend on using the higher post-rehabilitation rents to help the overall financing of the recapitalization.  
Furthermore, other owners, particularly nonprofit owners, use the Section 8 differential, including the post-
rehabilitation differential, to finance services and other amenities for special needs populations—the elderly, 
people with disabilities, the homeless, and veterans, among others. 
 
A third problem with this approach is it adds a special disadvantage on top of the other reasons to avoid 
resyndicating properties.  Owners eventually have the ability to opt out of project-based contracts.  When 
this occurs California loses what is even more precious than 9 percent tax credits: the Section 8 resources 
and the ability for a household with extremely-low income, or even no income, to live affordably.  Once the 
Section 8 contract is lost, it is gone forever, and the units they subsidize along with it.  Allowing this to 
happen at all is a failure; adopting a policy which makes this more likely is unacceptable. 
 
2. Ensure Future Rehabilitation is Funded Before Equity Taken Out 
 
While it is again understandable that CTCAC would want to ensure future rehabilitation needs are 
adequately covered before any equity is taken out during any disposition or refinancing, the proposed 
changes may once again lead to unintended and negative consequences.  The PRC mandates completion of 
rehabilitation for both resyndications and future approval of transfers or standstills for projects allocated 
next year, even if not applying for new LIHTCs. 
 
The PRC provisions under sections 103204, 103225, 103276 and 103377 have several important operational 
impacts: 

• Control of funded reserves, 

• Effect of property level reserves on selling price, and 

• Ability to fund rehabilitation from net operating income (NOI) versus all up front. 

 
The two types of LIHTC transactions through which PRC seeks to ensure future rehabilitation needs are 
resyndications and new LIHTC properties.  We describe our concerns with each transactions type below. 
 
a. Resyndications – Capital Needs Assessment 

 
The PRC effectively creates a bias for acquisition/rehabilitation of rental properties not currently in the 
CTCAC program regulations. For the same level of repair needs, rental properties not currently in the 
CTCAC program regulations would be more competitive than those with LIHTCs.  
 
The two main PRC policies involve use of reserves and excluding distributed proceeds from eligible basis. 
The latter appears to be an ex post facto negative consequence. 

                                                      
4 See section 10320(b)(2) and (c)(1) 
5 See section 10322(k) 
6 See section 10327(d)(3), (4), and (5) 
7 See section 10337(a)(2) 
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More importantly, these requirements create a strong financial incentive for owners interested in selling to 
do so without seeking a new allocation.  One result will be a reduced demand for tax-exempt bond 
financing, which would exacerbate the underutilization of a valuable resource for LIHTC rehabilitation and 
preservation. In the midst of an affordable housing crisis, last year the state abandoned over $1.4 billion in 
private activity bond volume. CTCAC should take steps to avoid such an outcome in the future. 
 
Another result will be more sales to developers who do not operate in the LIHTC program, which has 
several problematic outcomes: 

• improvements or necessary rehabilitation may not take place, 

• properties won’t benefit from the Regulations’ features, such as new green policies, 

• market-rate owners often are less interested in renewing project-based rent assistance contracts, 

• reduced incentive to participate in state programs such as the HUD Section 811 demonstration, and 

• while income, rent, and suitability requirements remain in place, their enforcement is more difficult 
when noncompliance is not relevant for future award applications. 

By contrast, a developer experienced with how the LIHTC operates has bought into the property’s and 
program’s future.  CTCAC should encourage property dispositions and resyndications to developers that are 
invested in the LIHTC. 
 
b. New Tax Credit Properties – Capital Needs Assessment 
 
The PRC’s requirements are at best unnecessary and duplicative.  Major permanent lenders have well-
established processes and expectations for capital needs assessments. Lenders use a combination of upfront 
reserve funds and monthly contributions to reserve accounts to address funding of deferred maintenance and 
future maintenance.  Cash accounts are controlled by the loan servicer. 
 
Even more troubling is spending 15 years’ worth of reserves within one year.  Doing so would be 
unavoidably wasteful, to the extent of bringing potential embarrassment to the program. 
 
 Conclusion 
 
We appreciate CTCAC’s efforts to improve the LIHTC program and the opportunity to comment on the 
proposed regulations.  We believe that many of the goals in the proposed regulation changes we discussed 
earlier could be achieved through more positive incentives, more of a carrot and stick approach, than just the 
stick.  For example, consider creating a joint, multi-agency NOFA for bonds and appropriated sources 
(including portfolio transactions) which allows taking distributions so long as owners also complete all 
necessary rehabilitation.  This opportunity could be preceded by an analysis of where properties past Year 
15 are located, current owners, and other relevant factors.  Doing so would increase utilization of the volume 
cap and contribute to the Treasurer’s goal to increase and preserve affordable rental housing in California. 
 
At a minimum CTCAC should hold off on adopting these provisions and charge the working groups with 
developing affordable housing stakeholder consensus recommendations to address any potential abuse 
without harming responsible asset management or providing perverse incentives. 
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We greatly appreciate the opportunity to comment on the CTCAC proposed regulations.  Please do not 
hesitate to contact me at Michael.Novogradac@novoco.com or (415) 356-8000 if you have any questions 
regarding our comments or if we can be of further assistance. 
 
 
THE LIHTC WORKING GROUP 
 
Very truly yours, 
 
NOVOGRADAC & COMPANY LLP                                 NOVOGRADAC & COMPANY LLP 
 

                         
by                                                                                  by 

Michael J. Novogradac Stacey Stewart 
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