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According to professional literature, the Tax Reform

Act of 1976 was extremely drastic in its impact on invest-

ment activities traditionally identified as tax shelters.

Real estate syndication offering circulars contained

narrative warnings as to the effect of these reform mea-

sures on the investment's profitability. However, real

estate and tax literature, as well as investment prospec-

tuses contained no comprehensive analysis as to the signi-

ficance of the legislation.

The primary purpose of the study was to determine

the impact of the Tax Reform Act of 1976, the Revenue Act

of 1978, and other potential reform measures on invest-

ments in typical real estate syndication activities.

Additional objectives were: (1) to determine the impact

of specific provisions included in the above-mentioned

legislation; (2) to determine the differential impact of

the above legislation on investors with different income

characteristics; and (2) to determine the differential

impact of the legislation on real estate projects using



accelerated/composite life depreciation methods versus

straight-line/component lives depreciation.

A deterministic computer simulation model was con-

structed and used to perform the analysis. Two types of

real estate syndications were modeled: (1) new housing

(apartment project) and (2) new commercial (high rise

office building). All possible tax laws which would

potentially affect the investment activity or investors

in the activity were built into the model. Each type of

syndication was analyzed under the two depreciation alter-

natives mentioned above.

In addition the following parameters were assigned

three possible levels: marginal tax rate, 50%, 60%, 70%;

earned income level as percent of adjusted gross income,

10%, 50%, 90%; length of investment period, 8 years, 12

years, 16 years; and assumed selling price of property

at the end of the investment period. The 324 parameter

sets produced were each analyzed under 20 different tax

structures, including pre-1976 tax law, various combina-

tions of pre-1976 law plus specific provisions of the

1976 Act, post-1976 law plus various reform proposals,

and post-1978 tax laws.

The results of the analysis clearly showed the criti-

cal importance of considering all relevant tax laws in

determining the return an individual investor earns from



a real estate syndication. Overall, the Tax Reform Act of

1976 was shown to have a material negative effect on the

profitability of these real estate investments. The pri-

mary provisions contributing to this effect were those

limiting front-end deductions for construction period

interest and taxes and prepaid interest. The provisions

toughening the minimum tax and maximum tax rules had a

very narrow impact with taxpayers in the extreme earned

income groups being the only investors materially affected.

The 1976 Act all but eliminated the differential between

the returns earned by different marginal tax rate and

earned income level investors in real estate tax shelters.

The Revenue Act of 1978, however, partially reversed this

step toward greater horizontal and vertical tax equity.

The results also showed that the use of straight-

line depreciation with component useful lives provides a

material advantage over the use of accelerated depreciation

methods after 1976. Additional analysis of other tax re-

form proposals indicated that the impact of applying "at

risk" limitation rules on deduction of losses to real

estate partnerships was not significant unless the activity

was very highly leveraged.

The implication of the study to the individual investor

is clear. Although provisions dealing with the maximum

tax, minimum tax, and investment interest affect limited



classes of taxpayers, for these investors the impact can

be extremely material. Use of some type of valuation

model, such as the one used in this study, is critical

in order to get a true picture of an investment's profit

potential. The policy question raised by this study is

whether the severity of the recent reforms will dramati-

cally reduce the pool of risk capital traditionally avail-

able for real estate development.
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CHAPTER I

INTRODUCTION

In early 1969, Under-Secretary of the Treasury Joseph

Barr publicly announced that for the tax year 1967, one-

hundred fifty-five individual taxpayers with adjusted gross

incomes over $1 million had paid no Federal income tax

(3, p. 2). This information led to a public outcry against

tax "loopholes" and "tax shelters" which were available

only to a small minority of the population. Congress

reacted by passing the Tax Reform Act of 1969, which was

to be the first of several measures designed to reduce or

eliminate the tax benefits accruing from investments in

certain activities.

The term "tax shelter" is commonly used to refer to an

investment which generates large "artificial" losses in its

early years. These losses shelter cash flow from the

investment project as well as income the investor may have

from other sources (2, p. 3). These investments derive

their tax-related benefits from four basic features:

deferral, conversion, leverage, and pass-through capa-

bility. Although tax shelters have existed in oil and gas,

equipment leasing, agriculture, and many other areas, real

estate syndications, which are the subject of this study,

have been and remain the classic example of tax shelter

1
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investments. These syndications, which are formed to

construct and operate apartment buildings, shopping centers,

commercial office buildings, and other properties, have

been able to generate large tax accounting losses in the

project's early years. These early period losses have

been made possible by front-end deductions for construction

period interest and taxes, prepaid interest, and guaranteed

payments to general partners, and by the use of accelerated

depreciation methods. This failure to economically "match"

deductions against income generated from the investment

allows deferral of the income tax liability until later

periods when income exceeds deductions or the property is

sold.

The deferral feature, while allowing the investor to

directly benefit from the "time value of money" concept,

suggests that income taxes are only temporarily post-

poned. However, part of the potential liability is

actually avoided through the conversion of ordinary income

to capital gains upon sale of the property or other dispo-

sal after the turn-around period is reached. The turn-

around period is the period in which depreciation no

longer shelters income from the investment to produce

non-taxable cash flow. The exposure to a more favorable

capital gains tax rate is made possible by the disparity

between tax depreciation and economic depreciation.
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Recapture rules, to be discussed later, have reduced but

not totally eliminated this conversion benefit.

As a result of the traditionally high-ratio mortgages

obtained by real estate shelters, the principle of leverage

has significantly magnified the foregoing benefits rela-

tive to the taxpayer's required equity investment. Since

the depreciable basis of property includes that portion

financed by debt, leverage allows the taxpayer to receive

deductions generated by someone else's money. An addi-

tional benefit, commonly referred to as tax leveraging,

also arises when an investor in a limited partnership

syndication is allowed to include his respective share of

non-recourse liabilities in the basis of his partnership

interest. This enables deduction of losses in excess of

the capital which the investor actually has "at risk."

At times, these shelter features have enabled investors to

derive an adequate return even though no cash flows were

produced directly by the investment, and the original

investment was completely lost (1, p. 706).

In order to take advantage of the shelter benefits,

the investment must be in a legal form which allows losses,

deductions, and capital gains to be passed through to the

individual investor. The most common conduit vehicle used

in real estate syndication and the one concerned with in

this study is the "limited partnership." The limited
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partnership, since it is not a taxpaying entity, effec-

tively avoids double taxation while allowing income and

expense items from the project to retain their original

character on the investors' personal income tax returns.

This pass-through capability together with the ability of

the limited partnership to limit a partner's exposure to

liability without reducing his capacity to utilize tax

losses are the two primary reasons for the popularity of

this form of business.

Historically, several other tax advantages have been

available to limited partnerships such as the ability to

retroactively allocate deductions incurred early in the

partnership year to late entering participants, and flexi-

bility in allocating specific items of income and expenses

to those individual partners who can derive the greatest

benefit.

Tax Legislation Affecting Real
Estate Investments

Tax Reform Acts of 1969 and 1976

Congress reacted to the widespread public discontent

for tax shelters and other inequities in the tax laws by

passing two major reform acts, in 1969 and 1976. Both

acts took two major approaches toward reducing the tax

benefits available to investors in real estate and other

traditionally "sheltered" activities.
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One approach was aimed directly at reducing the bene-

fits of the deferral and conversion features of shelters

by altering existing concepts in the tax statutes. The

Tax Reform Act of 1969 restricted the use of accelerated

depreciation methods, while increasing exposure to ordinary

income treatment upon the eventual sale or other dispo-

sition of the investor's interest. Deductions for interest

expense on loans used to carry investments in certain

leasing activities were also limited. The Tax Reform Act

of 1976 further tightened these provisions dealing with

recapture and excess investment interest. The latter Act

also introduced provisions requiring expenditures for

traditionally front-end deductions such as construction

period interest and taxes, organization expenses, and loan

commitment fees to be capitalized and deducted over extended

periods.

The second reform approach taken by the two legislative

acts was not to eliminate beneficial shelter features, but

to classify certain items which generated the benefits as

tax preferences which were made subject to an additional

"minimum tax." The two beneficial elements of most real

estate shelters exposed to this new tax were accelerated

depreciation and the long-term capital gain deduction.

In addition to being incrementally taxed, these preference

items also reduced the amount of earned income qualifying
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for a special 50 per cent marginal tax rate under maximum

tax provisions enacted in 1969. The Tax Reform Act of

1976 followed up this initial attack by stiffening the

effective double penalty attached to preference items

arising out of tax shelter investments.

Another reform provision of the 1976 Act affecting

front-end deductions materially reduced the amount of

first-year bonus depreciation on tangible personal property

available to an investor in a real estate partnership. The

Tax Reform Act of 1976 also codified the stated positions

of the Internal Revenue Service regarding allocation of

losses to part-year investors and recognition of special

or disproportionate allocations of such partnership items

as depreciation.

The Revenue Act of 1978 and Other
Reform Proposals

Many additional reform proposals which would impact

investments in real estate syndications have been criti-

cally, and other times, repeatedly debated over the past

ten years. The House version of the 1976 Tax Bill con-

tained a provision which would limit the deductibility of

"artificial losses" generated by tax shelter projects.

The Senate bill contained a similar provision which would

restrict the amount of loss currently deductible by an

investor to the actual amount held "at risk." For an
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investor in a limited partnership project, this meant that

the basis of his partnership interest, representing his

loss absorption capacity, would not include his allocable

share of non-recourse liabilities. This Senate provision

came into being as part of the 1976 Reform Act, and its

reach was extended under the Revenue Act of 1978. However,

both Acts exempted any partnership whose principal activity

is investing in real estate.

President Carter proposed in his 1978 Tax Program to

allow only straight-line depreciation in real estate

projects. He also proposed to sharpen the teeth of the

minimum tax provision by reducing the exemption allowed

under current law. Neither of these proposals were adopted

by the Ninety-Fifth Congress.

The Revenue Act of 1978 did include a Carter proposal

to eliminate the 25 per cent alternative capital gains

tax. However, the same Act also increased the capital

gain deduction for individuals from 50 per cent to 60 per

cent of net long-term capital gains. Congress, in another

part of the 1978 Act, encumbered the statutes with a new

Code Section which removes two tax preference items, the

capital gains deduction and excess itemized deductions,

from the grasp of the minimum tax, while potentially sub-

jecting these items to an "alternative minimum tax."
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Other reform proposals which have periodically sur-

faced include full recapture of all depreciation on real

property as provided for personal property under Code

Section 1245, application of "excess investment interest"

rules to all real estate investments, and elimination of

preferential treatment for capital gains.

All of the above tax legislation and proposals are

discussed in greater detail in Chapter II of this study.

Purpose of the Study

The overall objective of this study is to provide

evidence as to the impact of the Tax Reform Act of 1976,

the Revenue Act of 1978, and other potential reforms on

the investment return of real estate syndications operating

as limited partnerships. The specific objectives of the

study are as follows:

1. To determine the relative impact of the above-

mentioned tax legislation and other proposed reforms on

investments in: (1) new multi-dwelling housing projects,

and (2) new commercial projects.

2. To determine the relative impact of the above-

mentioned tax legislation and other proposed reforms on

investment returns earned in new housing and new commercial

real estate activities by taxpayers with varying charac-

teristics (i.e., marginal tax rate, proportion of taxable

income represented by earned income).
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3. To determine the relative impact of specific

reforms and combinations of reforms on the investment

return produced by new housing and new commercial real

estate activities. For example, what proportion of the

change in investment return after 1976 was due to the

changes in the minimum tax provisions, or joint changes

in the minimum and maximum tax provisions?

4. To investigate the differential impact of the

above-mentioned tax legislation and other proposed reforms

on real estate activities using accelerated depreciation

with a composite useful life versus those using straight-

line depreciation with component useful lives.

Research Methodology

A deterministic computer valuation program was written

and utilized to analyze the effects of the Tax Reform Act

of 1976, the Revenue Act of 1978, and other proposed tax

reforms on the return earned by an individual investor

in typical real estate syndications operating as limited

partnerships. The program models the relevant tax law

existing prior to 1976, the relevant statutes enacted in

1976, and various proposed tax law changes which were

discussed in the previous section of this paper.

The program develops the discounted present value of

all future cash flows generated directly by a project

through operations, sale, or refinancing, and indirectly
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in the form of tax savings or additional tax costs.

Several return measures are actually calculated for each

data set evaluated by the program, including a profit-

ability index representing the present value of cash

flows over the initial cash investment, the internal rate

of return, a modified version of the internal rate of

return, the average rate of return, and the payback

period (4). Real estate and investment literature indi-

cates that all of these measures are used in practice.

The program thus provides some comparison of the invest-

ment signals produced by each of the return measures.

Different parameter sets are created by allowing for

different values of the following variables:

1. Investors marginal tax rate--50%, 60%, 70%;

2. Earned income as a percentage of adjusted gross

income--10%, 50%, 90%;

3. Holding period for the investment--eight years,

twelve years, sixteen years;

4. Selling price at end of investment period--three

assumptions are evaluated: (1) original cost of property;

(2) original cost of real property plus appreciated land

value; and (3) mortgage balance at time of sale; and

5. Depreciation method--two assumptions are evaluated:

(1) the real estate partnership uses the most accelerated

depreciation method available without use of component
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lives; and (2) the firm uses straight-line depreciation

with component useful lives.

Each possible parameter set is evaluated in two

different real estate projects: (1) an apartment building

project, representing new multi-dwelling housing, and (2)

an office building project representing new commercial

property. In addition, each of the resulting 324 invest-

ment possibilities are evaluated under 20 different assumed

tax structures.

Sensitivity analysis is used to determine the impact

various specific tax provisions have on the returns earned

in alternative real estate projects by investors with

differing taxpayer profiles. For example, the effect of

the minimum tax provisions of the 1976 Act on the return

earned by a "70 per cent taxpayer" in a typical apartment

house syndication is determined by the valuation program.

Nine provisions (or combinations of provisions) of the

Tax Reform Act of 1976 and ten additional reforms or

reform combinations are analyzed in this manner.

In modeling the various real estate projects, critical

investment, operating, and financing parameters were iden-

tified. The following procedures were employed to insure

that relevant parameters and realistic parameter values

were incorporated into the model:

1. A comprehensive review of the literature including

real estate journals and texts, tax journals and texts,
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finance journals, law journals, and relevant U.S. Govern-

ment documents.

2. An analysis of prospectuses of actual real estate

limited partnerships.

3. Interviews with selected informed individuals,

including members of public accounting firms with exper-

tise in real estate, real estate promoters, and bank loan

officers.

A review of Congressional records for the past ten

years was performed in order to identify serious reform

proposals to be evaluated in the study.

Limitations of the Study

As with any simulation project, the ability to gener-

alize from the results is somewhat limited. This is due

primarily to two factors: (1) the simulation can never

perfectly duplicate the complexities of real-world opera-

tions; and (2) given the validity of the model that is

constructed, not every possible combination of variables

is considered. Procedures used to insure the validity

of the model were previously identified, and although

only a limited number of representative data sets were

evaluated in this study, the program's capability to pro-

duce a result for any specific parameter set is unlimited.

In any investment decision, at least two factors are

always considered--return and risk. The effect of tax
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legislation upon the risk, measured or perceived, or real

estate investments is not considered in this study.

Intuitively, to the extent that tax reforms reduce the

front-end deductions allowed real estate projects, the

risk of these investments would seem to escalate. The

model in this study could have been designed to incor-

porate various subjective probabilities concerning the

certainty of future cash flows, but this would still not

address the problem of how the subjective probabilities

are developed. Thus, the question of risk was considered

to be beyond the scope of this study.

Significance of the Study

A thorough literature review to date has uncovered no

research which comprehensively evaluates the total impact

of the 1976 tax changes on real estate investment oppor-

tunities. The relevant articles either consisted of a

non-analytical discussion of the basic provisions affecting

real estate or a limited case study analysis.

Direct contact with real estate promoters and review

of real estate prospectuses also indicates that the tax

avoidance features of real estate investments are super-

ficially treated. This study, unlike most others which

have emphasized financial and operating variables, com-

prehensively analyzes the complex tax factors which can be

critical to those investments labeled as "tax shelters."
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The contribution of this study is the development of

a valuation model, incorporating all relevant tax laws,

which generates estimates of the present value of the

investment under varying assumptions as to operating

levels, financing arrangements, and taxpayer characteris-

tics. Such a model should be valuable for both tax

planning and tax policy purposes in analyzing the invest-

ment impact of current and proposed changes in the tax

law.

Chapter Descriptions

A comprehensive discussion of all relevant tax laws

which impact investments in real estate syndications is

presented in Chapter II. An explanation of the provisions

included in the Tax Reform Act of 1969 provides background

for more fully understanding the Tax Reform Act of 1976,

which is one of the subjects of this study's analysis.

A brief discussion is also provided of the Revenue Act of

1978, the impact of which is also analyzed in this study.

Chapter III presents a brief discussion of several

related tax studies which have previously been conducted.

An attempt is made to point out the shortcomings of these

studies, and to demonstrate how the current study differs

from earlier papers.

Chapter IV consists of two major parts. The first

part explains the research approach and methodology
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utilized in this study. The second part describes in some

detail the valuation model used to evaluate the impact of

tax laws on real estate investments. This includes a

description of the input required, the operations per-

formed, and the output produced.

Chapter V presents a description and explanation of

the research results. The results not only illustrate the

impact of the major tax legislation since 1969, but, in

addition, include analysis of the contribution of specific

provisions contained in these acts. Additional evidence

is presented concerning the advantages of using component

depreciation and the peril of relying on undiscounted cash

flow measures as indicators of investment profitability.

Chapter VI briefly summarizes the findings of the

study, as well as pointing out the significance and impli-

cations of these findings. Based on the foregoing dis-

cussion, the author concludes the study with some recom-

mendations concerning real estate investment analysis and

a few suggestions for further related research.
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CHAPTER II

AN HISTORICAL REVIEW OF TAX LAWS AFFECTING

INVESTMENT IN REAL ESTATE

Real estate has historically been an attractive

investment alternative for high income investors. In the

words of one famous American, Andrew Carnegie:

Ninety percent of all millionnaires became

so through owning real estate. More money has

been made in real estate than in all industrial

developments. The wise young man or wage earner

invests his money in real estate, and he invests

consistently (18, p. 5).

Real estate's past and ongoing popularity has been a

result of several factors. These investments, due to their

capital appreciation potential, have traditionally provided

a hedge against inflation as well as a means of diversifi-

cation for holders of stocks and bonds. The ability to

substantially leverage real estate investments has also

magnified the benefits that have been derived from such

investments.

The other significant factor which must be discussed

in explaining the popularity and success of real estate

investments over the past half century is the various tax

benefits that have been available. Some tax provisions,

such as those recognizing preferential treatment for income

17
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from sale of capital assets have highlighted the capital

appreciation and conversion features of 
real estate invest-

ments. Others dealing with determining the basis of

property for depreciation purposes have further 
magnified

the benefits of leverage (12, p. 25).

However, as true with a Higher Authority, "What

Congress giveth, Congress can taketh away." Since 1962,

Congress, recognizing faultiness in the underlying logic

of earlier statutes and recognizing unjustifiable inequities

created by other provisions, has not often practiced the old

maxim that "it is better to give than to receive."

The historical development of the tax laws affecting

real estate investment, both favorable and unfavorable, is

presented below. The relevant tax laws discussed include

only those applicable to individual taxpayers. The pur-

pose of this review is to provide the reader with a better

perspective for understanding the tax law changes and

prospective tax reforms which are evaluated in Chapter IV

of this study. However, before proceeding to a more

detailed analysis of the tax laws affecting real estate

investments, a brief discussion of the structure of

typical real estate "tax shelters" is beneficial.
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Structure of Real Estate "Tax

Shelter" Investments

The basic objective of "tax shelter" investments, as

discussed briefly in Chapter I is to shelter from immediate

taxation cash flow from the project and hopefully the

investor's income from other sources. In order to shelter

the investor's "other income," the project normally must

generate tax losses in its early years. As a result, a

typical real estate project attempts to accelerate 
the

deduction of expenditures to the greatest possible extent.

This critically important timing of deductions is deter-

mined by the currently applicable tax law. Identification

of the expenditures commonly encountered in the start-up

stage of a real estate project is necessary in order to

digest the changing tax treatment of these expenses.

The importance of a form of business, such as the

limited partnership, which allows deductions in excess of

income to be passed through to the individual partners

should also be apparent. This conduit characteristic

allows the taxpayer to recognize losses from the project

on his personal income tax return, offsetting other income,

and thus reducing his overall tax burden.
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Start-up Expenditures in a

Real Estate Venture

Two disadvantages of investments in real estate from

an individual investor's point of view are the limited

number and size of properties within his capital reach

and the necessary time which may be required to manage

properties acquired. Group ownership, however, normally

in the form of a "limited partnership," offers investors

an alternative which overcomes both of these limitations.

A real estate brokerage firm, builder, developer, or pro-

fessional syndicator normally acts as the general partner

in the limited partnership. The general partner packages

a syndication offering with the objective of acquiring or

constructing and operating such real property as apartment

buildings, shopping centers, and office buildings. In

order to provide the necessary equity base for such pro-

jects, interests in the partnership are sold to investors

who become limited partners in the venture.

Types of syndications range from those which are

formed to acquire or construct a single property to those

which acquire multiple properties. The actual properties

may or may not be specified when the syndicate interests

are originally marketed. The general partner most often

retains an equity interest in the project, but a signi-

ficant portion of his reward and, thus, incentive for
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forming the syndication, is received in the form of fees

for providing various services to the limited partnership.

Syndication fees are normally paid to the 
general

partner for packaging and marketing the 
offering. As an

alternative to immediate cash payment, these fees are often

in the form of a participation interest in partnership cash

flows. A real estate brokerage commission may also be paid

to the general partner to compensate him for identifying

the best prospects for partnership investment. A variety

of other payments, most commonly labeled as consulting

fees, may also be made to the general partner.

If the general partner is the developer/builder of

the project, he may also receive loan standby or commitment

fees pertaining to both the construction loan and/or the

permanent financing of the property.

Toward the latter part of the construction period, the

general partner will actively be marketing the rental

property and may be compensated for this actively in 
the

form of "rent-up fees." After completion of the project,

the general partner or an affiliate usually assumes the

task of professionally managing the operation of the

project. For these latter services, the general partner

commonly receives management fees ranging from 3 per cent

to 6 per cent of annual gross rental revenues. Maintaining

partnership records, overseeing distributions, and
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representing the partnership in negotiating sale of the

property are also normally considered as part of 
the

property management services.

The numerous forms of compensation available to a

diversified corporate general partner together with the

fact that a significant part of these fees are received

at the front end of the investment certainly help to

explain the continued proliferation of "tax shelter"

investment opportunities in the face of more and more

restrictive tax laws. The following is an exerpt from a

syndicated real estate offering of 1971 in which a major

corporate developer/syndicator and its affiliates received

various compensation:

CNA-Larwin Equities, Inc. will receive

compensation, directly or indirectly through

affiliated corporations, including a 5 per

cent real estate brokerage commission paid by

seller of properties to the Fund; subordinated
professional property management fee ranging
from 0 when actual gross receipts are 90 per

cent of scheduled gross receipts or lower, to

5 per cent of actual gross receipts when such

receipts are 95 per cent or more than scheduled

gross receipts; possible profit on sale of

properties to the Fund by Larwin; and a

12 1/2 per cent subordinated interest in

cash distribution after investors receive

7 per cent cumulative annual return. Other

compensation may include possible loan fees

paid to an affiliate, such as Brentwood, Rex-

ford Financial Corp., and Larwin Mortgage

Investors, possible insurance commissions paid

to an affiliate, and possible profits on

furniture purchased or leased from an affiliate

(18, p. 233).
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The historical tax treatment of these payments 
to general

partners will be examined later in this chapter.

Additional fees to outside parties will normally also

be incurred on organizing and syndicating the partnership.

Attorneys and accountants will be retained to 
provide

services in connection with preparing offering circulars

or prospectuses, which normally include 
an analysis of tax

factors, pro forma operating statements, and necessary

legal documents such as the partnership agreement. 
Addi-

tional tax planning services may also be provided to 
the

partnership. Other expenses for printing, travel, and

communication are also incurred in organizing and promoting

the sale of partnership interests.

Other common expenditures incurred in the start-up

phase of a newly constructed project are payments and 
pre-

payments of interest on construction loans, pre-payments

of interest on the permanent loan, and financing fees on

the construction and the permanent loans, such as the

"points" or commitment fees paid to the Federal National

Mortgage Association with regard to a low-income housing

project (15, p. 88). In addition sizable property taxes

may also be paid during the construction period and 
initial

operating years of the project.

The importance of identifying the specific services

received in exchange for a payment will become apparent
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upon discussion of the relevant tax provisions 
affecting

these expenditures.

Historical Analysis of Pre-1969 Tax

Legislation Affecting Investment

in Real Estate

This section of the review, instead of following a

chronological format, divides discussion of pre-1969 
tax

developments into topical areas. The topical areas repre-

sent the four primary characteristics of real estate 
"tax

shelters": leverage, pass-through capability, deferral,

and conversion.

Leverage and Tax Basis

The concept of tax basis and its relation-

ship to leverage is the key element involved

in the generation of tax deductions which may

be available from investment in a real estate

deal (13, p. 786).

An investor in real estate partnership can deduct his

share of partnership losses against his other income only

to the extent of his basis in his partnership interest (20,

p. 271). The determination of basis then is a crucial

factor in determining the extent of the "shelter" provided

by the investment. If an investor's capacity to utilize

losses is restricted solely to his equity investment in

projects which are financed as much as 90 per cent with

borrowed funds, the tax benefits would certainly be limited.
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The Internal Revenue Code defined the taxpayers' 
basis

in property for purposes of depreciation computation 
and

determining gain or loss on disposal as its original cost

(10, Sections 1011 and 1012). The issue of whether or not

the cost, and thus the basis of property, included the

portion of the purchase price financed by borrowed 
funds

was not directly addressed until 1945, when the Supreme

Court laid down a decision in Crane v. Commissioner (6).

The Supreme Court determined after reviewing the defini-

tional language in the statutes that Congress had not

intended for "basis" to be restricted to a taxpayer's

"equity" in the property. Further the Court held that it

made no difference whether the taxpayer was personally

liable to repay a loan or whether the property was subject

to the indebtedness. In another case regarding property

held "subject to a mortgage," the Tax Court found that the

mortgage represented an economic cost to the property owner

which would eventually have to be paid in order to enjoy

the continued use of the property, and, therefore, should

be reflected as part of the cost of the property (16).

Similar treatment applies in determining the basis of

a partner's capital interest in a partnership. The Code

provides that a partner's share of the liabilities of the

partnership shall be treated as a contribution of money

with the same resulting increase in the basis of the

partner's capital interest (10, Sec. 752(a)). Non-recourse
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liabilities to which the property is subject 
but upon which

no partner is personally liable are treated 
in the same

manner. Ordinarily, a partner's share of partnership

liabilities is determined in accordance with his ratio for

sharing losses under the partnership agreement. 
However,

the following special rule applies in determining a limited

partner's share in partnership liabilities:

In the case of a limited partnership, a

limited partner's share of the partnership

liabilities shall not exceed the difference

between his actual contribution credited to

him by the partnership and the total contri-

bution which he is obligated to make under

the limited partnership agreement. However,

where none of the partners have any personal

liability (as in the case of a mortgage on

real estate acquired by the partnership with-

out the assumption by the partnership or one

of the partners of any liability on the mort-

gage) then all partners, including limited

partners, shall be considered as sharing such

liability under Section 752(a) in the same

proportion as they share profits (9, Sec-

tion 1.752-1(e)).

Thus, the use of non-recourse debt to limit an investor's

potential liability without reducing his ability 
to utilize

losses, coupled with the pass-through capability of the

partnership form of business, explain the use of the

limited partnership as the dominant ownership vehicle in

real estate syndications. No legislative or administrative

action was taken prior to the Tax Reform Act of 1969 to

challenge these advantageous basis rules available 
to

limited partnerships.
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Pass-Through Capability--Partnership

Versus Association

As mentioned several times already in this paper, 
the

concept of a real estate tax shelter necessitates 
an

investment vehicle which enables losses and capital gains

to be passed through to the individual investors. 
The

partnership, and more specifically the limited partnership

as mentioned above, provides this non-taxpaying conduit

feature.

Although Subchapter S corporate status would also

provide the necessary pass-through 
element, the investor's

tax basis of his ownership interest includes only his

investment in the stock and stockholder loans; it does

not include any full-recourse or non-recourse corporate

liabilities (13, p. 774). Additionally, no more than 20

percent of a Subchapter S corporation's gross 
receipts may

be derived from passive investment income, which includes

rental income in real estate projects where significant

services are not provided to the occupants, such as the

net leasing of shopping center property. The real estate

investment trust, another form of corporate entity that

provides for taxation only at the shareholder level, does

not allow accounting losses in excess of income to be

deducted by the individual shareholders (8, p. 19).

Although these alternative forms of ownership 
avoid the
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double taxation of corporations, their other limitations

restrict their usefulness in real estate syndications.

Treasury Regulations, promulgated in 1960, set forth

four characteristics of a corporation or association 
which

are considered critical in determining taxable status:

continuity of life, centralization of management, limited

liability, and free transferability of interests (9, Section

301.7701-2(a)). To avoid corporate status, an unincor-

porated organization must not have more than 
two of these

characteristics.

Continuity of life is normally an easy characteristic

for a limited partnership to avoid. As long as the partner-

ship agreement states that the partnership is 
dissolved

upon the occurrence of certain events, such as death,

retirement, insanity, or resignation of a general partner,

this characteristic will not be considered to be present.

The regulations provide for reliance on this technical

concept of dissolution (15, p. 21).

Structuring real estate limited partnerships to avoid

the remaining three corporate characteristics is more

difficult. The regulations provide that a limited partner-

ship formed persuant to the Uniform Limited Partnership

Act does not have centralization of management unless

"substantially all of the interests" in the limited

partnership are owned by limited partners (15, p. 22).
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However, the Internal Revenue Service, even prior to its

more aggressive post-1
96 9 attitude of challenging limited

partnership status, generally held that centralization 
of

management existed if more than 90 per cent of total equity

capital had been contributed by the 
limited partners. Most

public real estate syndications would 
fall into this cate-

gory.

The regulations also state that "an organization 
has

the corporate characteristic of limited liability if under

local law there is no member who is personally liable for

the debts or claims against the organization" (9, Section

301.7701-2(a) (1)). The regulations further provide that

if the general partner is personally liable for partner-

ship debts, then limited liability is not present unless

the general partner does not have "substantial" 
assets

which can be reached by partnership creditors. With regard

to free transferability of interests, the regulations pro-

vide that this corporate characteristic does not exist 
if

a limited partner cannot transfer his interest to another

without consent of the other partners. Mere assignment of

partnership profits to another would generally 
not change

this treatment.

The IRS did not take an aggressive role in interpreting

and enforcing these regulations until after passage 
of the
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Tax Reform Act of 1969. The results of this administrative

action will be examined in a later section of this Chapter.

Tax Deferral--Treatment of Front-End

Expenditures and Depreciation

Front-End Deductions.--The common expenditures

incurred by a real estate syndication in its start-up

years were described earlier. Basically these payments

can be grouped into the following descriptive 
categories:

syndication expenses, organization 
expenses, construction

period interest and taxes, financing fees, prepaid interest,

and other payments currently deductible. The pre-1969 tax

treatment of each of these expenditure classifications 
is

examined below.

Real estate syndications have historically operated

and reported on a cash basis for tax purposes. The general

rule for these syndicates was to take a deduction 
for all

cash expenditures in the year made. Many of the expendi-

tures which could normally be classified as syndication

and organization expenses were made to the general partner

acting as an independent contractor. Although Section 248

of the Internal Revenue Code, prior to 1969, required cor-

porations to capitalize the expenses of 
raising capital

and/or organization, and Section 263 was similarly in

effect defining treatment of capital expenditures, neither
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of these provisions were actively applied in 
a partnership

setting. The partnership simply claimed deductions 
for

such expenditures as being "guaranteed payments" currently

deductible under Section 707(c) of the Code without regard

to their nature.

Prior to 1976, amounts paid for construction period

interest and taxes were allowed as current deductions 
by

cash-basis taxpayers. Similarly, costs of securing con-

struction and permanent loans, such as financing fees,

appraisal fees, loan origination fees, and loan commitment

fees were also deductible in the period paid.

Until the issuance of Revenue Ruling 68-643 in 1969,

the Internal Revenue Service had commonly allowed up to

five years of prepaid interest to be deductible in the

year of payment (13, p. 791). This Ruling dictated that

a deduction would be allowed for interest expense per-

taining to the current year and twelve months beyond 
the

end of the current year if such deduction would not create

a material distortion of income in the year of payment.

This policy remained basically unchanged until the 
Tax

reform Act of 1976.

Depreciation.--Basically the general rule 
for depre-

ciation since 1913 has been that "a reasonable amount shall

be allowed for the exhaustion, wear, and tear" of property.

Prior to 1933, as long as the method used was "systematic"
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and the estimated useful lives were "reasonable," 
tax

authorities did little to challenge taxpayer 
deductions

for depreciation.

The first administrative action to regulate depre-

ciation methods and dictate "reasonable," 
useful lives

arose in 1933 from a need to raise additional revenues 
for

financing Roosevelt's "New Deal" programs. The Treasury

Department issued a revised Bulletin 
F which specified what

generally were felt to be unrealistically 
long useful lives.

Additionally the burden of justifying the use 
of shorter

lives was placed on the taxpayer. This overall depreciation

policy remained relatively unchanged for the next twenty

years (19, p. 16-5).

The first legislation allowing for the widespread 
use

of accelerated depreciation methods was enacted 
in 1954.

New Section 167(b) of the Code basically provided for the

use of declining balance methods, the most common being the

200 per cent and 150 per cent methods, and for the use of

the sum-of-the-years digits method. The only requirement

was that the property be tangible property with a useful

life of three years or more. These provisions remained

in force until the Tax Reform Act of 1969.
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Conversion--Capital Gain and

Recapture Rules

A detailed history of capital gains legislation 
is

beyond the scope of this review, but a brief historical

overview of this development may provide a better perspec-

tive in understanding the later reforms dealing with capi-

tal gains which are treated in this research 
study.

In the first income tax legislation enacted by Congress

in 1913, capital gains from the sale of any property, real

or personal, were recognized and taxed 
as all other income.

The first preferential treatment given capital gains by the

tax laws occurred shortly thereafter in the Revenue Act of

1921. Capital assets were defined as property acquired 
and

held for profit or investment for more than two years, but

excluded property held for personal use or property 
which

would be considered inventory in the taxpayer's business.

Gains on the disposition of these assets qualified 
for a

flat alternative tax rate which basically benefited only

wealthy taxpayers with incomes over $16,000. Three years

later Congress amended the definition of capital assets 
by

allowing personal assets to be included (19, p. 19-6).

The next period of capital gain legislation of any

lasting significance occurred between 1938 and 1949.

Basically Congress passed legislation which attempted 
to

satisfy several objectives: (1) to continue to provide
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incentive for realization of capital gain in order to main-

tain the mobility of capital in the economy; and (2) to

distinguish gains realized on speculative activity from

those arising from investment purposes (19, p. 19-7).

The capital gains provisions which eventually 
evolved

from this period of legislation were as follows. 
The

definition of capital assets excluded not 
only those assets

considered as taxpayer's inventory, but also excluded

depreciable property used in the taxpayer's trade or busi-

ness. However, if gains exceeded losses from the sale of

these assets in a particular year, the gain was treated as

a capital gain.

The holding period settled on for distinguishing

short-term speculative gains from long-term 
gains available

for preferential treatment was six months. 
A deduction

from gross income equal to 50 per cent of the excess of

net long-term capital gains over net short-term capital

loss made the advantageous tax treatment arising 
from the

sale of long-term capital assets available to all indivi-

dual taxpayers. A flat alternative capital gains tax rate

of 30 per cent remained available to high income taxpayers.

The period between 1950 and 1969 with regard 
to

capital gain legislation was considered 
by some tax

experts as one of closing loopholes in the statutes (19,

p. 19-9). Surtax rates as high as 91 per cent on
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relatively low levels of taxable 
income had led to a wide

variety of tax schemes designed to convert 
ordinary income

to capital gain. For real estate investments the most

significant approach to eliminating 
the benefits of this

conversion process came in the advent 
of depreciation

recapture rules in the Revenue 
Act of 1964. Congress two

years earlier had enacted similar recapture 
rules per-

taining to personal property.

New Section 1250 of the Code provided that only the

amount of depreciation previously deducted 
which was in

excess of the amount that would have been 
deducted had the

straight-line method been used would be recaptured 
as

ordinary income upon sale of the property. Thus, this

provision was applicable to real property 
depreciated

under one of the accelerated methods allowable 
in the Code

revision of 1954.

The new provision logically provided that the amount

of ordinary income recognized under the recapture 
rule

could not exceed the total amount of gain realized 
on

disposition of the property. However, only the amount

of gain in excess of the depreciation 
to be recaptured

was treated as capital gain, not an allocable portion.

The law also provided for a "phase-out" of the amount

of depreciation recaptured depending on the length of time

the property was held by the taxpayer. 
If the property
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had been held less than twenty-one months prior 
to sale,

all of the excess depreciation was subject 
to recapture.

If the property had been held more than twenty months, 
the

total excess depreciation recaptured was reduced by one

percentage point for each month 
over twenty. Thus, if the

property had been held for more than ten years (one hundred

twenty months), the entire amount of gain realized on sale

would be capital gain (10, Section 1250).

Tax Reform Act of 1969

The Tax Reform Act of 1969 represented a step by

Congress toward the two national goals 
of tax reform and

relief of the nation's material housing shortage. Congress

in the Housing Act of 1968 had earlier recognized 
the

severity of the nation's housing problem and 
had set as

a policy goal the construction of twenty-six 
million addi-

tional housing units by 1976. Included in this figure were

an estimated six million homes for low- and moderate-income

families which were to be subsidized by Federal programs

(17, p. 9).

With these housing needs in mind, but not forgetting

the need for tax reform which had been highlighted by

Under-Secretary of the Treasury Joseph Barr's 
speech in

early 1969, Congress passed legislation designed to reduce

the tax benefits accruing to investors in real estate and
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certain other "shelter" activities while at 
the same time

creating a relatively greater incentive 
for investing in

housing projects. To accomplish these objectives, Con-

gress created a complex 
myriad of situational depreciation

allowance and recapture rules 
giving preferential treatment

to new residential housing, 
especially low- and moderate-

income housing.

Depreciation Allowances

The 1969 Tax Reform Act eliminated the 
availability

of the double-declining balance and sum-of-the-years 
digits

methods of depreciation for all real estate 
property except

for certain new residential housing 
structures. In order

for property to qualify for either of these accelerated

methods, 80 per cent or more of the income from the 
property

must be derived from the rental of "dwelling 
units" (17,

p. 14; 10, Section 167 (j) (4)). Projects where more than

one-half of the units are used on a transient 
basis, such

as hotels or motels, do not meet 
the statutory definition

of dwelling units.

Owners of used housing with an estimated 
useful life

of at least twenty years were permitted 
by the Act to use

the 125 per cent declining balance 
method of depreciation.

Again, if the 80 per cent rental income test was not met,

the property was not considered 
housing and therefore only



38

straight-line depreciation could be claimed (10, Section

167(j) (5)).

The 1969 Act also limited new commercial and industrial

(non-housing) structures to the use of the 150 per 
cent

declining balance method. Congress had considered dis-

allowing any accelerated depreciation method for used real

property in order to eliminate the repeated sale and resale

of property for the purpose of tax minimization. The Act,

as noted above, did not adopt this position on used housing

structures with a life of twenty or more years, but did

restrict all other used real estate to the use of straight-

line depreciation.

Recapture Provisions

In Committee discussion preceding the final adoption

of the 1969 Act, consideration was given to reform approaches

designed to reduce the capital gain conversion benefits of

tax shelters. Some discussion favored recapturing all

depreciation as ordinary income on the sale of real

property as already provided for personal property in

Section 1245 of the Code. The majority favored retaining

the Section 1250 policy of recapturing only the excess of

depreciation claimed under accelerated methods over the

amount allowable using straight-line depreciation, but

eliminating the recapture phase-out provisions provided

in the 1964 legislation (17, p. 16).
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However, Congressional concern 
with creating incen-

tives for new housing projects resulted in a three-pronged

set of recapture rules being adopted. The policy of recap-

turing only "excess" depreciation was 
continued, but the

phase-out of the amount recaptured 
based on the length of

time the property was held was eliminated 
for all non-

housing investments. For housing structures the one per

cent monthly phase-out was amended to 
begin after a 100-

month holding period, thus necessitating the property 
to

be held 200 months (16, years, 8 months) to avoid possible

ordinary income recognition. Special rules provided for

partial phase-out in situations 
where the property quali-

fied as residential rental property for only 
a portion of

the holding period (9, Section 1.1250-1(d) (1) (i) (b)).

Low- and moderate-income housing received more 
favor-

able treatment. For qualifying property the original

recapture rules were retained, which 
provided for the

monthly phase-out to begin after a twenty-month 
holding

period.

Minimum and Maximum Tax

Whereas the depreciation and recapture provisions 
of

the 1969 Reform Act represented a direct approach designed

to reduce the deferral and conversion benefits of tax

shelters, the adoption of the minimum tax and maximum 
tax
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statutes represented a new and unique approach 
toward tax

reform.

The minimum tax, as conceived, was an attempt to insure

that high income taxpayers, such as those publicized by

Under-Secretary Barr, paid at least some income tax. Nine

items of tax preference were identified, 
two of which--

annual accelerated depreciation in excess of a straight-

line allowance and the excluded half of long-term capital

gains--could be considered beneficial 
elements of most real

estate tax shelters. The total amount of these preference

items in excess of $30,000 plus the taxpayer's regular

federal income tax liability were subjected 
to an additional

10 per cent tax (11, pp. 104-107).

In its testimony before the Senate Finance 
Committee

in 1969, the Treasury Department recommended that for 
real

property other than housing, the amount of construction

period interest and taxes in excess of 
any rental receipts

during the construction period be treated as a 
tax prefer-

ence item (17, p. 45). The Treasury representatives

pointed out that the ability to currently 
deduct what were

essentially capital expenditures resulted in the same tax

deferral benefit as that provided by use of accelerated

depreciation methods. The Senate Finance Committee

rejected this recommendation, and no related provision

was included in the final tax bill.
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The concept of the maximum tax on earned income

represented another novel approach of the 1969 Act toward

tax reform. Basically, the Act provided for a maximum

marginal tax rate of 50 per cent on all earned income.

Earned income consists of wages, salaries, professional

fees, or other payments received as compensation for per-

sonal services. A taxpayer engaged in a trade or business

in which both personal services and capital are material

income producing factors could treat up to 30 per cent of

his share of net profits as earned income (11, pp. 118-123).

Since the explanation for the existence of tax shelters

is the avoidance of high marginal tax rates, any rate reduc-

tion impacting high income taxpayers would obviously be

expected to decrease the attractiveness of tax shelter

investments, but the maximum tax provisions also contained

another disincentive for seeking such investments. The

total tax preference items of an investor in excess of

$30,000 directly reduced the amount of earned income

qualifying for the maximum 50 per cent tax rate. As a

result, any preference income spun out of an investment

project could effectively "push forward" earned income

into higher marginal tax brackets. The combined effect

of the minimum and maximum tax provision actually created

an effective maximum marginal tax rate on capital gains

of 46 1/2 per cent.
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Investment Interest Limitation

Real estate projects are commonly highly leveraged

resulting in annual debt service payments, of which more

than 90 per cent may represent interest in the project's

early years. These significant deductions for interest

are one of the most important elements in generating tax

losses which can be used to offset the taxpayer's income

from other sources.

The 1969 Act introduced the concept of "excess invest-

ment interest." Interest deductions on funds used to

purchase or carry investments were limited to the total of:

(1) $25,000; (2) net investment income; (3) net long-term

capital gains; and (4) 50 per cent of the remaining excess

investment interest which exceeded the total of items (1),

(2), and (3) (10, Section 163(a)).

Net investment income represents the excess of gross

investment income over allowable investment expenses. A

taxpayer's gross investment income consists of his income

from interest, dividends, rents, royalties, short-term

capital gain from sale of investment property, and any

ordinary income produced under recapture provisions.

Investment expenses include commonly deductible trade or

business expenses, except that only the amount of straight-

line depreciation is included for the purpose of these

computations. Any capital gains included in the floor



43

computations for determining excess investment 
interest lose

their classification as "capital" gains, for determining

treatment under the alternative capital gains tax, the

capital gain deduction, and the minimum tax provisions.

Any investment interest disallowed in the year 
paid or

accrued could be carried over indefinitely to be offset

against investment income, but not capital gains, of

succeeding tax years.

The investment interest limitation does not apply to

interest paid or incurred with respect to a trade or busi-

ness or to interest incurred in the construction of

property to be used in a trade or business. Generally,

interest incurred in connection with real estate held as

rental property is considered to be business interest,

except where the property is rented under a "net lease"

arrangement (10, Section 163(d) (4) (D)).

A net lease, according to the statutes, exists if:

(1) the sum of the deductions allowable solely under Section

162 is less than 15 per cent of the rental income from the

property in question; or (2) the lessor is guaranteed a

specific return or against loss of income. Section 162

expenses are those deductible solely as trade or business

expenses, which do not include taxes, interest, and depre-

ciation. Shopping centers and single-tenant office

buildings are examples of real estate projects where net

lease arrangements are commonly used (10, Section 57(c)).
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Capital Gains

Under the 1969 Act, the 25 per cent alternative tax

on net long-term capital gains was made applicable to only

the first $50,000 of such gains in any one tax year. Addi-

tionally, only 50 per cent of net long-term capital 
losses

in excess of net short-term capital gains could 
be deducted

from ordinary income in any year. The maximum yearly off-

set allowable against ordinary income remained unchanged

at $1,000 (4, p. 224).

Other Provisions

Several additional provisions aimed at encouraging

the development of low-income housing were also included 
in

the 1969 Act. Due to the need to rehabilitate existing

housing which had fallen into substandard status, Congress

provided that qualifying expenditures for rehabilitation

of low-income housing could be depreciated over a five-

year useful life using no salvage value. The expenditure

must aggregate at least $3,000 per dwelling unit, but not

more than $15,000 per unit is available for the special

treatment (17, p. 33).

The 1969 Act also provided for a tax-free rollover of

investments in low- and moderate-income housing. The sale

of housing projects receiving federal assistance under

Section 221(a) (3) or Section 236 of the National Housing
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Act of 1968 will not produce taxable gain to the 
extent

that the proceeds of the sale are invested in another such

project within two years. This tax benefit is designed to

partially relieve the problems created by provisions 
of

the Housing Act which restrict the amount that the owners

can realize on the sale of federally-assisted housing

projects (17, p. 39).

Tax Reform Act of 1976

The Tax Reform Act of 1976 continued the legislative

attack on real estate and other tax shelters. Several

reform provisions of the 1969 Act, namely those regarding

recapture, investment interest, minimum tax, and maximum

tax, were further tightened. In addition the 1976 Act

restricted the deduction of front-end expenses, such as

construction period interest and taxes, prepaid interest,

and guaranteed payments, while also limiting several

historically attractive partnership features. Only the

legislative changes expected to have a significant and

differential impact on real estate investment are dis-

cussed below.

Depreciation

The Tax Reform Act of 1976 made one relatively minor

change affecting the timing of depreciation deductions in

a partnership setting. This change reduced the maximum
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amount of additional first-year ("bonus") depreciation on

tangible personal property which can be allocated to 
a

partner. Prior to the Act, a partnership could pass up to

$2,000 of bonus depreciation to each partner ($4,000 if

married and filing a joint return). The 1976 reform effec-

tively eliminated bonus depreciation as a tax shelter

instrument by limiting first-year bonus depreciation to a

maximum of $2,000 for the entire partnership (1, Section

213 (a)).

Recapture

The 1976 Reform Act made no additional changes in

depreciation methods applicable to real property, but

reform in depreciation recapture rules continued along

lines initiated in 1969. The Act provided for recapture

of all post-1975 depreciation in excess of the straight-

line allowance, except in the case of low-income housing.

For low-income housing the one per cent monthly phase-out

previously allowed to all housing property was retained,

but the required holding period before the phase-out came

into effect was increased from twenty to one hundred

months (1, Section 202).

Additionally, the definition of low-income housing

was expanded to include Section 8 housing and farm housing

subject to a loan insured under Title V of the Housing Act

of 1949 (2, p. 112).
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Construction Period Interest on Taxes

Probably the most significant provision of the 1976

Act in restricting the tax benefits of real estate tax

shelters was new Section 189, which requires construction

period interest and taxes to be capitalized 
and amortized

eventually over a ten-year period. The new requirement

applies to individuals, Subchapter S Corporations, and

personal holding companies, and will be phased in over a

seven-year period which began in 1976 for non-residential

property and 1978 for residential property, and will begin

in 1982 for low-income housing (1, Section 201).

Except for the date the provision became effective,

the application of the rules is basically the same for all

types of real property. As an example, consider a new

residential structure. In 1978, the first year of the

phase in, only 25 per cent of construction period interest

and taxes paid or accrued could be deducted. The remainder

must be deferred and amortized over a three-year period

beginning with the year in which the building is ready to

be placed in service or to be held for sale. For a similar

structure begun in 1979, a five-year amortization period

would be applicable, with 20 per cent of the expenses

initially deductible and the balance spread over the

applicable four-year period. This phase-in treatment

would continue until a ten-year amortization period became

operational for the type of property.
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Regulations will have to be 
issued to clarify the

meaning of "construction period" 
for the purposes of this

provision. Various tax commentators 
have raised a number

of questions in this area, 
such as: What represents con-

struction? and, When does the construction 
period end for

a project consisting of 
a series of buildings where 

each

one is ready for sale or rent 
upon its completion? (14,

p. 199; 2, p. 106; and 5, p. 8).

Any unamortized construction 
period interest and taxes

upon the same of the property 
are added to the basis 

of the

property for determining 
gain or loss.

Prepaid Interest

Following its position laid down in 1968, 
the Internal

Revenue Service had consistent success 
in disallowing pre-

paid interest deductions 
for periods exceeding twelve

months, and commonly challenged prepayments 
of less than

twelve months as resulting in a "material distortion" of

income (15, p. 99). The 1976 Act eliminated interpreta-

tive problems in this area by effectively requiring 
that

taxpayers report on a strict 
accrual basis for purposes 

of

deducting prepaid interest. Prepaid interest must now be

capitalized with only the interest 
properly allocable to

the period as a charge for the "use or forbearance 
of

borrowed money" being currently 
deductible (1, Section

208).
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Points and similar charges which may be labeled a loan

processing fee or premium charge are treated as prepaid

interest. One exception applies to points incurred in

purchasing or improving a personal residence, if the loan

is secured by the residence. The rules are applicable for

all classes of taxpayers and for personal, business, and

investment loans.

Investment Interest

The 1976 Act significantly tightened the restrictions

established in 1969 regarding the deduction of investment

interest. For each taxable year, a taxpayer is limited to

a deduction of $10,000 plus his net investment income. No

offset of investment interest against capital gains is per-

mitted any longer, but the disallowed interest deductions

still qualify for an indefinite carryover and, thus, are

deductible in subsequent years within the new limitations.

Again, the limitation does not apply to a trade or busi-

ness situation, and therefore only affects real estate

projects where the property is held subject to a net lease

(1, Section 209).

Minimum and Maximum Tax

The 1976 Act increased both the minimum tax rate and

the taxpayer's exposure to such additional taxation. The

rate was increased from 10 per cent to 15 per cent, while
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the exemption was lowered from $30,000 plus the taxpayer's

regular income tax liability to the greater of: (1) a flat

$10,000, or (2) one-half of the regular income tax liability.

Additionally, the carryover of the "unused" portion of the

taxpayer's regular taxes as an offset against tax prefer-

ence items of subsequent years was eliminated (1, Section

301).

Several additions to the statutory list of tax prefer-

ence items were codified by the 1976 Act. These are: (1)

the excess of itemized deductions, excluding medical

expenses and casualty losses, over 60 per cent of adjusted

gross income; (2) certain excess intangible drilling costs;

and (3) accelerated depreciation on all leased personal

property, not just that subject to a net lease as pre-

viously existed. Only the last item would actually be

identifiable with real estate investments, but the other

two items still might affect the expected rate of return

for an individual investor in such projects since they

would increase the likelihood of minimum taxation.

Changes in the maximum tax statutes also created

additional disincentives for investing in tax shelters

which generate preference income. The Act eliminated the

$30,000 floor which previously offset tax preference

items in determining the amount of earned income eligible

for the 50 per cent maximum tax. As a result, each dollar
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of tax preference items thrown off by a real estate limited

partnership results in an additional dollar being taxed at

a higher marginal rate instead of at the beneficial 50 per

cent rate. For a 70 per cent taxpayer, this might effec-

tively result in an additional 20 per cent tax on preference

items (1, Section 302).

The 1976 Act also renamed income qualifying for the

maximum tax as "personal service income" and expanded the

scope to include deferred compensation, and pension and

annuity income.

The above changes in the minimum and maximum tax pro-

visions should logically provide incentives to real estate

syndicates to reduce preference items. A possible measure

would be to shift from the use of accelerated depreciation

methods to a component depreciation approach utilizing

straight-line depreciation. The impact of such a change

on the return earned by an investor in various types of

real estate projects is examined in Chapter IV of this

study.

Partnership Provisions

The 1976 Act basically codified positions the IRS had

taken in the past with respect to guaranteed payments,

retroactive allocations, and special allocations (3, p.

119). The Act amends the Code to provide that guaranteed

payments commonly made to general partners for services
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provided must meet the "ordinary" and "necessary" require-

ments of Code Section 162(a) in order to be deductible.

Additionally, all guaranteed payments and other expendi-

tures of a capital nature involved in organizing and pro-

moting the partnership must be capitalized and amortized

over a period of not less than sixty months (1, Section

213 (b)).

The 1976 Act also effectively requires that income or

losses be allocated to a specific partner only for the

portion of the year he is a member of the partnership.

However, apparently not all of the retroactive flexibility

is removed from the law since the partnership may choose

to allocate on a daily basis or separate the partnership

year into two (or more) segments for purposes of alloca-

tion (1, Section 213(c)).

The 1976 Act also strengthened the language of the law

by codifying the requirement that special or dispropor-

tionate allocations have "substantial economic effect."

This latter tightening may particularly affect the rather

common practice of allocating limited partners a greater

share of profits and losses than their share in cash flow

(1, Section 213(d)).

The most damaging blow to tax shelters, in general,

dealt by the 1976 Tax Reform Act to tax shelter activities

was the introduction of the new "at risk" concept. This
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provision limits the basis of a partner's interest for the

purpose of determining the deductibility of partnership

losses to the amount the taxpayer actually has "at risk"

in the venture. The "at risk" basis includes the amount

of cash and the adjusted basis of other property contri-

buted to the partnership plus any portion of partnership

liabilities for which the partner is personally liable.

Thus, non-recourse financing commonly used by limited

partnership tax shelters would not be included in a

partner's basis, drastically restricting his capacity to

benefit from project losses.

Fortunately for the real estate industry, new Section

704(d) was made applicable to all partnerships except those

"the principal activity of which is investing in real

property (other than mineral property)" (1, Section 213(3)).

Real estate syndications appear to be unaffected by the new

provisions, although the literature indicates that use of

the term "investing" in the exception has created some

concern. Since identification as a trade or business is

normally necessary to derive favorable treatment under

other Code Sections, commentators, perhaps biasedly,

believe that the use of the broader term "involves" in

Conference Committee reports indicates the true intention

of Congress (15, p. 96; 14, p. 209).

There were actually two provisions relating to the

"at risk" limitation included in the 1976 Act. Section
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704(d) as discussed above applies generally to all partner-

ships. Section 465 applies the limitation specifically to

any entities other than ordinary corporations that engage

in motion picture production or distribution, certain kinds

of farming, oil and gas exploration or exploitation, and

leasing of tangible personal property. Thus, this Section,

while striking at other common shelter areas, again omits

real estate from its reach (1, Section 204).

Revenue Act of 1978

The Revenue Act of 1976 actually contained only one

provision aimed directly at real estate investments, and

this was simply an extension of the allowable five-year

depreciation period for qualifying rehabilitation expen-

ditures through December 31, 1981. But the Act made signi-

ficant changes in other existing statutes which will have

a direct impact on investors in real estate tax shelters.

In a reversal of trend, the Act actually decreased

the maximum effective tax rate on capital gains. The 25

per cent alternative tax on capital gains for non-corporate

taxpayers was repealed. However, the portion of capital

gains excluded from an individual's regular tax computation

was increased from 50 per cent to 60 per cent.

Additionally, the Act removes the capital gains deduc-

tion and excess itemized deductions from the list of
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preference items subject to the "add on" minimum tax. A

new alternative minimum tax with a progressive rate struc-

ture is imposed on these items. The tax base for the

alternative minimum tax is the taxpayer's taxable income

plus the capital gain and excess itemized deduction

preference items reduced by a $20,000 exemption. A 10

per cent tax rate is applicable to the first $40,000

subject to the tax, a 20 per cent rate on the next $40,000,

and a 25 per cent rate on amounts over $80,000. The resul-

tant tax is payable only if it exceeds the taxpayer's

regular tax liability plus the regular minimum tax.

The Act also excludes the capital gains deduction as

a preference item for purposes of computing personal ser-

vice income subject to the maximum tax. The cumulative

effect of these provisions is to lower the maximum effec-

tive tax rate on capital gains from 49 per cent to 28 per

cent. These changes, designed to stimulate capital

investment, should not only increase the investment

attractiveness of real estate syndicates, but that of

alternative investments for high bracket taxpayers as well.

A general tax rate reduction also was provided by the

Act by broadening the tax rate brackets. The total number

of brackets was reduced from twenty-five to fifteen, and

the maximum 70 per cent marginal rate does not become
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applicable until an income level of $215,400 is reached

compared to $203,200 under prior law.
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CHAPTER III

A CRITICAL REVIEW OF RELATED STUDIES

The purpose of this chapter is to critically evaluate

other studies which have used computer valuation or simu-

lation models to evaluate investments in real estate tax

shelters, and to briefly compare the objectives, scope,

and methodology of these studies to the current study.

The motivating force for this study was the apparent

oversimplification of relevant tax laws that exist in the

investment analysis of real estate syndications, commonly

referred to as "tax shelters." The author's first exposure

to this problem arose when he was asked by a relative to

examine a prospectus for such a real estate investment.

Although narrative discussion of applicable tax laws was

common to most such prospectuses examined, no treatment

was given to these laws in the projections of the return

to be earned by the investor.

One explanation for the lack of in-depth treatment is

that the impact of certain tax provisions such as minimum

tax, maximum tax, and the investment interest limitation

depends on the characteristics of the individual taxpayer.

This is true, but some analysis could possibly be pre-

sented using varying assumptions. Several national real

59
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estate firms utilize computerized investment models which

allow for analysis of various projects under differing

assumptions. However, these models apparently also suffer

from a failure to adequately consider all relevant tax

provisions which are critical to the analysis (6, pp. 29-

37).

A further review of the voluminous literature con-

cerning real estate investment analysis revealed many

articles in recent years which have espoused and reported

on the use of computer "simulation" as an evaluation tech-

nique. Again, most of these studies or articles emphasized

financial variables (i.e., extent of leverage, interest

rate) at the expense of sufficient consideration of rele-

vant tax laws.

To be more specific, the studies commonly contained,

to varying degrees, the following shortcomings with respect

to treatment of the tax laws:

1. Marginal tax savings produced by offsetting

project losses against the taxpayer's other

income were inadequately measured. Instead

of reflecting the tax rate schedules, the

entire amount of loss was assumed to produce

savings at the taxpayer's marginal tax rate.

2. Minimum tax provisions were not considered.
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3. The potential loss of benefits from maximum

tax provisions was not considered.

4. Provisions dealing with the limitation on

the deductibility of investment interest,

where applicable, were not treated.

Even the few studies identified which were performed by

tax-oriented researchers suffered to a lesser degree from

this problem. The objectives of these latter studies also

differed substantially from those of this study. Several

of the relevant studies are reviewed below.

Probably the most realistic model constructed for real

estate investment analysis was contained in a study by

Edgar Hemmer (4). The term "realistic" is used here to

indicate that the financing and operating characteristics

were modeled in great detail to allow for the appraisal of

diverse real estate opportunities under varying assumptions.

The valuation model represented a discounted cash-flow

model designed to compute the internal rate of return on

a project for the developer, the lendor, and the investor.

The objective of the study was simply to demonstrate the

usefulness of computer simulation in real estate analysis.

Hemmer's model provided for the values of over 100

financial and operating parameters to be input into the

computer program. However, the model did not fully deal

with tax factors entering into the computation of an
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investor's rate of return. The marginal tax savings pro-

duced by tax losses from the investment were determined

by applying a single constant marginal tax rate which had

been input into the program. A single marginal capital

gains tax rate of 30 per cent was also assumed in every

application. No consideration was given to minimum tax,

maximum tax, or investment interest provisions. Hemmer's

model appears to be fairly representative of the models

utilized by large real estate firms, although possibly

more flexible due to the treatment of more items as variables

rather than fixed parameters.

A later journal article by Brueggeman and Fisher (1)

utilized a revised version of the Hemmer model to evaluate

the impact of the Tax Reform Act of 1976 on cash flows

produced by a "typical" real estate investment. This

analysis apparently suffered from the same shortcomings

as the earlier study, only the weaknesses were perhaps more

critical since the avowed purpose of the article was to

determine the impact of changes in tax laws. The compre-

hensiveness of the evaluation was not determinable since

the article restricted analysis to a single illustrative

"set of facts," and did not report on any further research

findings.

Three additional tax-oriented studies by McKee (1971),

Cleveland (1973), and Fisher (1976) performed a limited

analysis of the impact of certain tax laws on real estate
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investments. The studies dealt only with depreciation and

recapture provisions existing prior to 1976, and did not

purport to "model" the tax law in their analyses. The

objectives of the three studies differed somewhat, as will

be apparent in the following brief discussion of each study.

The stated objective of McKee's "computerized study of

investment in depreciable realty" was to identify the rela-

tive impact of financial leverage and "the tax shelter" on

the profitability of such investments (5). The underlying

purpose of the article was to normatively argue the

inequity of the tax laws in allowing real estate tax

shelters to exist.

McKee defines "tax shelter" in a very limited sense

as the deferral and conversion benefits generated "solely"

by the allowance of depreciation deductions for tax pur-

poses which exceed the economic depreciation of the

property. He holds that this "unwarranted depreciation"

results both from the depreciation methods and useful

lives allowable by the tax laws and from the ability to

include borrowed funds in the depreciable basis of property.

.McKee constructed a simplified deterministic model of

a direct (unsyndicated) investment in previously constructed

rental property. No front-end deductions, as typical in

syndicated offerings, were assumed. His specific objec-

tive was to analyze the effect of changes in the level of
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interest rates and the taxpayer's tax bracket on: (1) the

investment's internal rate of return, (2) the portion of

the return created by financial leverage, (3) the portion

of the return created by tax shelter, and (4) the relative

amount of the tax shelter portion created by deferral

versus conversion benefits. His findings can be basi-

cally summarized as follows:

1. As the tax bracket rises, the value of the tax

shelter increases because more tax is deferred until

sale, and because the value of rate conversion is greater.

2. The value of deferral increases over time, while

the value of conversion decreases over longer investment

periods. The two sources of tax benefit were found to

be in "relative equipoise" at the end of fourteen years.

3. Financial leverage results in an increase in

the value of deferral benefits and a decrease in the

value of conversion. This effect results due to the

increase in the investment's internal rate of return,

and thus the discount factors produced by positive

financial leverage.

4. The total value of the tax shelter decreases

as the internal rate of return increases. This occurs

because the increase in the value of the deferral com-

ponent is not "quite as great" as the decrease in the

value of the conversion component.
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The author demonstrates that the above relationships

hold true within a "reasonable" range for the value of the

internal rate of return.

As mentioned, McKee's paper created a much-simplified

example of a real estate investment, treating depreciation

as the sole item responsible for shelter benefits. The

applicable tax effects were also greatly over-simplified

with the author assuming all tax losses generated tax

savings at the taxpayer's marginal tax rate. Additionally,

the impact of minimum and maximum tax laws was not con-

sidered.

Fisher (3) basically replicated McKee's study with the

same basic objective of determining the impact of "tax

leveraging" on real estate investments. Fisher's study

computed the net present value of cash flows as the measure

of a project's profitability instead of the internal rate

of return used by McKee. The study also applied sensi-

tivity analysis to a greater degree, additionally analyzing

the effect of changes in the degree of leverage, loan

repayment period, and investor's discount rate on a pro-

ject's net present value.

The objective of the Cleveland study (2) was to deter-

mine the effect of the Tax Reform Act of 1969 on the

perceptions of investors in real estate. The primary

research technique actually utilized was a questionnaire
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survey combined with personal interviews of developers,

mortgage bankers, Treasury officials, trade association

officers, and tax "experts." However, Cleveland also con-

structed a simple valuation model to measure the impact of

the depreciation, recapture, and special low-income housing

provisions of the 1969 Act on investments in new residen-

tial housing, new low-income housing, and new commercial

property.

No attempt was made to model and simulate over time

the actual type of investment. The only difference between

the three types of investment projects was the depreciation

method used. As with several of the other studies, the

external validity of the model is questionable with only

a rough estimate of the effect of tax law changes on the

internal rates of return produced. The lack of realistic

modeling of actual real estate investments is possibly

indicated by Cleveland's results that show a required

holding period of eight years for a 70 per cent investor

to show a positive rate of return in a low-income housing

project and a required holding period of thirty-one years

for the same investor to show a positive rate of return on

a commercial real estate investment.

Interestingly, Cleveland's study made no reference to

other provisions of the 1969 Act, such as those creating

the minimum tax and the maximum tax, which were actually
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designed as an integral part of the tax reform initiative

to reduce the tax benefits available to tax shelter invest-

ments.

The only research study identified which comes close

to paralleling the objectives and scope of the current

study was completed by Robert Wyndelts in 1974 (6). The

primary objective of Wyndelts' study was to measure the

impact of the 1969 Tax Reform Act on the internal rates

of return of investments in new residential rental property.

The end purpose was actually to determine if Congressional

intent to stimulate new housing was effectively being

communicated to real estate investors through tax incen-

tives contained in the law.

Wyndelts constructed a computer simulation model which

incorporated relevant tax structures before and after the

1969 Act in much greater detail than the previous studies

discussed. For example, Wyndelts' model considered appli-

cable tax rate schedules, maximum tax, and the alternative

capital gains tax rate on sale. For some unknown reason,

the model gave no recognition to the impact of the minimum

tax. Apparently, since no commercial "net leasing" pro-

jects were evaluated, no attention was given to the

investment interest rules adopted by the 1969 Act.

In order to test his proposition that the investment

incentives contained in the 1969 Act were distinguishable
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by valuation models used in practice, Wyndelts 
constructed

three tests. In each test Wyndelts computed the internal

rate of return using his own model and using a real estate

valuation model marketed by a national firm. The latter

model did not incorporate tax rate schedules, maximum tax

provisions, and alternative methods of computing gain on

sale as did Wyndelts' model. The first two tests were con-

structed to determine if a significant difference in the

internal rates of return produced by the two models

resulted from: (1) use of the appropriate tax rate

schedule versus taxpayer's marginal tax rate in computing

annual marginal tax savings from the investment; of (2)

use of the most beneficial method of computing tax on gain

on sale of the property versus use of the taxpayer's

marginal tax rate.

The third test was designed to compare the sensi-

tivity of the two models to changes in depreciation rules

contained in the 1969 Act, which were intended to increase

the relative attractiveness of new housing investments.

The internal rates of return produced by each model for

a new residential rental project and an old residential

rental project (differing only as to the depreciation

deduction allowable) were compared.

Wyndelts concluded that the valuation models used by

real estate firms, assuming the one tested was a
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representative example, did not produce 
an accurate measure

of the return earned on real estate investments. 
However,

he did find that the relative impact of changes in depre-

ciation laws was reasonably indicated by such 
models.

No simulation or other analytical studies designed to

analyze the impact of the provisions of 
the Tax Reform Act

of 1976 were identified. Numerous tax, law, and real

estate journal articles have been published which 
contain

either a descriptive analysis of the reforms or a simpli-

fied illustration of their impact on a typical real 
estate

project. The present study attempts to fill this 
void and

at the same time provide evidence as to the impact of

possible future reforms on syndicated 
real estate acti-

vities.
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CHAPTER IV

RESEARCH METHODOLOGY AND DESIGN

This chapter is divided into two major parts. The

first part outlines the general methodological approach

used in the study while the second part contains a des-

cription of the real estate investment valuation model.

Research Methodology

The research approach used in this study consisted of

constructing and utilizing a deterministic computer valua-

tion model to evaluate the impact of various tax laws on

investments in syndicated real estate "tax shelters"

organized and operated as limited partnerships. The model

is composed of a main program or calling program and thir-

teen independent subroutines which are called and executed

at various times during the processing of the main program.

All programs were written, tested, and run in FORTRAN IV

using the G-compiler. The WATFIV compiler was used during

the debugging stage due to its production of more explana-

tive diagnostic messages.

The basic research methodology of constructing and

utilizing a computerized model to evaluate real estate

investments over time is closely aligned to the

71
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experimental technique of simulation. Simulation, as

defined by Naylor, is "a numerical technique for conducting

experiments with certain types of mathematical models which

describe the behavior of a complex system on a digital

computer over extended periods of time" (5, p. 2). The

real estate tax model constructed in this study would seem

to fall within the apparent scope of this definition. How-

ever, use of the term often is limited to stochastic models.

As Naylor states, "most simulation experiments with models

of economic systems are stochastic simulations as opposed

to purely deterministic simulations" (5, p. 6). Therefore,

this author has chosen to refer to his model as a "deter-

ministic computer valuation model" to avoid confusion or

at least to invite the interested reader to inquire

further concerning this description.

Regardless of whether or not the term "simulation" is

used to describe the research methodology of this study,

the approach parallels that described by Naylor for com-

puter simulation experiments. Naylor indicated that these

experiments consist of six basic steps:

1. The formulation of the problem

2. The formulation of a mathematical model

3. The formulation of a computer program

4. Validation

5. Experimental design

6. Data analysis (5, p. 11)
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The application of each of these six steps in the prepara-

tion of this study is described further below.

Formulation of the Problem

Specifying the objectives of an experiment in the form

of questions to be answered, hypotheses to be tested, and/

or effects to be estimated is the first step in any simu-

lation study. This was done in Chapter I of this study.

The overall objective is to analyze the impact of the Tax

Reform Act of 1976, the Revenue Act of 1978, and other

proposed reforms on investments in real estate tax shelters.

However, in order to design the model and produce meaningful

results, this objective must be specified in greater detail.

What specific tax provisions fall within the definition of

the 1976 Reform Act? What specific reforms will be

evaluated? What types of activities constitute "real

estate tax shelters" for purposes of this study? What

profitability measures should be utilized in determining

the "impact" of tax law changes on these investments?

Some of these questions are treated in detail later in

the section on Experimental Design. Answering these

questions and others was necessary in order to establish

the following detailed operational objectives of this

study:

1. Determine the impact of the Tax Reform Act of

1976 and Revenue Act of 1978 on the rates of return earned
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by investors in two different types of real estate invest-

ments: (a) multi-dwelling housing and (b) commercial

property subject to a net lease.

2. Determine the differential impact of the above

legislation and other proposed reforms on the rates of

returns earned in the above real estate projects by tax-

payers with different marginal tax rates and earned income

levels.

3. Determine the impact of specific provisions con-

tained in the Tax Reform Act of 1976 and specific proposed

reforms on the rates of return earned by investors in the

above real estate projects.

4. Determine the impact on rates of return earned by

investors in the above real estate projects which utilize

straight-line depreciation on a component basis versus

those using various accelerated depreciation methods

allowed by the applicable tax law.

Simulation rather than an empirical analysis was the

logical research approach given the above objectives of

this study. As Naylor puts it:

Through simulation, one can study the effects
of certain information, organizational, and
environmental changes on the operation of a
system by making alterations in the model of
the system and by observing the effects of
these alterations on the systems behavior
(5, p. 9).
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Formulation of a Mathematical Model

The operating, financing, and tax relationships were

first expressed in mathematical form before being converted

into computer programs. These relations are described in

the second part of this chapter dealing with description of

the model.

Simulation is one type of experimental method which,

if properly used, allows meaningful general inferences and

conclusions about a comparatively large quantity of data

to be drawn from a relatively small sample of data. In

order to accomplish the objectives of relevance and genera-

lization, the model must be both externally and internally

valid. External validity refers to an accurate represen-

tation of the "real world" environment which is being

modeled. This does not mean that the model must represent

detailed and complex realities to the extent that it becomes

burdensome. It does mean that all variables or parameters

which would likely have a "material" impact on the results

should be considered by the model.

There were two aspects relative to the problem of

external validity which had to be dealt with in this study.

One, the model had to accurately reflect, for "typical"

real estate projects, the relevant investment, financing,

operating, and property disposition variables; the rela-

tionships between these variables; and realistic and

consistent values for these variables. Secondly, the
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valuation program had to accurately model the structure of

the tax laws. This entailed identifying all provisions

which would materially impact either the real estate

projects being evaluated or "typical" investors in these

projects, and then properly reflecting the interrelation-

ships between these tax provisions.

Internal validity refers to the logical soundness of

the relationships expressed in the model. Are the compu-

tations of the model performed in a logical order? Are

mathematical relationships accurately converted to a pro-

gramming language? Is the model and resulting output con-

sistent with the objectives of the experiment? The

procedures used in the external and internal validation

of the model contained in this study are discussed in a

later section of this chapter.

Formulation of a Computer Program

After the model had been described in general mathe-

matical form, the next step was to convert the equations

into a computer program. Fortran IV versus BASIC or COBOL

was chosen as the language due to the expected time savings

in both programming and processing.

The model was subdivided basically into three sections:

operations, financing, and taxation. The operating rela-

tionships were defined in the main program, while financing

and tax computations were written into various subroutines

which were called and executed by the main program at the
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appropriate time. The extensive use of subroutines reduced

the complexity created by the size of the model and also

facilitated the "debugging" of the programs. Each program

was flowcharted in order to more effectively review the

logic and sequencing of computations prior to the actual

writing of the programs. The programs are described in

detail in the second part of this chapter.

Special-purpose simulation languages such as SIMSCRIPT

II, GPSS, and SIMULATE were considered but were determined

to be relatively inflexible for the purposes of this study.

Validation

The steps taken to insure the external validity of the

model included: (1) an in-depth review of books and

journals concerning real estate syndication; (2) a thorough

analysis of all Internal Revenue Code Sections which would

likely have an impact on real estate investments or

investors in such projects; (3) a review of legal and tax

journal articles containing discussion of tax provisions

relevant to real estate syndicates operating as limited

partnerships; (4) analysis of real estate syndication

prospectuses and offering circulars for new and used

residential rental projects and new and used commercial

projects; and (5) discussions concerning operating,

financing, and tax aspects of real estate syndications

with officers of real estate investment and development
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firms, bank loan officers, and partners of public accounting

firms having expertise in real estate taxation.

The internal validity of the relationships was estab-

lished through extensive detailed analysis of program

printouts. As stated earlier, the model was broken down

into a main program and thirteen subroutines with each

subroutine being debugged separately. After all programs

were debugged for syntax and obvious logic errors, the

entire set of programs was executed together with sample

sets of data for each type of real estate investment

project being evaluated. Print statements entered through-

out the programs caused the values of every meaningful

variable or parameter to be printed out for each year of

the investment. Each calculation in the program was then

mechanically reperformed using the equations defined in the

mathematical formulation. Where possible, tax computations

were actually reperformed on the applicable tax forms or

tax schedules. Also, where an opportunity was available,

output was tested using a predetermined external source.

The computations of the internal rate of return, depre-

ciation, and loan amortization programs were all compared

with illustrations out of various texts.

The final validation step was simply to review the

end output, the projects' profitability measures, for

different processing runs looking for illogical or

questionable results. For example, if the value of only
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one variable was changed between two runs, the direction

of change in the output measures was logically predeter-

mined and compared with the actual change.

Experimental Design

In the experimental design stages of a simulation study,

the items to be treated as factor variables, response

variables, and parameters are identified. In experiments

such as those performed in this study which are designed

to determine the effect a change in X has on a Y, X is a

factor variable while Y is a response variable. The term

"parameter" is used to indicate items in the model whose

value is fixed or defined in terms of other parameters or

variables. Parameters are necessary to strengthen the

validity and increase the precision of the model, but are

not treated as "variables of interest" for which we wish

to measure the effect of change. In this study, four

investment variables, three taxpayer variables and twenty

tax structure variables are treated as factors or variables

of interest.

The term "variable" is used here to indicate an attri-

bute of interest which may assume different values for

different computer valuation runs. By changing the value

of one of these variables each run, a new parameter set

is created for valuation purposes.

The investment and operating variables of interest in

this study are: (1) type of investment; (2) length of
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investment period; (3) assumed selling of partnership

assets price at the end of the investment period; and

(4) the use or non-use of component depreciation. Further

discussion regarding these variables follows:

Type of Investment.--Two different types of real

estate syndication projects are evaluated in the model:

(a) new multi-dwelling housing, and (b) new commercial

projects operated under a net lease arrangement. The pri-

mary differences between these types of projects arises

from the disparity in tax treatment created by provisions

dealing with depreciation, recapture, investment interest,

and construction period expenditures. However, differences

also arise from operating and financing relationships,

especially with regard to the values assigned to the para-

meters in these sections of the model.

The study was restricted to analysis of only "new"

projects for two reasons: (1) to keep the computer pro-

cessing time and amount of data to be analyzed to a reason-

able level; and (2) since new projects were affected by

all the provisions of the 1976 Act affecting used projects

plus some additional reforms, the significance of 1976 tax

law changes should be most apparent with regard to these

investments.

Investment Period.--Three different investment periods--

eight years, twelve years, and sixteen years--were assumed
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in the study primarily because the relevant literature

commonly identified the "turn around" period and the point

of maximization of benefits for real estate investments

as falling within this time span. Also, the present value

of benefits or costs beyond the sixteenth year becomes

relatively immaterial.

Selling Price at End of Investment Period.--Selling

price was chosen as a "variable of interest" since the

impact of one of the key reform weapons of the 1969 and

1976 Acts, the recapture provisions, is partially depen-

dent on this factor. Five different assumptions as to

the selling price of partnership property can be handled

by the valuation program, but only three were selected

for analytical purposes. The three assumptions ((a)

mortgage balance, (b) original cost, and (c) original cost

of buildings plus appreciated land value) define fairly

well the range of probable selling prices. The mortgage

balance price assumes the investor will simply "walk away"

from the investment. This historically has been a common

alternative chosen once the investment's "turn around"

period is reached.

Component Depreciation.--Due to the aggregate impact

of the recapture, minimum tax, and maximum tax provisions

on shelter activities which utilize accelerated depreciation
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methods, many real estate and tax commentators have recom-

mended the use of "component" useful lives combined with

straight-line depreciation.

Basically, if an asset consists of more than one com-

ponent, depreciation may be claimed on an overall or "com-

posite" basis or alternatively on the individual components

making up the asset. When the composite method is used for

a building, one depreciable life is used for computing

depreciation on the entire structure and all its components.

The component method allows for each component to be depre-

ciated separately based on its own estimated useful life.

Table I indicates possible component lives for an office

TABLE I

EXAMPLE OF COURT-TESTED
COMPONENT USEFUL LIVES

Component

Basic building ..........
Plumbing-rough .........
Electrical wiring .
Roof.-.-............... ..
Partitions and doors - - . .
Elevators . - 0 - - - - - a
Heating and air conditioning
Ceramic tile.............
Electrical fixtures .
Acoustical tile . . . . . .
Cabinets and fixtures ...
Glass and glazing
Plumbing fixtures
Paving-....-...-.......-.-.
Floor covering ..............

Life/Years

40
25
20
15
15
15
15
15
10
10
10
10
10
5
5
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building which under the composite method would likely have

an aggregate useful life of forty years (9, p. 18).

The article from which Table I was reproduced indi-

cated that these lives were "court-room" tested. However,

each factual situation is considered independently by the

IRS. Prior to 1962, the IRS had published a list of guide-

line lives for building components, but it has subsequently

been withdrawn. However, the IRS still provides its agents

with such a list. A selected group of these component

lives is presented in Table II (11, p. 35).

TABLE II

IRS GUIDELINE USEFUL LIVES
FOR BUILDING COMPONENTS

Component

Building shell
Multistory office.......
One-story office
Garden-type apartments .
Shopping center, one story

Air conditioning
Ductwork
Mechanical

4-25 tons.. .......
26 tons and up

Plumbing, including fixtures
Electrical, including fixtures
Elevators and escalators .&.

Asphalt paving . . .s.0.0.4. .
Concrete paving ........i.s..
Swimming pool. ... ......
Landscaping .............

Life/Years

. . . . . 70

. . . . . 45

. . 0. 0. .45

. . .0 . . 50

. . . . . Life of Building

.1 . . . . 10
. . . . . 20
. . . . . 30
.0 . . . . 25
. . . . . 30
. . . .s . 10
. . . . . 20
. .0 .4 . . 25
.5 . . . . 20

In order to be reasonably conservative and objective

in evaluating the use of component depreciation in this
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study, useful lives were estimated to be approximately

half way between the IRS lives and those suggested in

Table I.

The objective of the component method is to retain

most of the benefit of accelerated depreciation methods but

avoid the additional burden of the minimum and maximum tax

provisions. For new "first user" property where the actual

costs of separate components are generally known, there is

usually no problem as to the availability of the component

method (6). However, it was not until 1973 that the IRS

sanctioned its application to used property:

. . . if acquisition cost is properly allocated
to the various components based on their value
as of the date of purchase and useful lives
are assigned to the component accounts based on
the condition of the components at time of
acquisition (7).

This study evaluates each possible variable set assuming

use of: (1) the composite method using the most beneficial

accelerated depreciation method available and a 40-year

composite life; and (2) the component method, allowing for

a maximum of nine separate components and utilizing the

component lives suggested above.

The following taxpayer characteristics were treated

as variables of interest in the model with the objective

of determining the differential impact of tax reforms on

various classes of taxpayers:
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Marginal Tax Bracket.--"Tax shelter" investments are

so named because a significant portion of the return

generated by the investment supposedly results from tax

benefits. Real estate literature and investment prospec-

tuses generally recommend real estate syndications to

taxpayers subject to a marginal tax rate of at least 50

per cent or greater. Intuitively, the higher the marginal

tax rate, the greater the tax savings produced from off-

setting project losses against taxable income from other

sources. Therefore, this study evaluates each investment

combination at three marginal tax rates: 70 per cent, 60

per cent, and 50 per cent. Since an annual inflation

factor is applied to taxpayer income parameters in the

valuation program, the taxpayer being evaluated will

actually move into higher tax rate brackets throughout

the investment period.

Level of Earned Income.--The program also is designed

to analyze the impact of changes in tax laws on the returns

earned in real estate syndications by taxpayers with

varying levels of earned income relative to passive income.

The specific purpose of this inquiry is to fully identify

the effect of the maximum tax provisions on various types

of taxpayers. The model assumes three different values

for the ratio of earned income to adjusted gross income:

90 per cent, 50 per cent, and 0 per cent.
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The basic objective of this study, as stated in

Chapter I, is to evaluate the impact of recent tax law

changes and possible future tax reform legislation on

investments in real estate syndications. In order to

accomplish this, the computer program incorporated all

relevant tax provisions under pre-1976 law; post-1976,

pre-1978 law; post-1978 law; and post-1976 law with

assumed additional reforms. In addition to determining

the overall impact of this legislation, this author also

desired to produce evidence as to the effect of specific

provisions or combinations of provisions contained in

these legislative acts or reform proposals. To accomplish

this objective, each parameter set was evaluated under

twenty different assumed tax structures. These tax struc-

tures are as follows:

1. Tax law prior to Tax Reform Act of 1976

2. Tax law after the Tax Reform Act of 1976, but

prior to Revenue Act of 1978

3. Tax law prior to 1976 plus a specified provision

or provisions of the Tax Reform Act of 1976. The following

provisions of the 1976 Act are individually analyzed:

a. Required capitalization of construction period

interest and taxes, and required capitalization of points

or other financing costs.

b. Elimination of deduction of up to twelve months

of prepaid interest.
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c. Required capitalization of organization and syndi-

cation expenses.

d. Reduction in maximum amount of additional first-

year depreciation allowable, from $4,000 per partner to

$2,000 for entire partnership.

e. Reduction in minimum tax exemption from $30,000

plus the taxpayer's regular tax liability to the greater

of $10,000 or one-half the regular tax liability.

f. Elimination of the $30,000 exemption for tax

preference items which reduce income available for maximum

tax treatment.

g. Elimination of the recapture phase-out based on

length of holding period for all but low-income housing

property.

h. Tightening of investment interest limitation rules.

4. Tax law after 1978, incorporating changes in

Revenue Act of 1978 with respect to capital gains and

minimum tax.

5. Tax law after 1976 Reform Act plus President

Carter's 1978 tax program consisting of three primary pro-

visions affecting investment in real estate: (a) elimina-

tion of 25 per cent alternative capital gains tax; (b)

restricting all but low-income housing real estate to the

use of straight-line depreciation; and (c) reduction in

the minimum tax exemption.



88

6. Tax law after 1976 plus various additional tax

reform proposals which are analyzed individually. These

proposed reforms include:

a. Elimination of the use of accelerated depreciation

methods for all but low-income housing.

b. Application of limitation on deductibility of

investment interest to all partnerships, not just those

partnerships holding property subject to a net lease.

c. Application of "at risk" limitation on deducti-

bility of partnership losses.

d. Reduction in minimum tax exemption from the greater

of $10,000 or one-half the regular tax liability to a flat

$10, 000.

e. Recapture all depreciation as ordinary income to

extent of gain, not just the "excess" depreciation. This

would result in the same treatment currently accorded

Section 1245 personal property.

f. Elimination of the 25 per cent alternative tax on

the first $50,000 of net long-term capital gains.

g. Application of new "alternative minimum tax"

concept included in the Revenue Act of 1978. This assump-

tion includes the removal of excess itemized deductions

and the long-term capital gains deduction from the list of

preference items subject to the "old" add-on minimum tax,

but subjects these items to an alternative minimum tax.
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This alternative minimum tax, as discussed in Chapter II,

will only apply, however, if it exceeds the taxpayer's

regular tax liability plus his "add-on" minimum tax.

h. Increase in the net long-term capital gains

deduction from 50 per cent to 60 per cent of net long-

term capital gains.

The above provisions or proposed Code revisions were

discussed in more detail in Chapter II of this study.

An overview of the experimental design of the study

is shown in Figure 1, which indicates the individual invest-

ment and taxpayer variables analyzed and the values assigned

to these variables in the analysis. The figure also

summarizes the twenty different tax structures assumed

in the analysis. Together, these variables formed the 216

different parameter combinations analyzed in this study.

For each of these parameter combinations, the following

profitability measures were generated by the program:

(1) the profitability index; (2) the internal rate of

return; (3) a modified version of the internal rate of

return; (4) the average rate of return; and (5) the pay-

back period.

Real estate literature suggests that all of the above

return measures are used extensively in practice, except

for the modified internal rate of return which has been

recommended by several authors (4, 8). Each of the first
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three measures indicated above takes into consideration the

time value of money. Somewhat surprisingly, a 1976 study

indicated that only about one-fourth of real estate

investors surveyed used a time-adjusted rate of return

measure. This same study found that the most frequently

used measure was the undiscounted average "after-tax" rate

of return (10, p. 589).

The profitability index computed in this study is

simply the ratio of the present value of cash inflows to

the present value of cash outflows. The average rate of

return represents the undiscounted average annual cash flow

from the investment divided by the individual partner's

initial cash investment. The payback period is another

non-present value technique which simply computes, to the

nearest whole year, the time it takes to recover the

initial cash outlay.

The internal rate of return appears to be the most

widely used time-adjusted measure applied in real estate

investment analysis. However, several authors have

recommended modified versions of the internal rate of

return which do not suffer from the commonly criticized

weaknesses of the internal rate of return (IRR) (4, 8).

The most frequent criticism of the standard IRR is that

it implicitly assumes that the cash flows from an invest-

ment project can be reinvested at the calculated IRR for

that project. One alternative suggested by Strung (8)
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explicitly establishes the reinvestment rate as the inves-

tor's cost of capital or the average rate at which he can

reinvest cash flows. Positive cash flows are then com-

pounded forward at this cost of capital to their future

value, while negative cash flows (outlays) are discounted

to their present value using the same rate or some "safe"

investment rate. The modified or "adjusted" internal rate

of return is the rate that will discount the future value

of the incomes to equal the present value of the outlays.

The purpose for computing several alternative return

measures is to determine if there is any significant dif-

ference in the effect of the various tax law changes on

these measures. Or stated differently--Are investors who

rely on undiscounted cash flow techniques versus those

using more sophisticated time-adjusted measures receiving

the same message from Congressional legislation?

Description of the Model

The real estate investment valuation model of this

study is a FORTRAN computer program consisting of a main

calling program and thirteen subroutines. The main pro-

gram performs the basic operations involving the compu-

tation of annual net income, cash flows and tax savings

or cost from the investment. Supporting computations

which provide input into the main program are performed

where possible in subroutines which are called and executed
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at the appropriate time by the main program. One example

is the subroutine AlDEP which calculates annual depre-

ciation expense for input into the taxable income compu-

tations contained in the main program. This segmentation

of the model was not only beneficial for writing and

debugging the programs, but also acts to limit the cumu-

lative complexity of the model and, thus, facilitates the

understanding of the operations performed by the model.

An overview of the computer model RETAX is presented

in Figure 2. The center column represents the basic opera-

tions performed in the main program, except where labeled

otherwise. The outlying appendages indicate the various

subroutine names that are used in the program. STATS and

IRR, shown in the middle column, represent subroutines

which compute the profitability measures for the investment

projects. A more detailed description of the model is

presented below under the following three headings: Descrip-

tion of Input, Program Description, and Description of

Output.

Description of Input

The values for investment, operating, financing,

property disposition, and taxpayer variables are input

into the program on eighteen data cards. A data sheet,

an example of which is included as Appendix A, was
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designed to gather the necessary data for any particular

investment application.

Investment variables required for program input

include:

1. Investment Code indicating type of investment:

1 = new low-income housing; 2 = new multi-dwelling housing;

and 3 = new commerical project.

2. Investment Year--the calendar year the project

was actually begun. This is necessary for application of

some of the "phase-in" tax provisions relating to construc-

tion period interest and taxes.

3. Investment Period--the length of time in years

between the year of initial investment to the year of sale

of the project. Any period could be input, but the study

evaluates three different assumed investment periods:

eight years, twelve years, and sixteen years.

4. Net Lease Code--if the partnership property is

operated subject to a net lease arrangement, a value of

one is assigned to this code; otherwise the value is zero.

5. Profit/Loss Sharing Ratio--percentage of annual

taxable income or loss from operations allocated to the

individual partner being evaluated.

6. Profit/Loss Sharing Ratio on Sale--percentage of

taxable income or loss from sale of property allocated to

individual partner.
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7. Cash Flow Ratio--percentage of annual cash flows

from operation allocated to individual partner.

8. Cash Flow Ratio on Sale--percentage of cash flow

from sale of partnership property allocated to individual

partner.

9. Discount Rate--the investor's cost of capital used

in computing profitability index and modified internal rate

of return. Ten per cent is assumed in all program appli-

cations in this study.

10. Total Equity Investment--accumulated equity

investment of all partners in project. Program will handle

annual investments spread over a maximum period of five

years.

11. Equity Investment Per Partner--the equity invest-

ment for the individual partner being evaluated. Program

will handle incremental annual investments for up to five-

year period. In this study, it is assumed that a 70 per

cent taxpayer purchases a 10 per cent equity interest in

the syndication; a 60 per cent investor, a 5 per cent

equity interest; and a 50 per cent investor, a 2 1/2 per

cent equity interest.

Financing variables to be input into the program

include:

1. The Principal Amount of the First Mortgage on

the Property--program will also accept a second mortgage.
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2. Interest Rate on First Mortgage--interest rate

on second mortgage also, if applicable.

3. Interest Rate on Construction Loan

4. Loan Amortization Period on First Mortgage and

Second Mortgage, if applicable.

5. Loan Payment Period on First Mortgage and Second

Mortgage, if applicable.

6. Interest Only Period, if applicable, for First

and/or Second Mortgage, if applicable.

7. Balloon Payment Period, if applicable, for First

and/or Second Mortgage.

8. Balloon Payment Amount, if applicable, for First

and/or Second Mortgage

9. Refinance Code--if zero, no refinancing; if one,

yes.

10. Year of Refinancing

11. Amount Refinanced

12. Interest Rate on Refinanced Loan

13. Loan Amortization Period for Refinanced Loan

14. Refinancing Expenses--as a percentage of amount

refinanced.

15. Prepaid Interest Code--if one, then assume maximum

prepayment allowed under law; if zero, assume no prepayment.

A number of these financing parameters are built into

the program for maximum flexibility but are not actually
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used in evaluating the sample projects in this study. For

instance, the length of the loan amortization and loan

payment periods were assumed to be equal. In addition, no

second mortgage, refinancing, balloon payments, or interest

only payments were present in the projects evaluated. The

purpose of including these additional parameters, which

was beyond the scope of the immediate study, was to enable

the realistic investment evaluation of any specific real

estate offerings which may use a variety of financing

schemes.

The model also simulates the annual operation of the

partnership during both the construction period and rental

period. Operating variables required to be input into the

program include:

1. Cost of Depreciable Components--the program will

handle up to nine depreciable components. This allows for

the comparison of composite and component depreciation

methods.

2. Salvage Values and Lives of Depreciable Components

3. Land Cost

4. Cost of Personal Property

5. Salvage Value and Life of Personal Property

6. Length of Construction Period in Years

7. Construction Period Interest

8. Construction Period Taxes
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9. Organization Expenses--program provides for pay-

ments over any period from one to five years.

10. Guaranteed Payments to General Partners that are

Deductible when Paid--program provides for payments over

any period from one to five years.

11. Syndication Expenses--assumed paid in initial

year.

12. Rental Revenue per Square Foot of Rental Space

13. Annual Inflation Rate of Gross Revenues

14. Total Square Feet of Rental Space

15. Initial Vacancy Rate

16. Operating Cost Ratio as Percentage of Net Revenues

17. Annual Increment in Operating Cost Ratio

18. Reserve Fund Percentage--representing annual

percentage of cash flows retained for replacement of

personal property and major repairs.

Property disposition variables necessary for program

operation include the following:

1. Selling Price/Selling Price Code--the program

provides for entry of a specific dollar amount or for entry

of a selling price code which indicates one of five pro-

gram assumptions for computing selling price. The assump-

tions available are:

Code = 1, Original cost of real property plus the

adjusted basis of personal property
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Code = 2, Total original cost of buildings, appreciated

land value, and adjusted basis of personal property

Code = 3, Mortgage balance at date of sale

Code = 4, Adjusted basis of buildings and personal

property plus land value after allowing for appreciation

at an annual rate

Code = 5, Appreciated value for all real property plus

adjusted basis of personal property

Only the first three assumptions are actually applied

in this study.

2. Selling Expenses--a dollar amount may be entered

or a ratio which represents a percentage of the gross

selling price.

3. Installment Sale Code--if one, installment method

of reporting taxable gain on sale is assumed; if zero,

program assumes entire gain recognized in year of sale.

4. Down Payment Received from Purchaser--a dollar

amount may be entered; or if zero is entered, the program

will compute the maximum down payment within the limits of

the 30 per cent year-of-sale payment rule provided in the

Code.

5. Length of Installment Period in Years--a five-year

installment period was assumed in this study.

6. Interest Rate on Installment Mortgage
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7. Annual Appreciation Rate of Land Value--required

for use under selling price computations. An 8 per cent

rate was assumed in this study.

Taxpayer variables to be input into the program

include:

1. Taxpayer Status: one = single; two = married

filing jointly; three = married filing separately. Only

status two taxpayers were analyzed in this study.

2. Number of Exemptions--two exemptions were assumed

for applications contained in this study.

3. Adjusted Gross Income--for initial investment year

excluding any income or loss from real estate project. The

program assumes three different investor values for this

variable: $75,000, $150,000, and $350,000. These three

values represent a 50 per cent, 60 per cent, and 70 per

cent taxpayer.

4. Itemized Deductions--in initial investment year.

Any value may be input, but three different values corres-

ponding to three levels of adjusted gross income are

assumed in the study: $12,500, $24,000, and $57,000.

The figures, as well as those for other taxpayer income

and deduction variables, are based on average relation-

ships computed from Internal Revenue Service statistics

for 1976 (2).
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5. Earned Income as a Percentage of Adjusted Gross

Income (before deduction of losses from investment project).

Again, any amount may be input, but three different levels

are assumed in the analysis contained in Chapter V: 0 per

cent, 50 per cent, and 90 per cent.

6. Other Tax Preference Items--In order to compute

the investment's marginal cost resulting from applicable

minimum and maximum tax provisions, the investor's tax

preference items from other sources must be input. In

the applications contained in this study, this amount is

assumed to be a function (24 per cent) of unearned income

(adjusted gross income less earned income). The 24 per

cent figure was computed by analyzing Internal Revenue

statistics for 1976. This percentage relationship was

consistent across the 50, 60, and 70 per cent marginal tax

brackets.

7. Net Investment Income--other than income from the

real estate project being evaluated.

8. Investment Interest--other than any interest pay-

ments applicable to real estate project.

9. Annual Rate of Change in Income Variables--this

rate is applied to all the above income variables. An 8

per cent rate is assumed in the applications analyzed in

this study.
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10. Taxable Income for Three Years Preceding Initial

Investment--this information is not necessary in the cases

assumed in this study, but would be required for an

investor who incurred a personal net operating loss within

the investment's first three years.

Program Description

As can be seen in Figure 2, the main program consists

of four major sections. The return on syndicated real

estate investments arises from three sources: (1) cash

flow from operations; (2) cash flow from tax savings; and

(3) cash flow from the disposition of partnership property.

The computation of these cash flows correspondingly comprise

three of the four sections of the main program. The fourth

major section generates the statistics that result from

analyzing various changes in the tax laws outlined earlier

in this chapter.

Most of the program subroutines provide input for

computations made in one of the four sections of the main

program. However, a few of the subroutines are purely

support programs which may be called by the main program

or other subroutines. Examples of these support programs

include the following:

1. CALC--This program computes the amount of income

tax from the tax rate schedules which are built into the

program in a DATA statement.



104

2. B2MART--This program computes the marginal tax

savings or costs of a change in taxable income from the

project. It is called by the main program in computing

the marginal tax cost of the "investment interest limita-

tion." It is called by the B4BMAX and B4AMAX subroutines

in computing the overal marginal tax costs or savings from

the projects before consideration of maximum tax or minimum

tax.

3. DOMTR--This program must be called prior to

calling the B2MART subroutine. This program is simply a

search program which determines the applicable marginal

tax rate for a given level of income, so that the B2MART

program enters the proper tax bracket in the rate schedules.

The first section of the main program computes the

annual taxable income or loss from the real estate partner-

ship and the annual cash flows from operating the rental

property. Figure 3 is a simplified flowchart of the compu-

tation of taxable income or loss.

Taxable losses during construction years present the

total of deductions for construction period interest and

taxes, points amortization, organization expense amorti-

zation, and guaranteed payments to partners which are not

of a capital nature. Subroutine A3CPA is used under

post-1976 tax law to compute the amortization of construc-

tion period interest. Post-1976 organization expenses are
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Fig. 3--Computation of real estate project's annual taxable income or loss
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amortized over a five-year period, while points are amor-

tized over the loan payment period.

For rental periods, gross revenue assuming 100 per

cent occupancy is first computed using square footage and

rental revenue per square foot data input into the program.

The gross revenue is reduced by a vacancy allowance to

produce actual annual revenue. Annual revenues are also

incremented each year by a constant inflation factor input

into the program (8 per cent for all applications). The

initial vacancy rate for the first year of operations is

input into the program and reduced to 5 per cent by the

third year. Annual revenues are reduced by operating

costs, calculated by multiplying annual revenues by an

operating cost ratio. This ratio is incremented every

five years by an adjustment factor to reflect reduced

efficiency as the building ages.

For commercial projects, the vacancy allowance is

reduced to 5 per cent over a four-year period with about

75 per cent of the reduction occurring after the first

year of the rental period. Since these projects are

assumed to be operated under triple net lease agreements

in this study, operating costs are not incremented. At

the end of each five-year lease period, rental revenues

are assumed to increase by 35 per cent of the preceding

five years cumulative inflation.



107

The operating income, net revenues less operating

costs, is further reduced by depreciation, interest, amor-

tization of construction period interest, points amorti-

zation, and organization expense amortization to produce

the taxable income or loss for each rental period.

Subroutine AlDEP computes annual depreciation expense

using the most accelerated depreciation method allowed by

law for that property if composite depreciation is indi-

cated. The program automatically switches to straight-line

depreciation when this method becomes beneficial. If com-

ponent depreciation is indicated, AlDEP computes depre-

ciation for each component on a straight-line basis. This

subroutine also computes annual "excess depreciation" for

computing preference items subject to minimum tax, double

declining balance depreciation on personal property, and

allowable first-year "bonus" depreciation on personal

property.

Subroutine A2INT computes the mortgage constant,

annual interest expense, and annual principal amortization

for both a first and second mortgage. The maximum prepay-

ment of interest allowed as a current deduction by the

applicable tax law is assumed. As mentioned earlier, the

program is designed to handle special financing arrange-

ments, such as interest only payments, balloon payments,

and refinancing arrangements, which are commonly used in
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real estate syndications. However, the investments analyzed

in this study assume only a standard first mortgage financing

arrangement in order to control the complexity and allow

for results which are considered most generalizable.

Figure 4 illustrates the basic program steps in com-

puting annual cash flows from operations. Some real estate

limited partnerships provide for the general partner to

guarantee a minimum annual cash flow to the limited

partners. The program allows for this arrangement if an

amount is input for guaranteed cash flow percentage (GCFX).

If no amount is entered, this section is not activated.

The amount of taxable income or loss from the real

estate project allocated to each individual partner may

have to be further adjusted for the following reasons.

First, if the project being evaluated is a commercial

project which rents the property subject to a net lease

arrangement, the investment interest limitation may apply

at the partner level to reduce his "usable" loss or increase

his taxable income. Subroutine BlNETL is called to make

these computations if a net lease arrangement is indi-

cated by the code NETL. This subroutine is also activated

when the program evaluates the tax reform which would make

all partnership interest subject to the investment interest

limitation.
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Fig. 4--Computation of cash flows from operations allocated to partner
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The amount of loss from the project which may be

currently recognized by the partner may also have to be

adjusted to reflect the limitation imposed by the basis of

his partnership interest. The main program allows losses

only to the extent of the year-end basis of the partner's

partnership interest, and provides for the carryover of any

portion of the loss disallowed. If the reform code indi-

cating application of the "at risk" limitation is present,

the program does not include the partner's share of the

partnership's non-recourse liabilities in the basis of his

partnership interest. The program additionally provides

for the recognition of capital gain if cash distributions

to the partner exceed the basis of his partnership interest.

An overview of the above program steps is provided in

Figure 5.

Figure 6 gives an overview of the second major section

of the program which is designed to compute the investor's

annual tax savings or tax cost associated with the real

estate project. An initial adjusted gross income (without

investment) figure for the investor is input into the pro-

gram and annually incremented by an 8 per cent inflation

factor. Each year's taxable income or loss from the

project (computed in Section A) is combined with the

adjusted gross income to produce an adjusted gross income

with the investment considered (AGIW). Also, the taxable
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Fig. 5--Computation of partner's taxable income (loss) from real estate project
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TPIW = OTPI CGDED & E without investment

ARE SUBJECT TEDSH = Partner's share of excess

TO ALTERNATIVE depreciation

+ CGDED MINIMUM TAX CGDED = Capital gain deduction
E = excess itemized deductions

34BMAX AMTS = marginal tax savings or cost

UBROUTINE due to the investment
XMXTC = Loss of maximum tax benefit

CALL APPLICA- due to the investment
BLE SUBROUTINE XMNTC = Minimum tax cost due to the
TO COMPUTE JACT investment
AMTS & XMXTC L l CFTS Cash flow from tax savings for

(see B- Chart2or3 D4AMAXthe year
UBROUTINE JACT Tax structure

1 = pre-77 law
2 = post-76 law
3 = with reforms

CALL APPLICA-
BLE SUBROUTINE JACT
TO COMPUTE
XMNTC
isee B-2 Chgrjt 2 or 3 BMIN

I ) SURROUTI NE

CFTS = AMTS
-XMXTC

TO D Chart

Fig. 6--overview of computation of annual tax 8avingo or cost from real estate project.
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portion of any capital gain on distribution or capital gain

on sale is included in AGIW. Taxable income for the

investor is then computed by deducting exemptions and

itemized deductions. As with adjusted gross income, an

initial value is input for itemized deductions and then

annually incremented by the inflation factor.

The program next computes tax preference items

according to the appropriate tax structure. Then the

appropriate subroutine is called to compute the annual

marginal tax savings or cost of the investment and the

increase or decrease in maximum tax benefit. B4BMAX per-

forms these operations for pre-1976 tax law while B4AMAX

does the same for post-1976 tax law and various reform

tax structures. The basic operation of these subroutines

is illustrated in Figure 7. In each of the subroutines,

the computer makes two passes for each year of the invest-

ment. In the first pass, earned taxable income and the

corresponding tax liability for the year assuming appli-

cation of maximum tax provisions are computed as if there

was no real estate investment. The second pass performs

the same computations after adjusting taxable income and

tax preference items to reflect the investment activity.

The loss (or gain possibly) of maximum tax benefits due to

the investment is calculated by finding the difference

between "earned taxable income without the investment" and
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B-1

Call Z 2 or Call

B4BNAX JACT B4AAX

Subroutine Subroutine

TPA = TINO

TPIWO/5 ((HI/AGI)*

TIWO) -TPIWO

yes In no A .
A>TPI (ETIOO - BLX)

xm=xm XM Call CALC to

TPIW - compute B,

?PA -$6;0 $30,000 tax on TIW

ZTIWO Call CALC to

0 
compute C,

WO)/GI*txonEIO

XMXTWO = A

A = .5* + (B - C) +

(ETIWO -BLX) BT

ReetAbove Computa-
Call CALC to tions substituting:
compute B, TPIW for TPIWO

tax on TIWO AGIW for AGI
TIW for TIWO
ETIW for ETIWO

Call CALC to XMTAfrX~~-

compute C, I

tax on IBIOu ETIWO

- ETIW

XNXTWO - A +

(B - C) + BTX

Compute margi,..
nal tax(TC)

Repeat above computa- on uu using
tions substituting: B2MART

TPIW for TPIWO

AGIW for AGI

TIW fo TIWO

ETIW for ETIWO XMXTCA=

XMXTWB for XMXTWO TC - (.5 uu)

uu = ETIW

-ETIW 7 

o9

Compute margi-
nal tax(TC) on
uu with B2MART

XMXTCB =

TC -(5uu)

JACT Tax structure
1 pre-77
2 -post-76
3 - with reform

TPA Average tax preference items
for recent five-year period

TPIWO = Tax preference items without
investment

rs - Excess of tax preference items
over exemption

*I w Earned income
AGI Adjusted gross income without

investment
AGIW Adjusted gross income with

real estate investment
TIW = Partner's taxable income with-

out investment
TIW Partner's taxable income with

real estate investment
STIWO Earned taxable income without

investment
ETIW Earned taxable income with real

.state investment
LX = lTax bracket level of income for

a 50 percent taxPayer;
"40,200 for married filing jointly
$05,200 for single

RT= Tax on income below 50 percent
iAx bracket;

3,290 tor married filing jointly
$18,060 for single

XXoC=---Tax liability without invest-
ment, using maximum tax

7; Tax liability with investment
using maximum tax rules under
pre-1977 tax law

= ax liability with investment
using maximum tax rules under
post-1976 tax law
loss or gain in maximum tax
benefits due to investment,
pre-1977 tax law

A loss or gain in maximum tax
benefits due to investment,
post-1976 tax law

Fig. 7--Computation of annual tax liability and loss of maximum tax benefits
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call call
533CINTtACTaxsrutr

Subroutine r Subroutin'

3witith efor

withO -tx ren ie fo sr
project rtjrct JACTelstpr c

no yes yes no

Ty-TPexssOdleprIecaTPIiOTPIrTPIeaTPIlpOrPr
+ 9D + DP+xc+es 

+ m OTPI - -CGduD -

+c+pit+alg+CGaDineCGduDct+i + Dim

c eoTIitPI-
Tgua l itfgreaterrof

-ud$30,r e eg r RTL or+RTL +TLCW $109000

JACT im tax strUCtUr t
Ia pre-77

MINT .MINT =2 a post-76
.1 * TIT- U Z 3 a3 awithareform

Tpi s tax preference items
omT m tax preference items from sources

other than real estate project
mEDu excess depreciation on real property

UTO 
E: nvexcess itemized deductions

Ift CGDRD a capital gain deduction
alvliab "Spro sect HT1- income subject to minimum taxappliableRTL - regular tax liability for year

TWCO - unused carryover of regular tax
liability from previous years

with aMINT - minimum tax for the year
prwiojt aXNWO XMNTWA XHNTWO = minimum tax liability without

MINTMIN real estate project considered
= IN =MIT XM"&%M - minimum tax liability with real

estate project under pre-77 law
XMNTWA - minimum tax liability with real

XMWTWOestate project under post-76 law
XM'rC8a minimum tax cost of real estate

n MINT a MINT XiGNTChinvestment-under pre-77 law
XMTCA i minimum tax cost of real estate

XMNMinvestment -under post-76 law

XMNfTCB =
L4XMNTWB - compute 3

XMTWOAlternati e JACT
XMNTWO Minim==Ta

I or 2

Fig. 8--Computation of minimum tax cost of real estate investment
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programs. The computer makes two passes; the first one

computing the annual minimum tax assuming no investment,

and the second pass doing the same after adjusting tax

preference items to reflect the investment results. The

minimum tax cost of the investment is simply the difference

between the "with investment" and "without investment"

values.

The B3AMIN subroutine also incorporates the "alterna-

tive minimum tax" provisions of the Revenue Act of 1978.

This part of the program is activated when the proper

reform code is present on the "JACT = 3" (reform) pass

through the program. The program then compares the com-

puted alternative minimum tax with the sum of the regular

tax liability plus the "add-on" minimum tax to determine

which tax represents the final liability for the year.

Figure 9 provides an overview of the program steps

involved in computing the taxable income and the cash flow

from the sale of partnership property. All projects

analyzed in this study are assumed to sell the property

in the year JD + 1 (JD is the length of the investment

period--eight, twelve, or sixteen years) and report the

gain over a five-year installment period.

The first step in the sales portion of the program is

to compute the adjusted basis of partnership property at

the end of the investment period. Any unamortized
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C

-1 -
Compute
Total

Adjusted
Basis Of
Property

Compute
Selling
Price

compute
Gain On
Sale

c-2 I

Apply
Installment

Sale
Provisions

C-3 I

Compute
RecapturA
Of Excess

Depreciation

C-4

Compute Portion
Of Each

Installment
OIOS & CAPG

C-5

Compute
Cash Flows
From Sale

To D

Fig. 9--Overview of Computation of Taxable Income and Cash
Flows from Sale of Partnership Property.
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construction period interest, organization expenses, and

loan points, in addition to the adjusted basis of real and

personal property must be included in the total adjusted

basis of partnership property. The selling price is then

computed using one of the three options described earlier

in this chapter. The gain is then determined by sub-

tracting the total adjusted basis of partnership property

from the gross selling price less selling expenses. These

steps are summarized in Figure 10.

Figure 11 illustrates the installment sale computations

performed by the program. First, the total contract price

for determining the profit ratio to be applied to each

installment must be computed. If the balances of partner-

ship mortgages exceed the total adjusted basis of partner-

ship property, which is often the case in syndications

using accelerated depreciation methods, then the total

contract price is the difference between the gross selling

price and the total adjusted basis of the property; other-

wise, the total contract price is the difference between

the gross selling price and the mortgage balance.

The program computes the maximum down payment, 30 per

cent of the gross selling price, allowed under the install-

ment sale provisions. Any excess of the mortgage balance

over the adjusted basis of partnership property is treated

as payments received in the year of sale. Thus, if this
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C-1

JACT 2 or 3

TAB = LC + AB
TAB=LC + AB + ABPP + SYNEX
+ ABPP + SYNEX + CPIBAL +

OEBAL + PTSI

SP= TPC LC 1 ale 2SSP +LC Price SP =ALPiBAL +
+ ABPP + Codce P2BAL
UNAMTZ Code

3

SP TAB +
LC*

TSP SP - SE

G= TSP - TAB

To C-2

JACT - tax structure; 1=pre-1977;
2-post-1976; 3=reform

TAB total adjusted basis of all
partnership assets

LC = original land cost
AB = adjusted basis of depreciable'

real property
ABPP = adjusted basis of personal

property
SYNEX = capitalized syndication costs
CPIBAL = unamortized balance of con-

struction period interest
OEBAL = unamortized balance of organi-

zation costs
PTSI = unamortized loan points
UNAMTZ = SYNEX + CPIBAL + OEBAL +

PTSI
SP w selling price of partnership

property
P1BAL = balance of first mortgage at

date of sale
P2ALw balance of second mortgage

at date of sale
LC* = land cost appreciated by annual

inflation factor to date of sale
TSP = net selling price
SE = selling expenses
G = gain on sale of partnership

assets

Fig. 10--Computation of Gain on Sale of Partnership Assets
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C-2

Call Inst.
CIRCAP Sale?

Yes

es Is
TCP SP-TPX e X TAB?

R -G/C

No

-DP =. 3 x SP TCP SP-TAB

EQUITY w SP-
TPX

MXS =TPX-TAB

s
Call 0 MGXS
ClRCAP . 3xSP

Yes

DP = (3 x SP)
-MGXS

nG SP-TPX-DP

PR = G/TCP

b

MOP MG /

( 1-(( 4RG)g

TINTMG = MG x
RMG

PAMG - hOP -
TINTMG

MG = MG - PAMG

XINTMG m PLXS
x TINTMG

TO C-3

TPX = total mortgage balance
TAB = total adjusted basis of partnership assets
TCP m total contract price
SP = gross selling price of partnership assets
DP = down payment in selling price
EQUITY = equity interest in property sold
MGXS = excess of mortgage balance over total

adjusted basis
ClRCAP = subroutine which computes recapture

of excess depreciation
MG = installment mortgage balance
PR = profit ratio
G = gain on sale of partnership assets
MDP = annual mortgage constant for installment

mortgage
F4MG = interest rate on installment receivable
MGP a installment period
TINTMG = interest income or installment

receivable for year
PAMG = principal amortization on installment

mortgage
XINTMG = interest income allocated to individual

partner

Fig. 11--Installment Sale Computations
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excess exceeds 30 per cent of the gross selling price, the

program disregards further installment sale computations

and recognizes the entire gain in the year of sale. The

program computes the five-year mortgage constant and the

portion of each year's payment treated as gain on sale,

interest income, and principal amortization.

The next step in the sales section of the program is

to call the ClRCAP subroutine to determine the portion of

any gain subject to recapture and treatment as ordinary

income. Figure 12 summarizes the recapture computations

performed by ClRCAP. Figure 13 represents the computations

necessary to divide each year's payment into ordinary

income and capital gain.

Figure 14 simply represents the computation and allo-

cation of annual cash flow from the sale to the individual

partner.

Figure 15 outlines the final section of the program

which sums the annual cash flows from the three sources:

operations, tax savings, and sale. The total of each year's

cash flows from the investment project is then input into

the STATS subroutine which computes the investment's net

present value, profitability index, modified internal rate

of return, average rate of return, and payback period.

The IRR subroutine is called to compute the invest-

ment's internal rate of return. The program represents a
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C-3

If G > ED,

RG ED,

else RG =G

'3 t =Inesetcd

S JACT 3 JER()yes

1 = o-noe osn1e

l2 no
Sor 5 or 6 1

IKODE

RG c=AD
3 or

4

o no If RGi G,i
MC > 20 MC > 100 or2 IKODE RG = G

yes yes > 2

JACT Tax structure

R= RG - R = RG - ifp = pre-77
2 = post-76

(MC - 20) ((MC - 100) 3 = with reform
*RG)* RG) IECDE= Investment code

1 = low-income housing~new
2 = low-income housing,old
S= multi-dwelling ousing,new
4 = multi-dwelling housing,old
5 = commercial new

if SP > 0C, 6 = commercial,old

RECAP= R -NC -= holding period of property, in
(SP - 0C)8,mo.nths

S= gain on sale of property
else,RECAP R AD = accumulated depreciation on

property-
ED = excess depreciation

-RG = gain treated as ordinary income
(To C- 4 SP = selling price of property

OC = original cost of property

Fig. 12--Recap!ture computations. performwed in CIRCAP subroutine
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C-4

RECAP from
ClRCAP

Subroutine

OG = RECAP
x PLXS

GAINJD = (PR
x (DP + MGXS))
x PLXS

OIOS(JDl) = OG

OIOS(JD1) yes bOG>GAINJ
=GAINJD

CGOS (JD1) =
GAINJD -
OIOS (JD1)

OG = OG -

OIOS(JD1)

b

b

GAIN = (PR
x PAMG) x
PLXS

OIOS(YR) = OG

IS yes OIOS(YR)

OG>GAIN GAIN

no

OG = OG
OIOS (YR)

CGOS(YR)RECAP =amount of gain recaptured as
GAIN -OIOS(YR ordinary income

OG = ordinary income part of gain
PLXS = ratio for sharing in gains

or losses on sale
GAINJD = gain recognized in year

To B of sale
PR = installment profit ratio
DP = down payment on sale

GXS = excess of outstanding mort-
gage balance over total
adjusted basis of partner-
ship property

OIOS(JDI) = ordinary income portion
of gain recognized in
year of sale

GAIN = total gain recognized in
each remaining installment
year

PAMG = principal amortization on
installment mortgage for the
year

OIOS(YR) = ordinary income portion
of gain recognized in
installment year

CGOS(YR) = capital gain portion of
gain recognized in
installment year

Fig. 13--Computation of each installment payment treated as ordinary income, capital
gain, interest income, and principal amortization.
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C-5

TCFOS =

DP - SE

yes >J1 no

CFS(YR) = CFS(JDl) =

MOP x CFXS TCFOS x CFXS

To D

TCFOS = Total cash flow in
year of sale

DP = Down payment received on
installment sale

SE = Selling expenses
J = Year of investment period
JDl = Year of sale
CFXS = percentage of cash flows

CFS(JDl) = cash flow allo-
cated to partner in year
of sale

CFS(YR) = cash flow from
installment collection

MOP = Annual payment on in-
installment mortgage

allocated to partner

Fig. 14--Computation of cash flow from sale of property.
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D

yes J > JD?

no

TCF =CFO
+ CFTS + TCF= CFO
CFS + CFTS

Call STATS
subroutine;
compute: PI,
mODIRR, AVGROR'
PBP

rall IRR
subroutine,
ompute: IRR

Fig. 15--Computation of
profitability measures.

J = year of investment period
JD = final year of rental period
TCF = total annual cash flows

attributable to real
estate project

CFO = annual cash flow from
operations allocated to
partner

CFTS = annual cash flow from tax
savings or cost

CFS = annual cash flow from sale
of partnership assets

PI = profitability index
MODIRR = modified internal rate

of return
AVGROR = average rate of return
PBP = payback period
IRR = internal rate of return

total annual cash flows and various
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slightly modified version of one contained in a text on

numerical methods and FORTRAN programming by Thomas McCalla

(3, p. 111). The program incorporates the Birge-Vieta

algorithm for finding the roots of an nth degree polynomial.

The internal rate of return is simply that rate which

equates the present value of all cash flows with the

initial cash investment as indicated by the following

relationship:

CFt
Io = t-l t

(l+ r)

where:

10 = initial cash investment at time 0

CFt = cash flow from investment in period t

t = investment period

r = internal rate of return

In order to utilize the Birge-Vieta algorithm, the above

relationship first had to be redefined in the following

form as an nth degree polynomial in X:

Pn(X) = a0Xn + a1Xn-l + ... + an-lX - an

where a0 is equal to one, a1 through an-1 are equal to the

i th period cash flow divided by the cash flow of the last

period, an is equal to the initial investment divided by

the final period cash flows, n is the length of the invest-

ment period including the installment period, and X is the

discounting factor, (1/(1 + r)) (1, p. 72).
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The program is set in motion by providing an initial

estimate of a single root of the polynomial equation. The

reciprocal of the payback period computed in the STATS

subroutine is used as the initial estimate of the internal

rate of return, r. This estimate is then converted to root

form by plugging r into the following equation:

X = 1
1 + r

The program then applies the Newton-Raphson iterative

formula:

Pn(X.)
X. =X. - 1i+1 i Pn(X1 )

to find an improved approximation of the root (3, p. 107).

Iterations of this equation are continued until the

difference between Xi and Xi+1 is .001 or less. The root

is then converted to an internal rate of return, r, with

the following formula:

If after a predetermined number of iterations there is no

convergence, the program prints out a warning message.

Since there may be multiple roots and, thus, multiple

internal rates of return where there are sign changes in

cash flows over the life of the investment, the program

provides for a computation of multiple roots.

When this occurs, the IRR with the smallest positive

value is selected by the program as the valid internal
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rate of return. If no non-negative value is found by the

program, a warning message is again produced.

Three hundred and twenty-four pcrameter sets were

earn evaluated under twenty different tax structures as

illustrated in Figure 1. Several sections of the program,

as a result, do not actually represent part of the valuation

model, but were necessary to perform the mechanical opera-

tion of changing parameter values and the assumed tax

structure. A system of counters was utilized to perform

this function as indicated in Figure 16.

Description of Output

The program produces a single page of output, as

shown in Figure 17, for each parameter set evaluated. The

description at the top of the page indicates the assumed

values of the variables of interest for the particular

parameter set. As the illustration Chows, the program

produces the six profitability measures discussed earlier

under each of twenty different assumed tax structures.

The headings indicating the specific tax structure corres-

pond to those contained in Figure 1, which presents an

overview of the study.

In addition to the profitability measures, the pro-

gram also prints out the percentage change in each of the

profitability measures caused by a change in the tax
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Start

Initialize
Counters
KOUNT = 0

Values Read In
Or Internally
Generated For
Initial Para-
Peter Set

Increment

Parameter Set
Counter

KOUNT=1KOUNT+
COUNT = 0

Increment
Tax Structure

Counter

ICOUNT-ICOUNT+l

Parameter Set
Is Evaluated
Under Specified
Tax Structure

(Compute Return
Measures)

No Is

SCOUNT=21?

'---! -Yes

Change Value 01
One Program
Variable to
Create a New

Parameter Set

KOUNT-216

STOP

KOUNT = counter for parameter sets.
For each type of real estate
project, low-income housing,
multi-dwelling, or commercial,
216 different parameter sets
are evaluated.

ICOUNT = counter for tax structures.
Twenty-one possible tax
structures are assumed. If:
ICOUNT = 1; Pre-76 Law
ICOUNT = 2; Post-76, Pre-79

Law
ICOUNT = 3 to 11; Pre-76 Law

plus some specified
provisions of 1976
Tax Reform Act

ICOUNT = 12; Post-76 Law
ICOUNT = 13 to 21; Law under

different assumed
reform proposals or
combinations of
proposals

Fig. 16--Overview of program application
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TYPES NEW NULTI-ORELLING HOUSING
HOLDING PE6ICOS 16 YEARS
MARGINAL TAX RACKETS T
EARNED INCOME AS X OF A611 103

VARIABLE SET a 2S

FILING STATUS$ MARRIED FILING JOINTLY
OTNER AX PREFERENCE TENS 24X OF AGI
SELLING PRICES 0P1I0% 2
ComPONENI DEPRECIATIOMS OPTION 1

PE- TRA Of 76 ACT 76 ACT 76 ACT If ACT 76 act 76 ACT 76 ACT 76 ACT
.111. .. a I WA .11' 471 ...

PROFITABILITY
INDEX (P I

INTERNAL RVE
OF RETURN 4IRRS

MODIFIED TRR

AVERAGE ROR

PAYSACK PEalco

x CHE IN P1 *

2 CR6 IN IRR

x CHG IN
MODIFIED IAN

& CMG IN
AVERAGE ROR -

2 CR6 in
PAYSACK PERIOD

PROFITASILITY
INDEX (PIP

INTERNAL RATE
OF RETURN IARS

MODIFIED IRA

AVERAGE ROR

PAVOACK PERI00

2 CR6 IN P1 00

s CRG In IRA

x CHG IN
MOOTFTED IRA

x CH6 lN
AVERAGE ROR

I CR6 In

1.167 0.925 1.066 1.071 1.152 1.166 1.130

0.14*

0.115

0.299

7.0

0.0

0.0

0.087

0.095

0.260

11.0

-0*207

-0.409

0.11*

0.10*

0. 306

.o

-0. s

-0.230

0.116

0.107

0.301

10.0

-0.002

-0.216

0.141

0.113

0.300,

7.0

-0.013

-0.050

0.148

0.115

0.300

7.0

-0.000

-0.002

0.135

0.112

0.291

s.0

-0.031

-0.065

0.0 -0.174 -0.095 -0.069 -0.024 -0.000 -0.031

0.0 -0.065 0.014 0.005 0.002 0.001 -0.026

0.0

1978
AciL..

0.571

CARTER

L1aloL

0.143

REFOR"N
.--L-

0.955 0.791 0.617

0.093

0.097

0.309

10.0

0.032

0.060

0.069

0.065

0.251

17.0

-0.146

-0.226

0.073

0.067

00261

17.0

-0.117

-0.165

0.020 -0.105 -0.063

0.104 -0.102

PAVUACK PERID -0.091 0.545

0.005

0.545

0.429

REFORM
- 12L

0.0

REFORM

-iL u

0.0

REFORM
-mv&ll-

0.143

REFORM

-1A

1.167 1.143

0.146

0.115

0.299

7.0

0.0

0.0

0.0

0.143

0.113

0.276

7.0

-0.020

-0.031.

0.0

0.0

0.0

0.0

0.0

0.0

0.0

0.0 -0.077 0.0

0.0

REFORM
.. 1L.

0.0

REFORM
-LI'-

0.0

REFORM
... UL

0.925 0.922 0.665 0.671 0.927 0.930 0.950

0.007

0.095

0.260

11.0

0.0

0.0

0.087

0.095

0.276

11.0

-0.004

-0.006

.076

0.091

0.237

12.0

-0.065,

-0.129

0.076

0.092

0.226

11.0

-0.059

-0.130

0.06

0.095

0.280

10.0

0.002

0.003

0.04

0.096

0.261

10.0

0.005

0.009

0.0 -0.002 -0.043 -0.034 0.001 0.003

0.0 -0.005 -0.154 -0.192 ' O.002 0.005

0.0 0.0 0.091 0.0 0.091 -0.091

0*092

0.097

0.306

11.0

0*026

0.051

0.017

0.100

0.0

Fig. 17--Sample output produced by the RETAX valuation program

d EARNED INCOMES
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structure. The effect of changes in the 1976 Tax Reform

Act are all computed relative to the Pre-TRA (pre-1976

Tax Reform Act) value for the profitability measure.

The effects of the Revenue Act of 1978, Carter's tax pro-

gram, and the eight other proposed tax reforms are all

computed relative to the value shown for profitability

measures under the column labeled TRA of 1976.

In addition to the output produced for each parameter

set, the program also produces thitty-four tables of

summary statistics. These tables average each profit-

ability measure and per cent change measure across:

1. Housing type without component depreciation--

2 tables

2. Housing type with component depreciation--2

tables

3. Housing type by marginal tax rate of investor with

and without component depreciation--12 tables

4. Marginal tax rate across all housing types by

selling price assumption--6 tables

5. Marginal tax rate across all earned income levels

by selling price assumption--6 tables

6. Selling price assumption--6 tables

These summary statistics aid in the analysis of the data

and the generalization and presentation of the valuation

results.
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CHAPTER V

PRESENTATION AND DESCRIPTION OF RESEARCH RESULTS

The valuation model described in Chapter IV was used

to evaluate the impact of the Tax Reform Act of 1976, the

Revenue Act of 1978, and other proposed reforms on invest-

ments in two types of real estate syndications: (1) new

multi-dwelling housing projects, and (2) new commercial

projects. As described earlier, for each type of invest-

ment, 162 different parameter combinations were produced

by allowing each of the following "variables of interest"

to assume three possible values: marginal tax bracket,

earned income as percentage of adjusted gross income,

investment holding period, and the selling price of the

property. Additionally, two possible depreciation methods

were assumed.

The following return measures were produced for each

parameter set: profitability index based on a 10 per cent

discount rate, internal rate of return, modified internal

rate of return, undiscounted average rate of return, and

the payback period. These return measures were then

averaged across relevant variables, such as marginal tax

rate, earned income level, selling price assumption, and

depreciation method used. The detailed results for

133
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individual parameter sets and the summary statistics

produced provide the basis for the discussion in this

chapter. Tables and graphs are provided to aid in pre-

senting and explaining the results of the study.

The bulk of the analysis will refer to the impact of

the tax reforms on the profitability index and the internal

rate of return. Changes in the modified internal rate of

return, for the most part, closely paralleled changes in

the profitability index. The impact of tax law changes on

the two return measures which ignore the time value of

money, the average rate of return and the payback period,

will be discussed separately.

Much of the evaluative discussion will focus on those

investments held for the longest assumed holding period,

sixteen years. The rationale for this presentation is that

these investments were the most profitable. The two other

holding period assumptions produced lower returns for every

parameter set, but indicated little additional evidence as

to the relative impact of the tax laws on different tax-

payer classes. The effect of the holding period on the

investment and the impact of tax law changes on investments

held for twelve and eight years will be analyzed in a

separate section.
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Impact of Tax Reform on Investments

in New Multi-Dwelling Housing

The various investment, operating, financing, property

disposition, and taxpayer variables which are considered in

the valuation model were described in Chapter IV. Approxi-

mately fifteen offering circulars or prospectuses for new

multi-dwelling housing syndications were analyzed to deter-

mine realistic values to be placed on the variables.

Internal Revenue statistics were also analyzed to insure

the consistency in the relationships between taxpayer

variables--such as the amounts of itemized deductions and

tax preference items for an investor in the 70 per cent

tax bracket.

The values assigned to relevant variables for the

"apartment house" project analyzed in this study are

summarized in Table III. Particularly note that the

investor is assumed to invest an amount consistent with

his income level. Thus, in this analysis, the 50 per cent

marginal tax rate investor is assumed to purchase a 2 1/2

per cent share in profits, the 60 per cent investor a 5

per cent share, and the 70 per cent investor a 10 per cent

share. The author feels that assuming investment levels

proportional to income levels produces more meaningful

and comparative results as to the impact of tax reform

on different taxpayer groups.
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TABLE III

NEW MULTI-DWELLING HOUSING INVESTMENT
PARAMETER VALUES

Type of Variable Value of Variable

Investor's Tax Bracket

Investment Variables 50% 60% 70%

Equity Investment
Year 1 $10,000 $ 20,000 $ 40,000
Year 2 23,750 47,500 95,000
Year 3 11,250 22,500 45,000

Profit/loss sharing ratio
for operations and on
sale 2 1/2% 5% 10%

Cash flow ratio for
operations and sale 2 1/4% 4 1/2% 9%

Investor's Tax Bracket

Taxpayer Variables 50% 60% 70%

Adjusted gross income
before investment,
Year 1 $75,000 $150,000 $350,000

Itemized deductions,
Year 1 12,500 24,000 57,000

Other tax preference items
as per cent of unearned
income 24% 24% 24%

Other investment income as
per cent of unearned
income 83% 71% 74%

Other investment interest
as per cent of unearned
income 6% 6% 6%

Number of exemptions 2 2 2
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TABLE III--Continued

Type of Variable Value of Variable

Financing Variables Value of Variable

Principal, first mortgage $4,300,000

Interest rate on first
mortgage 10%

Interest rate on construc-
tion period loan 12%

Loan origination fee $ 172,000

Loan amortization period 30 years

Loan payment period 30 years

Operating Variables Value of Variable

Life/ Salvage
Depreciable Property Years Cost Value

Total depreciable real
property 40 $4,100,000 $410,000

Components
#1 45 1,560,000 156,000
#2 30 94,000 9,400
#3 25 316,000 31,600
#4 20 1,714,000 171,400
#5 15 336,000 33,600
#6 10 80,000 8,000

Personal property 8 100,000 0
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TABLE III--Continued

Type of Variable Value of Variable

Other Operating Variables Value

Land Cost

Construction period

Syndication expenses

Organization expenses
Year 1
Year 2

Guaranteed payments to general
partner, currently
deductible
Year 1
Year 2

Revenue per square foot

Square feet of rental space

Vacancy allowance
Year 1
Year 2
Remaining years

Annual inflation rate for
rental revenue

Initial operating cost
percentage

$745,000

2 years

$ 36,000

$182,000
107,000

$ 67,500
97,500

$ 3.30

165,000

20%
10%

5%

5%

43%
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Impact of the Tax Reform Act of 1976

The research results demonstrating the impact of the

Tax Reform Act of 1976 on new multi-dwelling housing

investments are presented below in four sections: (1) the

overall impact; (2) the impact by marginal tax rate group;

(3) the impact by taxpayer earned income level; and (4)

the impact of specific provisions contained in the 1976

Act. In order to avoid confusion in the interpretation of

the results, the reader should keep in mind that when dis-

cussion refers to a decrease in a return measure by a

certain percentage, the change indicated is a relative

one, not an absolute one. If an absolute change in a

measure (such as the internal rate of return) is referenced,

the narrative will refer to the decline in "points." For

example, if a tax provision causes a fall in the internal

rate of return from 8 per cent to 7 per cent, this may be

referred to as either a 12 1/2 per cent decline or a

decrease of one point.

Overall impact.--The impact of the Tax Reform Act of

1976 on the five measures of profitability used to evaluate

the new housing investment previously described is pre-

sented in Table IV. The measures presented in this table

represent averages of all eighty-one parameter sets for

which accelerated depreciation was used in computing

the housing project's taxable income. Thus, this table
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indicates the effect of the 1976 Act across the following

variables--investor's marginal tax rate, investor's earned

income level, investment period, and assumed sales price at

the disposition date of the investment.

The Tax Reform Act of 1976 decreased the profitability

index for the "typical" new-housing syndication project

modeled in this study by an average of about 18 per cent,

from .877 to .720. The modified internal rate of return,

whose movement usually paralleled that of the profitability

index throughout the study, fell by approximately 12 per

cent, from 8.0 per cent to 7.0 per cent. An overall average

for the internal rate of return could not be computed,

since no real roots (rates) could be found for many of the

investments for which the assumed selling price of partner-

ship property was the mortgage balance on the date of

disposition. Due to the pattern of cash flows for some

of these investments, only imaginary roots were produced,

which meant that no internal rate of return could be com-

puted. The average decline in the internal rate of return

for investments under the two more profitable selling price

assumptions was approximately 27.3 per cent. The change

in the internal rate of return throughout the study was

consistently more volatile compared to the other measures.

This is not surprising considering the compounding effect

of the reinvestment assumptions inherent in this measure.
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The average payback period of the housing investments

lengthened from an average of nine years under pre-76 law

to 11.7 years after the passage of the Reform Act. Intui-

tively, the increase would be expected due largely to the

1976 Act provisions which limited front-end deductions.

The effect of these provisions will be examined further

in a later section of this chapter.

The average rate of return, which does not take into

consideration the time value of money, remained relatively

unchanged, with the average dropping only one-tenth of a

point from the pre-76 average of 10.1 per cent. The impli-

cations of relying on this return measure in making

investment decisions will also be investigated in a later

section of this chapter.

The discounted cash flow measures, as well as the pay-

back period, all indicate that the Tax Reform Act of 1976

did have a substantial impact on the return to be earned

by investors in syndicated new multi-dwelling housing

projects. Of course, these effects assume no change in

revenue-cost relationships due to shifting market forces.

Whether rents can be or have been increased enough to

offset profitability declines resulting from tax law

revisions is a question beyond the scope of this study.

Table V indicates the average impact of the Tax

Reform Act of 1976 on the 70 per cent marginal tax rate
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investor having only 10 per cent earned income. This table

also illustrates the impact of other tax reforms and pro-

posed measures which will be discussed later in this

chapter. The table is presented at this time in order to

give the reader a perspective as to the size of the profit-

ability measures under the most beneficial combination of

variables evaluated in the study. The table will be

referenced again in later discussion.

Impact of 1976 Tax Reform Act by marginal tax rate.--

To illustrate the impact of the 1976 Act on different tax-

bracket investors, data is presented based on parameter

sets which assumed the most profitable selling price. The

results of the other parameter sets indicating the relative

impact of the tax changes by marginal tax rate were con-

sistent with the data presented.

Figure 18 illustrates the profitability indexes for

taxpayers in the 70 per cent, 60 per cent, and 50 per

cent marginal tax brackets under three tax structures:

the pre-77 tax structure; post-76, pre-78 tax structure;

and the post-78 tax structure. Prior to the 1976 Act the

profitability index for the "average" 70 per cent investor

was 1.025 or about 4.3 per cent higher than the .982

index for a 60 per cent investor, and about 5.2 per cent

greater than the index of .974 for a 50 per cent taxpayer.

The 1976 reforms had the most dramatic impact on the



145

MTR
0 0

76 Act 78 Act
________ &

50% -13.7 +3.2

060-60% -16.0 +5.8

Og 70% -17.5 +5.0

SOg

1976 Act Post
76

1978 Act Post
78

TAX STRUCTURE
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70 per cent tax bracket investor, decreasing the profit-

ability index by 17.5 per cent, to a level less than 1

per cent greater than the returns earned by the two lower

tax bracket investors. Additionally, the average return

for a 50 per cent bracket investor was actually greater

than that for a 60 per cent bracket investor as shown in

Figure 18.

Under pre-77 law the internal rate of return for a

70 per cent taxpayer averaged 10.5 per cent or about 17

per cent more than the 50 per cent taxpayer. Under the

post-76 tax structure, the average internal rate of return

is 6.8 per cent for the 50 per cent bracket investor com-

pared to 6.5 per cent for a 70 per cent investor and 6.3

per cent for a 60 per cent investor. The reasons for this

reversal in relationships between tax brackets will be

explained in later discussion of the specific provisions

contained in the 1976 Tax Reform Act.

Thus, the 1976 Tax Reform Act apparently had a two-

fold effect of significantly decreasing the profitability

of what traditionally have been considered "tax-sheltered"

real estate investments and eliminating, if not reversing,

much of the differential and preferential treatment his-

torically available to higher tax bracket investors.

Impact of 1976 Tax Reform Act by earned income level.--

Three different levels of earned income (stated as a
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percentage of adjusted gross income), 10 per cent, 50 per

cent, and 90 per cent were assumed in this analysis. The

measures presented for each earned income level are averaged

across marginal tax rates and investment periods. Figure 19

presents the effect of the Tax Reform Act of 1976 and the

Revenue Act of 1978 on the three "earned income" taxpayer

groups.

Figure 19 graphically illustrates that the 1976 Act

had the most significant impact on the taxpayer whose

earned income comprised only 10 per cent of his total

income. The 17.4 per cent decrease in the profitability

index virtually eliminated the advantageous profit position

of the 10 per cent earned income investor relative to a

50 per cent earned income taxpayer. Prior to the 1976

Act, the former taxpayer's profitability index had been

about 4 per cent higher, while the internal rate of return

was approximately 14 per cent greater. These margins

were completely eliminated by the 1976 changes in the

tax law. The 50 per cent earned income investor obviously

suffered relatively less from reform, with the profit-

ability index falling only 14.2 per cent, and the internal

rate of return dropping about 27 per cent compared to a

34 per cent decline for the average 10 per cent earned

income investor.

The 90 per cent earned income investor suffered second

most from the 1976 reform measures. The profitability
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index declined 15.7 per cent, while the internal rate of

return fell 30 per cent from 9.4 per cent to 6.6 per cent.

Thus, the 90 per cent earned income investor "gained" rela-

tive to the 10 per cent earned income taxpayer, but lost

ground to the investor whose income arises equally from

earned and unearned sources.

The explanations for these relative changes can be

seen by examining the impact of specific provisions con-

tained in the 1976 Act. The discussion of these provisions

is presented below after briefly reviewing the effect of

the 1976 reforms on investments with different holding

periods.

Impact of 1976 Tax Reform Act by investment period.--

Although all possible investment periods were not examined

to determine the holding period which would maximize the

investment return, the analysis did clearly show that the

sixteen-year holding period was preferable both before

and after the 1976 Reform Act. Figure 20 indicates that

the sixteen-year holding period produced a greater return

than the twelve-year period, while both of these were more

profitable than the eight-year holding period. The abso-

lute advantage of the longer investment periods did

decrease slightly as a result of the 1976 Act, but the

basic pre-77 relationships remain unchanged.
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Fig. 20--Impact of tax reform legislation on new
housing investments by length of investment period.
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Of course, these results are obviously based on the

model's assumption of a reasonably successful rental

project which produces positive cash flows from operations.

It is this factor which primarily accounts for the rela-

tionships described above, not the tax benefits involved.

Also, under the least advantageous selling price assumption,

a significant negative cash flow occurs in the last year of

the investment period. The longer investment period would

defer the tax liability arising from sale for a longer

period, thus reducing the present value of the outflow and

increasing the investment return relative to shorter

periods.

The slight decline in the relative attractiveness of

the twelve- and sixteen-year holding periods indicated in

Figure 20 can be explained by the 1976 Act provision which

effectively increased the amount of depreciation recap-

tured as ordinary income on sale of the investment property.

The impact of this provision is discussed in more detail

in a later section.

Impact of specific provisions of the Tax Reform Act

of 1976.--The previous sections contain analyses of the

impact of the 1976 Tax Reform Act in toto. In order to

gain insight into the causes of the Act's discriminatory

effect on different marginal tax bracket or earned income

level investors, the impact of specific provisions
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contained in the legislation must be examined. Tables VI

through X are presented to aid in summarizing the impact

of specific provisions across marginal tax brackets and

earned income levels. The entries in the matrix tables

represent the percentage change in the profitability index

for the particular parameter set analyzed. These results

are based on an assumed investment period of sixteen

years and represent averages of the percentage changes

computed across all three selling price assumptions. The

entries in the last row of each matrix represent the average

impact of the tax provision by marginal tax bracket, while

the entries in the last column indicate the average impact

by earned income level.

Capitalization of construction period interest and

taxes.--The two most penalizing reforms contained in the

1976 Tax Reform Act were the required capitalization of

construction period interest and taxes, and the dis-

allowance of the practice of deducting up to twelve months

of prepaid interest in the period of payment. These two

reforms together accounted for almost 10 1/2 per cent of

the total 16 per cent average decrease in the profit-

ability index caused by passage of the 1976 legislation.

The effect of these provisions was even more significant

for the 70 per cent marginal tax rate/10 per cent earned

income investor. For this investor who earned the highest
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returns throughout the study, the two reforms accounted for

approximately 17 per cent of the 21 per cent decrease in

the profitability index.

Table VI indicates that the two taxpayer classes suf-

fering most from the reform requiring construction interest

to be amortized over a ten-year period were the 70 per cent

marginal tax rate/10 per cent earned income investor and

the 70 per cent marginal tax rate/50 per cent earned income

investor. For each of these taxpayers, the required capi-

talization decreased the pre-1977 profitability index by

about 10 per cent. The 60 per cent bracket taxpayers in

these two earned income levels suffered a decline of

TABLE VI

IMPACT OF REQUIRED CAPITALIZATION OF CONSTRUCTION PERIOD
INTEREST AND TAXES ON DIFFERENT TAX BRACKET

AND EARNED INCOME LEVEL INVESTORS IN
NEW MULTI-DWELLING HOUSING*

Marginal

Tax

EardRateAverage
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent - 9.8 -6.2 -5.4 -7.1
Fifty per cent -10.2 -6.6 -5.0 -7.3
Ninety per cent - 4.3 -4.7 -5.0 -4.7
Average across

earned incomes - 8.1 -5.8 -5.1 -6.3

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.
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approximately 6 1/2 per cent, while the profitability index

for the 50 per cent marginal taxpayers at these two earned

income levels fell only by an average of slightly more than

5 per cent. The 90 per cent earned income level investors

at all three marginal tax rates also experienced declines

of 5 per cent less in the profitability index.

These results appear to be intuitively consistent.

The 70 per cent taxpayer, who has an adjusted gross income

from other sources of $350,000 in the first year of the

investment period receives a tax shield equal to approxi-

mately 70 per cent of the allowable construction period

interest deduction, while a portion of the higher con-

struction period deductions are utilized by the 60 per

cent and 50 per cent bracket taxpayers at comparatively

lower tax rates. Thus, although the 70 per cent taxpayer

will still effectively use the amortized deductions at the

same 70 per cent marginal tax level, the time value of

money takes its toll on the investment's profitability.

The 60 per cent and 50 per cent bracket taxpayers, however,

in spreading the deductions over more tax years will

utilize the amortized interest, on the average, at higher

marginal rates. This effect partially offsets the loss of

the deferral benefit provided by the lump sum deduction

previously allowed. Since most of the income of the 90

per cent earned income investor is taxed at the 50 per
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cent maximum tax rate, the impact of the construction

interest provision should be approximately the same as with

the 50 per cent marginal tax rate investor. The results

in Table VI bear this observation out.

Elimination of Prepaid Interest Deduction.--The 1976

Tax Reform Act provision which effectively required tax-

payers to adopt a strict accrual basis for deducting

interest expense had a slightly greater impact than the

construction interest measure. The former provision

created an average drop of 7.5 per cent in the profitability

index, while the latter resulted in an average decline of

6.3 per cent.

Table VII indicates that the 70 per cent marginal tax

bracket investors at the 50 per cent and 10 per cent

earned income levels again suffered most adversely from

tax reform. This is reflected by the respective 9.3 per

cent and 10.1 per cent declines in the profitability index

for these taxpayers. The decline in the profitability

indexes for the 60 per cent marginal tax rate investors

varied from 7.5 per cent at the 90 per cent earned income

level to 7.8 per cent at the 50 per cent earned income

level.

The explanation for the relatively harsher impact of

the prepaid interest provision on the 70 per cent bracket
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investors is the same as that discussed in the previous

section regarding the construction interest reform. In

each case, the 60 per cent and 50 per cent investors

received some partial benefit by the requirements to

spread deductions over longer periods. In doing so, they

effectively utilize these deductions, on the average, at

higher marginal rates. These benefits partially offset

the loss of the more accelerated deduction. However,

since the 70 per cent bracket investor is already subject

to tax at the highest possible marginal rate, he receives

no offsetting benefit from the "spreading out" of these

deductions.

TABLE VII

IMPACT OF DISALLOWANCE OF PREPAID INTEREST

DEDUCTION ON DIFFERENT TAX BRACKET AND

EARNED INCOME LEVEL INVESTORS IN
NEW MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent - 9.3 -7.4 -5.9 -7.5

Fifty per cent -10.1 -7.8 -5.7 -7.9

Ninety per cent - 7.7 -7.5 -5.7 -7.0
Average across

earned incomes - 9.1 -7.7 -5.7 -7.5

*Measures in table represent average change in

profitability index for sixteen-year investments. Averages

are across all three selling price assumptions.
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Capitalization of organization expenses.--The required

capitalization of organization and promotional expenditures

had significantly less effect than either the construction

interest or prepaid interest provisions. This is pri-

marily due to two factors: (1) the absolute dollar amount

of the organization expenses is significantly less than

interest on construction loans or the amount of prepaid

interest in the simulated project of this study; and (2)

the 1976 Act required that organization expenses be amor-

tized over only five years compared to a maximum period of

ten years for construction interest and taxes.

The relative impact of this measure on different

marginal tax bracket and earned income level investors

was similar to the previous reforms discussed. The pro-

vision decreased the profitability index by about 1 1/2

per cent for 70 per cent marginal tax bracket investors

at the 10 per cent and 50 per cent earned income levels,

.8 per cent for 60 per cent marginal rate taxpayers, and

only .1 per cent for 50 per cent marginal tax bracket

investors. The overall average impact across these tax-

payer classifications was a negative .7 per cent. Table

VIII summarizes the impact of this reform on the different

taxpayer groups.

Reduction in minimum tax exemption.--The 1976 Tax

Reform Act lowered the exemption for determining tax
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preference items subject to the minimum tax from $30,000

plus the taxpayer's regular tax liability to the greater

of: (1) $10,000; or (2) one-half of the taxpayer's

regular income tax liability. The minimum tax rate was

also raised from 10 per cent to 15 per cent.

TABLE VIII

IMPACT OF REQUIRED CAPITALIZATION OF ORGANIZATION

EXPENSES ON DIFFERENT TAX BRACKET AND EARNED
INCOME LEVEL INVESTORS IN MULTI-

DWELLING HOUSING*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -1.4 -0.8 -0.4 -0.9
Fifty per cent -1.5 -0.6 -0.2 -0.8
Ninety per cent -0.8 -0.8 -0.3 -0.6
Average across

earned incomes -1.3 -0.8 -0.3 -0.8

*Measures in table represent average change in

profitability index for sixteen-year investments. Averages

are across all three selling price assumptions.

The degree of the minimum tax impact produced by real

estate investments depends partially on the tax preference

items the investor has from other sources. As indicated

in Chapter IV, based on Internal Revenue Service statistics,

these other tax preference items were estimated to be 24

per cent of "unearned" income for all taxpayers in the

study.
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Table IX indicates that the 90 per cent earned income

level taxpayers at all marginal tax rates were not affected

by this reform. In all three situations the amount of tax

preference items produced by the real estate project for

any single year, when added to the preference items from

other sources, did not come close to exceeding the exemption

of one-half the investor's regular tax liability.

TABLE IX

IMPACT OF REDUCTION IN MINIMUM TAX EXEMPTION ON

DIFFERENT TAX BRACKET AND EARNED INCOME

LEVEL INVESTORS IN MULTI-

DWELLING HOUSING*

Marginal
Tax

Earned Rate Average

Income Seventy Sixty Fifty Across

Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -3.4 -6.7 -3.5 -4.5

Fifty per cent 0.0 -1.0 -0.8 -0.6

Ninety per cent 0.0 0.0 0.0 0.0

Average across
earned incomes -1.1 -2.6 -1.4 -1.7

*Measures in table represent average change in

profitability index for sixteen-year investments. Averages

are across all three selling price assumptions.

An interesting, and somewhat surprising, effect that

is indicated by the analysis is the relative impact of the

minimum tax reform on the different marginal tax bracket

investors at the 10 per cent earned income level. Because

of the sizable sum of tax preference items from sources
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other than the real estate project, these taxpayers would

logically be affected most by the 1976 tax change. However,

the results indicate that the most severe impact, a drop of

6.7 per cent in the profitability index, was felt by the

60 per cent marginal tax rate investor. The 50 per cent

marginal bracket taxpayer experienced a 3.5 per cent

decrease in the index, while the 70 per cent investor's

return fell by only 3.4 per cent. From publicity con-

cerning the enactment of the minimum tax, one might think

that this reform was primarily directed at the "wealthier"

taxpayers, but the results indicate that the actual rela-

tive impact of the tax may not be consistent with this

view.

The detailed computer printouts supporting the table

figures helped explain why the 60 per cent bracket investor

at the 10 per cent earned income level suffered signifi-

cantly more from the minimum tax reform than his 70 per

cent and 50 per cent counterparts. For the 70 per cent

bracket investor the allowable exemption of one-half the

regular tax liability easily exceeds the total of his tax

preference items for every year but the first year of con-

struction and the first year of operation. The large

losses in these years reduce the investor's regular tax

liability substantially, leaving him vulnerable to the

minimum tax, but only in these years. For the 50 per
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cent marginal rate investor, his regular tax liability is

not large enough to offset his tax preference items until

the twelfth year of the investment. However, because of

the narrower tax brackets that the 50 per cent investor is

subject to (relative to the 60 per cent investor), in

years that the project produces a positive net income, the

resulting regular tax liability increases proportionately

more than the tax preference items thrown off by the

investment. Thus, the minimum tax effect of the real

estate investment is normally small and, at times, advan-

tageous for the 50 per cent investor.

The 60 per cent marginal rate investor suffers from a

middle-of-the-road position, benefiting to a much lesser

degree from both of the observed effects noted above.

Maximum tax reform.--The Tax Reform Act of 1976

eliminated the $30,000 exemption which could be offset

against tax preference items in determining the amount of

"earned income" eligible for the 50 per cent maximum tax.

The impact of this reform across marginal tax brackets

and earned income levels is summarized in Table X.

The investors who would logically suffer most from

this reform would be those with the most to lose--the tax-

payers whose taxable incomes arise 90 per cent from earned

sources and the taxpayers in the higher tax brackets. The

results presented in Table X for the most part bear these
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expectations out. The 10 per cent earned income level

investor in each of the marginal tax brackets was unaffected

by the maximum tax reform. The profitability indexes for

the 50 per cent earned income level investors actually

increased somewhat in absolute terms, but changed as

expected relative to each other.

TABLE X

IMPACT OF ELIMINATION OF TAX PREFERENCE EXEMPTION FOR

MAXIMUM TAX ON DIFFERENT TAX BRACKET AND EARNED

INCOME LEVEL INVESTORS IN MULTI-
DWELLING HOUSING*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent 0.0 0.0 0.0 0.0
Fifty per cent +0.9 +0.5 +0.3 +0.6

Ninety per cent -5.2 -5.6 -4.2 -5.0
Average across

earned incomes -1.4 -1.7 -1.3 -1.5

*Measures in table represent average changes in

profitability index for sixteen-year investments. Averages

are across all three selling price assumptions.

On first thought, the fact that the investment return

is actually increased by more stringent maximum tax rules

may seem odd. To understand this effect, it must be

remembered that what is being measured by the program is

the incremental effect of the real estate investment on

the investor's income tax liability.
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The decrease in the investor's earned taxable income

caused by the real estate investment was the same both

before and after the 1976 Act. But, since the total earned

income was greater prior to 1977 due to the $30,000 exemp-

tion, the maximum tax provision sheltered income which

reached into higher marginal tax rates. Thus, since there

was less benefit to be lost after 1977, in some situations

an improvement in the post-1976 investment return resulted

from the change in the maximum tax rules.

The 1976 Act change in the maximum tax provision did

have a fairly significant impact on the 90 per cent earned

income level investors, decreasing the 50 per cent bracket

investor's return by about 4 per cent, the 60 per cent

investor's by about 5 1/2 per cent, and the 70 per cent

taxpayer's by slightly more than 5 per cent. The effect

explained in the preceding paragraph also is applicable

here to show why the impact of the change in the maximum

tax provision on the 70 per cent investor is slightly less

than that on the 60 per cent investor.

Elimination of recapture phase-out.--Prior to the 1976

Act, for every month in excess of 100 months that "first

user" real property was held, the amount of gain on sale

to be potentially recaptured as ordinary income was reduced

by 1 per cent. The 1976 Act eliminated this phase-out

provision.
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Given the assumptions built into the valuation model,

this reform actually has a harsher effect on the lower

marginal tax rate investors. The key assumption which

contributes in producing this effect is the 8 per cent

annual inflation rate for all taxpayer-related income

variables. As a result of this assumption, if the sale

of partnership property is after the sixteenth year, all

investors in the study have taxable incomes in the 70 per

cent bracket. Thus, the taxpayers benefiting most from

capital gain treatment and who would have most to lose

from the new recapture rules are the lower tax bracket

investors. These investors have a relatively smaller

amount of capital gains from other sources, allowing much

of the gain arising on sale of the real estate project to

qualify for the alternative capital gains tax rate of 25

per cent. The 1976 law resulted in more of this income

being treated as ordinary income and taxed at a 70 per

cent marginal rate, or a net additional tax of 45 per

cent. The 70 per cent bracket investors have capital

gains from other sources in excess of $50,000 resulting

in the alternative tax being unavailable for the incre-

mental capital gains spun out of the real estate invest-

ment.

According to the above discussion, the most severe

impact of the recapture reform should be on the 50 per
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cent bracket investor with 90 per cent earned income.

Since capital gains from other sources are assumed to be

50 per cent of "unearned" income in the study, this investor

was receiving proportionately the largest benefit from the

alternative capital gains tax and, thus, had the most to

lose from the tax law change. Table XI supports this

reasoning, showing that the reform reduced the profitability

index of this investor by an average of 2.6 per cent. Over-

all, the index for 50 per cent investors decreased by an

average of about 2.3 per cent compared to 1.8 per cent

for 60 per cent taxpayers and 1.6 per cent for 70 per cent

taxpayers.

TABLE XI

IMPACT OF ELIMINATION OF RECAPTURE PHASE-OUT ON

DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL
INVESTORS IN MULTI-DWELLING HOUSING*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -1.9 -2.1 -2.1 -2.0
Fifty per cent -1.4 -1.6 -2.1 -1.7
Ninety per cent -1.4 -1.8 -2.6 -1.9
Average across

earned incomes -1.6 -1.9 -2.3 -1.9

*Measures in table represent average percentage

change in profitability index for sixteen-year investments.
Averages are across all three selling price assumptions.
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Further analysis of Table XI reveals that for 70

per cent and 60 per cent marginal bracket investors the

impact of the recapture reform decreased as the level of

earned income increased. This effect results due to the

incremental increase in maximum tax benefit. Recapture

decreases capital gains and, thus, also decreases tax

preference items, which effectively increases earned income

qualifying for the maximum tax rate. This offsetting

effect is not present for the 50 per cent bracket investor

with 90 per cent earned income because as a result of low

tax preference items and the $30,000 pre-1976 Act exemp-

tion, this investor has no "lost" maximum tax benefit to

be regained.

The impact of the Tax Reform Act and its various pro-

visions on taxpayers in different marginal tax brackets is

summarized in Table XII. The measures representing the

impact of the specific provisions will not sum to the

measure representing the total impact of the 1976 Act for

several reasons: (1) each measure may contain rounding

error; (2) interactions among the various provisions is

not reflected in the specific provision measures; and (3)

the impact of each specific provision was evaluated at

applicable marginal tax rates as if it were the sole incre-

mental provision being evaluated. However, the specific

provision measures do provide some indication of the
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contribution of each measure to the overall impact, as well

as identifying causes of differential treatment between

taxpayers. Table XII provides the same type of summary

data for earned income levels. The above comments are

also applicable to this table.

TABLE XII

SUMMARY OF IMPACT OF TAX REFORM ACT OF 1976 ON DIFFERENT

MARGINAL TAX BRACKET INVESTORS

70% 60% 50%

Marginal Marginal Marginal

Provision Tax Rate Tax Rate Tax Rate Overall

Tax Reform Act of
1976 -22.1 -20.0 -18.0 -20.0

Capitalization of
construction
period interest
and taxes -8.3 - 6.1 - 4.0 - 6.2

Prepaid interest
limitation - 9.1 - 7.7 - 5.7 - 7.5

Capitalization of
organization
expenses - 1.2 - 0.8 - 0.3 - 0.7

Reduction in
minimum tax

exemption - 1.1 - 2.5 - 1.5 - 1.7

Reduction in
maximum tax

exemption - 1.4 - 1.7 - 1.3 - 1.5

Elimination of
recapture
phase-out - 1.7 - 1.9 - 2.3 - 2.0

Reduction in
allowable "bonus"
depreciation 0.0 - 0.1 - 0.1 - 0.1
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TABLE XIII

SUMMARY OF IMPACT OF TAX REFORM ACT OF 1976 ON DIFFERENT

EARNED INCOME LEVEL INVESTORS

10% 50% 90%
Earned Earned Earned
Income Income Income

Provision Level Level Level Overall

Tax Reform Act of 1976 -21.5 -18.8 -19.0 -20.0
Capitalization of con-

struction period
interest and taxes - 7.3 - 7.0 - 4.2 - 6.2

Prepaid interest
limitation - 7.6 - 7.9 - 7.0 - 7.5

Capitalization of
organization
expenses - 0.9 - 0.7 - 0.6 - 0.7

Reduction in minimum
tax exemption - 4.4 - 0.6 0.0 - 1.7

Reduction in maximum
tax exemption 0.0 + 0.6 - 5.0 - 1.5

Elimination of recap-
ture phase-out - 2.1 - 1.8 - 1.9 - 2.0

Reduction in allowable
"bonus" depreciation - 0.1 - 0.1 0.0 - 0.1

Impact of the Revenue Act of 1978

The Revenue Act of 1978 contained three major provi-

sions affecting investments in real estate "tax shelters."

Included in the Act was a provision eliminating the 25 per

cent alternative capital gains tax available to individuals

on the first $50,000 of net long-term capital gain.

Another provision removed the net long-term capital gain

deduction from the list of tax preference items subject

to the 15 per cent "add-on" minimum tax and provided for
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a new "alternative minimum tax" which would only be appli-

cable if it exceeded the taxpayer's regular tax liability.

The third provision affecting real estate investments

increased the net long-term capital gain deduction from

50 per cent to 60 per cent of total net long-term capital

gains. These provisions are discussed in more detail in

Chapter II of this study.

Table XIV presents the impact of the 1978 Act across

marginal tax brackets and earned income levels. The table

entries again represent the percentage change in the profit-

ability index for the real estate investment. Examination

of the last column indicates that on the average the 1978

Act was most favorable to investors with lower levels of

earned income. The last row indicates that the 60 per

cent bracket investor faired slightly better than the 70

per cent and 50 per cent bracket investors. However,

closer scrutiny of the table entries yields some additional

peculiarities not totally revealed by the averages. For

instance, at the 50 per cent and 90 per cent earned income

levels, the favorable impact of the Act increases with an

increase in the marginal tax rate. However, at the 10 per

cent earned income level, the impact fell from 9 per cent

at the 60 per cent marginal tax rate to only 2 per cent

for the 70 per cent marginal tax rate investor. The table

also reveals that for the 70 per cent bracket investor,
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the impact of the Revenue Act declines with a decrease in

the earned income level, but for the 60 per cent bracket

investor, just the opposite is true.

TABLE XIV

IMPACT OF THE REVENUE ACT OF 1978 ON DIFFERENT TAX

BRACKET AND EARNED INCOME LEVEL INVESTORS
IN MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +2.0 +9.0 +5.6 +5.5
Fifty per cent +2.7 +3.0 +0.7 +2.1
Ninety per cent +2.9 +1.7 +1.3 +2.0
Average across

earned incomes +2.5 +5.0 +2.5 +3.2

*Measures in table represent average changes in

profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

In order to understand the differential impact of the

1978 Revenue Act on the various taxpayer classifications,

the impact of the specific provisions contained in the

Act must be examined.

Impact of elimination of alternative capital gains tax.--

Table XV summarizes the impact of the elimination of the

alternative tax on the different taxpayer groups. The

only taxpayers actually suffering a negative consequence

from this reform were the 50 per cent marginal tax rate
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investors and the 90 per cent earned income level investors.

The capital gain from sources other than the real estate

project for these investors was less than $50,000 allowing

at least a portion of the partnerships' capital gains to

benefit from the favorable alternative rate. The decrease

in the profitability index varied from .7 per cent for the

70 per cent bracket/90 per cent earned income level investor

to 2 per cent for the 50 per cent bracket/90 per cent

earned income level investor.

TABLE XV

IMPACT OF THE ELIMINATION OF THE ALTERNATIVE CAPITAL

GAINS TAX ON DIFFERENT TAX BRACKET AND EARNED
INCOME LEVEL INVESTORS IN NEW

MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +0.2 +1.5 -1.2 -0.2
Fifty per cent 0.0 +0.6 -1.9 -0.4
Ninety per cent -0.7 -1.7 -2.0 -1.5
Average across

earned incomes -0.2 +0.1 -1.5 -0.7

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

The remaining taxpayer groups actually experienced an

increase in their investment return due to this reform.

These taxpayers all had capital gains from other sources
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exceeding $50,000 for the years the real estate project

produced capital gain, so that the latter gains did not

benefit from the alternative tax. Thus, no benefit was

lost due to the tax law change. Additionally, after the

elimination of the alternative tax, the regular tax

liability without consideration of the investment was

greater. This increased the minimum tax exemption, and

thus helped to shelter more of the tax preference items

spun off by the real estate activity from exposure to the

minimum tax. This effect primarily accounts for the

increase in the profitability index, ranging from .2 per

cent for the 70 per cent bracket/10 per cent earned income

level investor to 1.5 per cent for the 60 per cent bracket

taxpayer with 10 per cent earned income.

Impact of alternative minimum tax provisions.--The

impact of the legislation dealing with the new "alter-

native minimum tax" is presented in Table XVI. No tax-

payer group in the study was actually taxed under this

provision. The effect across all marginal tax rate/earned

income level taxpayers was to increase the real estate

project's profitability. The increase results from the

minimum tax savings created by the removal of net long-

term capital gains as a tax preference item subject to the

15 per cent add-on minimum tax. The average increase for

all taxpayers was about 3.0 per cent, ranging from 7.0 per
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cent for the 60 per cent bracket/10 per cent earned income

taxpayer to a low of only .6 per cent for the 70 per cent

bracket/10 per cent earned income taxpayer. These results

are consistent with those previously discussed concerning

the exposure of different taxpayer groups to the minimum

tax after the 1976 Tax Reform Act.

TABLE XVI

IMPACT OF ALTERNATIVE MINIMUM TAX PROVISIONS ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL INVESTORS

IN NEW MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +0.6 +1.0 +6.2 +4.6
Fifty per cent +1.3 +2.2 +1.3 +1.6
Ninety per cent +2.5 +2.1 +2.0 +2.2
Average across

earned incomes +1.5 +3.8 +3.1 +2.8

*Measures in table re resent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

Impact of the increase in capital gains deduction.--

The increase in the capital gains deduction from 50 per

cent to 60 per cent of net long-term capital gains produces

a relatively uniform impact on all taxpayers. The average

impact for all taxpayers in the study, as reflected in

Table XVII, was an increase in the investment profitability
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TABLE XVII

IMPACT OF 60 PER CENT CAPITAL GAINS DEDUCTIONS ON DIFFERENT

TAX BRACKET AND EARNED INCOME LEVEL INVESTORS

IN NEW MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +1.4 +1.5 +1.3 +1.4
Fifty per cent +1.0 +1.1 +1.1 +1.1
Ninety per cent +1.0 +0.8 +0.6 +0.8
Average across

earned incomes +1.1 +1.1 +1.0 +1.1

*Measures in table represent average change in

profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

index of 1.1 per cent. This effect varied less than 1 per

cent, from a low of 0.6 per cent for the 50 per cent bracket

taxpayer with 90 per cent earned income to 1.5 per cent

for the 60 per cent bracket/10 per cent earned income

investor. This uniformity is expected because as a result

of the inflation factor, assumed in the study, all taxpayers

are in the 70 per cent tax bracket if the sale occurs after

the sixteenth year of the investment. The difference in

the effect between taxpayer classes results from the alter-

native capital gains tax which was assumed to be still

available to taxpayers for the present purpose of isolating

the impact of the capital gains deduction reform.
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The impact of the Revenue Act of 1978 and its com-

ponent provisions affecting real estate investment are

summarized in Tables XVIII and XIX. Table XVIII summarizes

the study results by marginal tax brackets, while Table XIX

does the same by earned income levels. As mentioned with

regard to previous tables presented in this chapter, the

percentage changes created by specific provisions may not

sum to the total percentage change indicated for the Revenue

Act of 1978 due to rounding error and the fact that any

interactive effects between the provisions of the Act were

not reflected in analyzing each specific provision in

isolation.

TABLE XVIII

SUMMARY OF IMPACT OF REVENUE ACT OF 1978 ON DIFFERENT
MARGINAL TAX BRACKET INVESTORS*

Across
70% 60% 50% All

Marginal Marginal Marginal Marginal
Provision Tax Rate Tax Rate Tax Rate Tax Rates

Revenue Act of
1978 +2.5 +5.0 +2.5 +3.2

Elimination of 25%
alternative tax -0.2 +0.1 -1.5 -0.7

New "alternative
minimum tax" +0.9 +3.8 +3.1 +2.8

60% capital gains
deduction +1.1 +1.1 +1.0 +1.1

*Table figures represent percentage change in
profitability index relative to pre-1978 Revenue Act index
level.
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TABLE XIX

SUMMARY OF IMPACT OF REVENUE ACT OF 1978 ON
DIFFERENT EARNED INCOME LEVEL

INVESTORS*

Across
10% 50% 90% All

Earned Earned Earned Earned
Income Income Income Income

Provision Level Level Level Levels

Revenue Act of 1978 +5.5 +2.1 +2.0 +3.2
Elimination of 25%

alternative capital
gains tax -0.2 -0.4 -1.5 -0.7

New "alternative mini-
mum tax" +4.6 +1.6 +2.2 +2.8

60% capital gains
deduction +1.4 +1.1 +0.8 +1.1

*Table figures represent percentage change in
profitability index relative to pre-1978 Revenue Act index
level.

Impact of Proposed Tax Reforms

Carter's 1978 tax program.--In early 1978, President

Carter announced a comprehensive tax reform program which

contained three provisions directed at reducing the inequi-

ties produced by various tax shelter activities. As part

of this study's objective of determining the impact of

various potential tax reforms on real estate "tax shelter"

investments, the three Carter proposals were analyzed both

collectively and individually. The three proposed tax law

changes were: (1) elimination of the alternative capital

gains tax, the impact of which has previously been discussed;
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(2) restricting all but new "low-income housing" property

to the use of straight-line depreciation methods; and (3)

reduction in the minimum tax exemption from the larger of

one-half the taxpayer's regular tax liability or $10,000

to a flat $10,000.

Table XX summarizes the aggregate impact of the above

three planks in Carter's tax program across marginal tax

rates and earned income levels. The effect of these pro-

posals was to reduce the investment's profitability index

by percentages ranging from 17.1 per cent for a 50 per cent

bracket/50 per cent earned income level investor to a low

TABLE XX

IMPACT OF CARTER'S PROPOSED 1978 TAX PROGRAM ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL INVESTORS IN

NEW MULTI-DWELLING HOUSING*

Marginal

Tax

rned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -17.1 -11.2 -11.5 -13.3
Fifty per cent -13.0 -15.8 -16.2 -15.0
Ninety per cent -11.7 -13.5 -13.5 -12.9
Average across

earned incomes -14.0 -13.5 -13.7 -13.7

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions. Assumes
use of accelerated depreciation methods.
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of about 11.2 per cent for a 60 per cent bracket/10 per

cent earned income level taxpayer.

This program would have produced anywhere from 30 per

cent to 60 per cent of the total impact of the Tax Reform

Act of 1976 depending on the income characteristics of the

particular investor. Referring back to Table III pre-

sented earlier in this chapter, one can see that Carter's

program would have reduced the internal rate of return for

the most profitable taxpayer parameter set analyzed in

the study from a pre-1978 level of 9.3 per cent to a post-

reform rate of 6.8 per cent. Table XXI indicates what

the average internal rate of return for each taxpayer

TABLE XXI

INTERNAL RATES OF RETURN FOR DIFFERENT TAX BRACKET/
EARNED INCOME LEVEL INVESTORS IN NEW MULTI-

DWELLING HOUSING IF CARTER'S PROGRAM
WAS ENACTED*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent 6.8 6.5 6.7 6.7
Fifty per cent 6.3 6.1 6.5 6.3
Ninety per cent 6.4 6.2 6.6 6.4
Average across

earned incomes 6.5 6.3 6.6 6.5

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.
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group would have been if the President's program had become

reality. These latter figures are averaged across the

three assumed investment periods and the three assumed

terminal selling prices for partnership property. The

table shows that in most cases the return earned by the

50 per cent tax bracket investors exceeds that earned by

the higher tax bracket investors. Whereas the legislation

that was actually passed in 1978 restored the 50 per cent

investor to his traditional bottom rung on the investment

ladder, Carter's program would have lifted this investor

to new heights.

Returning to an examination of Table XX, the impact of

Carter's program can be seen to be fairly uniform across

marginal tax brackets, but somewhat unfavorably discrimina-

ting against the 50 per cent earned income level. Once

again to understand the apparent variability in tax impact,

the effect of the specific proposals comprising Carter's

program must be examined. This is done not only to measure

what would have been the impact of Carter's reform pro-

gram, but also to discern the potentially dilutive effect

of each of these reforms, which could possibly resurface

in future tax legislation.

Straight-line depreciation limitation.--The disallow-

ance of the double-declining balance and other accelerated

depreciation methods would have the greatest impact on new
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housing projects of any single tax provision or proposed

reform analyzed in this study. (Of course, projects using

straight-line depreciation with component useful lives,

an alternative examined later in this chapter, would not

be affected by this reform measure.) Table XXII indicates

that the average impact for sixteen-year investments across

all other variables was an 11.4 per cent decline in the

profitability index.

TABLE XXII

IMPACT OF STRAIGHT-LINE DEPRECIATION LIMITATION ON
DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW MULTI-DWELLING HOUSING*

marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -15.5 -12.4 - 7.3 -11.7
Fifty per cent -11.4 -14.6 -12.5 -12.8
Ninety per cent - 9.5 -10.2 -10.7 -10.1
Average across

earned incomes -12.1 -12.4 -10.2 -11.5

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

The average impact of this reform as shown in Table

XXII becomes more significant as the marginal tax rate

increases. Such a relationship appears logical since the

accelerated deductions provided by double declining balance
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depreciation create a relatively greater benefit by shel-

tering other taxpayer income subject to the higher marginal

rates. However, the above observed effect does not hold

true for the 50 per cent and 90 per cent earned income

level investors. For these groups, the impact of the

depreciation reform is greater for the lower tax brackets.

The possible explanation for this occurrence is the rela-

tive gain in maximum tax benefits of the different tax-

payers. Since tax preference items directly reduce income

available for maximum tax treatment, the elimination of

excess depreciation would produce a beneficial maximum

tax effect. The benefit would be relatively greatest for

the high earned income, high marginal tax bracket investors.

This would explain why the elimination of accelerated

depreciation methods decreases the returns of 50 per cent

investors more than those of 70 per cent bracket investors

at the 90 per cent and 50 per cent earned income levels.

One might question why a similar effect does not

occur for the 10 per cent earned income level investors

since elimination of accelerated depreciation would also

decrease tax preferences which are subject to the add-on

15 per cent minimum tax. Previous discussion concerning

1976 changes in minimum tax provisions pointed out that

because of the exemption which allows one-half the tax-

payer's regular tax liability to offset tax preference
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items, there is evidence that a relatively small minimum

tax burden is actually borne by the 70 per cent bracket

investors. Thus, since the minimum tax for these investors

is relatively insignificant assuming use of double-

declining balance depreciation, the required switch to

straight-line depreciation does not produce material incre-

mental minimum tax savings to offset the loss of the more

accelerated deduction.

Reduction in minimum tax exemption to $10,000.--

Carter's proposal to reduce the minimum tax exemption to

a flat $10,000 for all taxpayers would primarily impact

the 70 per cent marginal tax rate investors and the 50

per cent earned income level investors. These results

are clearly indicated in Table XXIII.

The taxpayers falling within the two groups indicated

above currently avoid significant minimum tax because

their regular tax liabilities are relatively large compared

to the total amount of tax preference items. Thus, they

escape tax under the current exemption which includes one-

half the taxpayer's regular tax liability. The 60 per

cent and 50 per cent marginal rate investors at the 10

per cent earned income level do not enjoy this beneficial

relationship to the same degree as the 70 per cent investor

as was discussed in a previous section of this chapter.
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TABLE XXIII

IMPACT OF REDUCTION IN MINIMUM TAX EXEMPTION ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL INVESTORS

IN NEW MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -5.8 -1.5 -2.2 -3.2
Fifty per cent -6.8 -6.7 -6.3 -6.6
Ninety per cent -6.8 -1.8 -0.9 -3.2
Average across

earned incomes -6.5 -3.3 -3.1 -4.3

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

Thus, since these taxpayers are already paying a higher

proportional minimum tax under current law, the reduction

in the exemption would not be as incrementally harmful.

The 60 per cent and 50 per cent bracket investors at the

90 per cent earned income level have such relatively small

amounts of tax preference items from other sources that

they would still not be materially affected by the proposed

minimum tax reform.

Additional tax reform proposals.--Three additional

tax reform proposals which are currently applicable to

other "tax shelter" activities or have been widely

discussed with regard to real estate housing activities

were also evaluated in this study. These reforms include:
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(1) applying the investment interest limitation to all real

estate projects; (2) applying the "at risk" limitation as

to deductibility of partnership losses to all real estate

projects; and (3) recapturing all depreciation upon the

sale of real property as ordinary income to the extent of

gain realized. The impact of these reforms on new housing

investments is discussed below.

Investment interest limitation.--The investment

interest limitation, explained in some detail in Chapter II,

is currently applicable only to rental real property which

is leased under a net lease arrangement. Table XXIV indi-

cates what the impact of this reform, which basically limits

TABLE XXIV

IMPACT OF REDUCTION IN FLOOR FOR INVESTMENT INTEREST
LIMITATION ON DIFFERENT TAX BRACKET AND EARNED

INCOME LEVEL INVESTORS IN NEW MULTI-
DWELLING HOUSING*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent 0.0 0.0 0.0 0.0
Fifty per cent 0.0 0.0 0.0 0.0
Ninety per cent -3.8 -2.8 0.0 -2.2
Average across

earned incomes -1.3 -0.9 0.0 -0.7

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.
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an investor's interest deduction to $10,000 plus his net

investment income, would be on the return earned by

investors in the real estate project simulated in this

study. The results indicate that, given the assumptions

of the model regarding levels of net investment income

from other sources, the reform would affect only the 70

per cent and 60 per cent investors at the 90 per cent

earned income level. Examination of the detailed computer

printouts indicated that for all other taxpayers the

investor's share of partnership interest expense was so

small in relation to his net investment income that the

investment interest limitation did not come into play.

"At risk" limitation.--Investors in partnership

activities other than those whose principal activity

involves real estate are currently subject to an "at risk"

limitation regarding the deductibility of partnership

losses on their personal income tax returns. Basically,

this provision limits the deductible loss for any year to

the basis of the partner's interest which includes his

capital investment plus his share of partnership liabilities

for which he is personally liable. Further discussion of

this statute is contained in Chapter II of this study.

Table XXV illustrates that the impact of the "at risk"

provision, if applied to investors in new housing properties

such as the one modeled in this study, would be negligible.
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A uniform decrease of about 0.4 per cent in the invest-

ment's profitability index is indicated for all investors.

Due primarily to the reforms contained in the Tax Reform

Act of 1976, the size of early year tax losses are simply

not materially large in relation to the total amount of

capital invested by the taxpayer. As a result, this reform

measure would have little impact on any taxpayers.

TABLE XXV

IMPACT OF "AT RISK" PROVISION ON DIFFERENT EARNED
INCOME LEVEL/TAX BRACKET INVESTORS IN NEW

MULTI-DWELLING HOUSING*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -0.4 -0.4 -0.4 -0.4
Fifty per cent -0.4 -0.3 -0.3 -0.3
Ninety per cent -0.4 -0.4 -0.3 -0.4
Average across

earned incomes -0.4 -0.4 -0.3 -0.4

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

Total recapture of depreciation.--Another proposal

which has been commonly "kicked around" in discussions of

tax reform concerns total recapture of depreciation. This

100 per cent recapture of depreciation as ordinary income

to the extent of the gain recognized on the sale of an

asset is current treatment for personal property falling
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within the confines of Section 1245 of the Internal Revenue

Code. Table XXVI presents the resulting effect on invest-

ment returns if this tax concept was extended to real

property.

TABLE XXVI

IMPACT OF TOTAL RECAPTURE OF DEPRECIATION ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL INVESTORS

IN NEW MULTI-DWELLING HOUSING*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -4.1 -4.5 -4.3 -4.3
Fifty per cent -3.4 -3.3 -4.8 -3.8
Ninety per cent -3.3 -3.9 -4.2 -3.8
Average across

earned incomes -3.6 -3.9 -4.4 -4.0

*Measures in table represent average change in
profitability index for sixteen-year investments. Averages
are across all three selling price assumptions.

Not surprisingly the relative effect of total recapture

on the different taxpayer classes is the same as the 1976

Act provision eliminating phase-out of the recapture

rules for new housing property. Thus, the same discussion

regarding this prior tax legislation is applicable here.

The only difference is that the percentage decline in the

profitability index produced by total recapture is about

double that of the earlier tax legislation. The impact

varies narrowly from a decrease of 4.8 per cent for a



188

50 per cent bracket/50 per cent earned income investor

to 3.3 per cent for a 70 per cent bracket/90 per cent

earned income taxpayer. Again, the impact of this reform

is computed with regard to the pre-1978 Revenue Act invest-

ment return. The differential impact of this reform if

enacted today would be somewhat different due to the

elimination of the capital gains provisions contained in

the 1978 Act.

Impact of Tax Reform on New Housing Projects
Using Component/Straight-Line Depreciation

The chapter discussion to this point pertained to the

analysis of tax reform impact on new multi-dwelling housing

projects using the most accelerated depreciation method

available under applicable law. In this section, the

impact of these tax reforms are again analyzed, under the

assumption that the real estate project uses straight-line

depreciation with component useful lives. This depre-

ciation method has been suggested in the literature as a

strategy for maintaining "accelerated" depreciation deduc-

tions while avoiding or reducing the tax costs of the

minimum and maximum tax provisions. The effectiveness

of component depreciation in accomplishing these objectives

is examined below. Only specific reforms which had or

would have a material difference in impact under the two

depreciation methods are discussed.
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Impact of 1976 Tax Reform Act.--Table XXVII provides

a comparison of the impact of the Tax Reform Act of 1976 on

the profitability index and internal rate of return for

investors in a housing project using accelerated depre-

ciation and the same project using component depreciation.

The results indicate that the investor would have been

mildly better off to use component depreciation after the

1976 Act. On the average, the investor's profitability

index would be approximately 3 per cent greater, and his

internal rate of return would have increased about 6 per

cent from 8.0 per cent to 8.5 per cent. Although investors

in projects using component depreciation suffered relatively

less form the 1976 Act than their counterparts using the

double-declining balance method, the same effect across

marginal tax rates existed for both groups. That is,

regardless of the depreciation method used, the 1976 Act

all but equalized the returns earned by the different tax

bracket investors.

The only provisions of the 1976 Act which create a

different impact on projects using component depreciation

are those dealing with the minimum tax, the maximum tax,

and the elimination of the recapture phase-out. The only

taxpayers materially affected by the 1976 reduction in the

minimum tax exemption were the 10 per cent earned income

level taxpayers. The average decrease in the profitability
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index for these investors was about 1.5 per cent less

using component depreciation. However, a 50 per cent

bracket investor at this earned income level would totally

escape the reach of the minimum tax if component depre-

ciation were used.

In the earlier analysis of projects using accelerated

depreciation methods, the 90 per cent earned income level

investors were the only taxpayers materially affected by

the 1976 Act's elimination of the $30,000 tax preference

exemption for determining earned taxable income under

maximum tax provisions. The average decrease in the

profitability index for these taxpayers was about 5 per

cent. If these investors had been in a similar project

using component depreciation, the average decrease would

have been only 1.5 per cent. However, the 50 per cent

bracket investor would not benefit from component depre-

ciation to the same degree as the 60 per cent and 70 per

cent investors. For the 70 per cent investor, the nega-

tive impact of the minimum tax provision is all but

eliminated. The negative impact of the reform is reduced

by about two-thirds for the 60 per cent investor and

halved for the 50 per cent investor who uses component

depreciation.

The third provision of the 1976 Tax Reform Act which

would obviously have a different impact on investors in
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projects using component depreciation is the elimination

of the recapture phase-out. Since there is no "excess

depreciation" to be recaptured if component/straight-

line depreciation is used, this provision would have no

effect.

Impact of Revenue Act of 1978.--Table XXVIII compares

the impact of the Revenue Act of 1978 on a new housing

project using double-declining balance depreciation versus

the same project using component/straight-line depre-

ciation. The results generally indicate that there was

no significant difference as to impact. Fifty per cent

bracket investors would have benefited slightly more from

the legislation if they had used accelerated depreciation,

while 60 per cent and 70 per cent bracket investors would

have marginally greater gains if the real estate project

used component depreciation. However, the marginal benefit

of using component depreciation still exists for all tax-

payers after passage of the 1978 Act.

Impact of proposed reforms.--The impact of various

proposed tax reforms on new multi-dwelling housing projects

using accelerated depreciation methods was previously

analyzed in this study. Table XXIX provides some compara-

tive evidence as to the impact of these tax reform proposals

on projects using accelerated depreciation and those using
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component depreciation. The average internal rate of

return for a sixteen-year investment under both depre-

ciation assumptions is presented for each reform.

As illustrated in Table XXIX, the average internal

rate of return after the Tax Reform Act of 1976 for an

investor in a housing partnership using component depre-

ciation was 8 1/2 per cent compared to 8 per cent if the

project used the double-declining balance method. These

results do support, then, recent literature espousing the

use of component depreciation. This conclusion seems

justified especially in light of the rather conservative

useful lives assumed in this study. There is some evi-

dence that somewhat shorter lives for new housing projects

have been accepted by the courts. However, each project

must rest on its own factual support for the lives claimed.

If President Carter's 1978 tax program had been passed,

the comparative advantage for use of component depreciation

would have increased dramatically. Table XXIX indicates

that the internal rate of return would have fallen to 6 1/2

per cent if double-declining balance depreciation were used

versus 7.8 per cent under component depreciation. The

proposal to limit most real estate projects to straight-

line depreciation and the proposal to lower the minimum

tax exemption to a flat $10,000 would have been the primary

blows to projects using accelerated depreciation. Table



001U 4

N -0 0
(m

o
< IL HH C

-00C 00- U)
4O
W
U)

W
4-)

4-))

rN H ci
I Ln Ln L In Ln L)nLnLn Ln d
4 r0Q e 0a 0660 6

r-NQ 00 00 0 0 0 0000000 00
o IW H4e-i
P4 Q) 0 -

Cd

~~ Cd

I H 'C) N0N 0 W

0 C>0

4~

C

'O w

N H Cd 0

OI o C 0 0 )0 r-)
-i.- a) W 0 0 60W H

~ WC)

0C) Cd

4-))

rN

0P4
0

0

E-

O4

p
H

H

U

P4

H

z
0

P4

0

H

U

-4c
0

H
U)

0

0
H

Fl
FI

H
H

0

Cd

C
-

Cd

-H

-H
H

U)

0

c)

E

U)
"0

H

-H
4#)

4-)C
-)

0 0

r-i . r- q

4- W r-4 -)
Cd 4 - )
4-) WrF.

Sr- 4 W C1) ci
-H(d > ro

H C -H ~--r 4aC

41i)-I)WU)
4 - Cd 1M

U) (1) J-H

-H H O> Cd

1 4-) 4-)X 0

-) 0 -H
F: P F:4 n

-H

4-4

Cd
W
S

W
,.H

0
4-4

0
P4

195

4-)

0Q4

0
u

W
a)

-H

0

4H

H

o
1 U4)C

rd

0rO

0 -

Ord
S O

-H

CdQo
rdU)

0 -H
-H ,.C

0444
0

0'

I ro C-H C
r O
H
0 0

OW
4)

Crd
>i
I>1

4-)
WW

I4JQ 4- 0

rO 04

-J504
d a

- 4
0 0

4

S O
Cd -H M

0 -H
M- USE

H ro -H
E

00W

S -HH

U)4- 0

(1 -H U4-) -H ::I- Cd 3
p p ro
rd 4-) a)
u En C

H

k
Ed

-P

4)C

04-r-iaH

0 4
LnI O
(4)

C -H
0 14-)
-H 0 Cd
4) -r-i

S C4-)

X -H H

-H)
rd

1
40



196

XXIX shows that each of these reforms if individually

imposed would have caused a drop in the internal rate of

return of eight-tenths to nine-tenths of a point. If

component depreciation had been used, the straight-line

depreciation reform would have had no impact while the

minimum tax reform would have lowered the rate of return

on the average by only one-tenth of a point.

If the reform requiring total recapture of depre-

ciation were enacted, the results indicate that most of

the benefit provided by component depreciation would be

eliminated. Table XXIX shows that with passage of this

reform the internal rate of return would fall from 8 per

cent to 7 per cent under double-declining balance depre-

ciation, and from 8.5 per cent to 7.1 per cent under

component depreciation. Evidently total recapture would

eliminate most of the capital gain on sale and, thus,

reduce a tax preference item which would be relatively

more material if accelerated depreciation were used. As

a result, much of the additional minimum tax cost and

loss of maximum tax benefits created in the year of sale

and subsequent installment collection period by the use

of accelerated depreciation is eliminated.

As for the other proposed tax reforms examined in

this study, no differential impact would have resulted

from the use of component depreciation. Thus, the same



197

comparative advantage that existed for component depre-

ciation before passage of the reform would still exist

after its enactment.

Impact of Tax Reform on Investments in Commercial
Real Estate Syndications

The purpose of this section of the study is to examine

the impact of the Tax Reform Act of 1976, the Revenue Act

of 1978, and other proposed reforms on the rate of return

earned by investors in new syndicated commercial real

estate ventures operated under a "net lease" agreement.

The same basic computer program, RETAX, that was used to

evaluate new multi-dwelling housing projects was again

utilized to evaluate investments in commercial property.

Of course, several sections of the program which were

not required in the earlier analysis are activated by

the proper investment ccie, IKODE = 5, indicating new

commercial property.

Differences in the processing of the commercial pro-

ject versus the housing project arise from two sources:

operating differences and tax differences. For the

commercial project the proper code is entered indicating

the existence of a "triple net lease" arrangement. Under

this arrangement, the lessees of the property are respon-

sible for all property taxes, utilities, and most other

operating expenses. As a result, operating expenses are
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not annually incremented in the program. Also, it is

assumed in the commercial arrangement that leases are

renegotiated every five years, and lease payments are

adjusted upward by some fraction based on the inflation

for that period. In addition, no amount is entered for

personal property or reserve established for replacement

of this property, since this is the responsibility of

the tenants.

As a result of the net lease agreement, the sub-

routine for computing the investment interest limitation

is activated. Additionally, one and one-half times

declining balance depreciation is the only accelerated

depreciation method allowed for commercial real property.

Also, the 1976 reform provision dealing with elimination

of the recapture phase-out does not have any impact on

this analysis, since prior to the 1976 Act the phase-out

for commercial property did not begin until after a holding

period of sixteen and one-half years, and the maximum

investment period assumed in the study is only sixteen

years.

The "typical" commercial project simulated in the

study is a syndicated partnership investment in a new

multi-story office building. Again, real estate prospec-

tuses, texts, and articles provided the basis for deter-

mining that reasonable values were placed on program
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variables. The taxpayer variables and values are the same

as those used in the housing simulation. Table XXX sum-

marizes the parameters and parameter values for the office

building project.

As in the analysis of multi-dwelling housing, 162

parameter sets representing all possible combinations of

the three marginal tax rates, the three earned income

levels, the three investment periods, the three selling

price assumptions, and the two depreciation methods were

evaluated for variation in tax reform impact. The dis-

cussion of the results is organized along the same lines

as the previous sections of this paper.

Impact of Tax Reform Act of 1976

For most taxpayer groups, the impact of the Tax Reform

Act of 1976 on the new commercial project evaluated was

almost identical to the Act's impact on the returns earned

in the multi-dwelling housing investment. Table XXXI

presents the impact of the Act on the commercial project

across marginal tax rates and earned income levels. Com-

paring this table with the equivalent Table XII presented

earlier for the housing investment reveals that a signifi-

cant difference in tax reform impact on the two types of

real estate ventures exists only for the 70 per cent and

60 per cent marginal tax rate investors who have 90 per
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TABLE XXX

NEW SYNDICATED COMMERCIAL REAL ESTATE
INVESTMENT PARAMETER VALUES

Type of Variable Value of Variable

Investor's Tax Bracket

Investment Variables 50% 60% 70%

Equity Investment
Year 1 $12,500 $25,000 $50,000
Year 2 20,000 40,000 80,000
Year 3 15,000 30,000 60,000

Profit/loss sharing ratio
for operations and on
sale 2 1/2% 5% 10%

Cash flow ratio for
operations and sale 2 1/2% 5% 10%

Financing Variables Value of Variable

Principal, first mortgage $6,500,000

Interest rate on first
mortgage 9%

Construction period
interest
Year 1 $ 620,000
Year 2 530,000

Loan origination fee $ 71,000

Loan amortization period 35 years

Loan payment period 35 years
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TABLE XXX--Continued

Type of Variable Value of Variable

Operating Variables Value

Life/ Salvage
Depreciable Property Years Cost Value

Total depreciable real
property 45 $6,400,000 $550,000

Components
#1 50 2,900,000 290,000
#2 25 1,900,000 190,000
#3 20 110,000 11,000
#4 15 1,380,000 138,000
#5 13 10,000 1,000
#6 10 100,000 10,000

Other Operating Variables Value

Land cost $275,000

Construction period 2 years

Organization expenses
Year 1 $145,000
Year 2 110,000

Guaranteed payments to
general partner,
currently deductible
Year 1 $ 30,000
Year 2 41,500
Year 3 64,000
Year 4 64,000

Revenue per square foot $ 9.10

Square feet of rentable
space 157,000
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TABLE XXX--Continued

Type of Variable Value of Variable

Other Operating Variables Value

Vacancy allowance
First year 65%
Second year 15%
Third year 9%
Remaining years 5%

Five-year increment in
lease revenues
(represents 35% of
cummulative five-year
inflation at 8%/year) 16%

Operating cost percentage
(as per cent of net
revenues) 3q%
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cent earned income. This differential impact results from

the 1976 Act provision tightening the investment interest

limitation. The impact of this and other specific provi-

sions contained in the 1976 Tax Reform Act is examined

below. The discussion will be somewhat more brief than

that dealing with multi-dwelling housing investments,

since many of the effects of the tax changes noted are the

same as those referred to in the previous analysis.

TABLE XXXI

IMPACT OF TAX REFORM ACT OF 1976 ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL
REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -24.3 -24.0 -21.0 -23.1
Fifty per cent -21.9 -16.7 -15.7 -18.1
Ninety per cent -33.6 -35.5 -18.1 -29.1
Average across

earned incomes -26.6 -25.4 -18.3 -23.4

*Measures in table represent average changes in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

Analysis of provisions limiting front-end deductions.--

The two provisions of the 1976 Act requiring capitaliza-

tion of construction period interest and eliminating the

deduction for prepaid interest, on the average, accounted
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for about 70 per cent of the total decrease in the invest-

ment return inflicted by the Tax Reform Act. For the 10

per cent and 50 per cent earned income level taxpayers,

the impact of both provisions was greater on the higher

tax bracket investors as illustrated by Tables XXXII and

XXXIII. This is consistent, since the higher marginal

tax rate investors are those benefiting most from the tax

losses created by large front-end deductions.

TABLE XXXII

IMPACT OF CAPITALIZATION OF CONSTRUCTION PERIOD INTEREST
ON DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal

Tax

dRateAverage
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -11.3 -7.8 -6.9 -8.7
Fifty per cent -11.7 -8.3 -6.5 -8.8
Ninety per cent - 6.8 -7.1 -6.7 -6.9
Average across

earned incomes - 9.9 -7.7 -6.7 -8.2

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

Table XXXIII also reveals, however that the impact

of the construction interest reform on the higher racket

investors at the 90 per cent earned income level is about

the same as that for the 50 per cent bracket investors,
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TABLE XXXIII

IMPACT OF PREPAID INTEREST LIMITATION ON DIFFERENT TAX

BRACKET AND EARNED INCOME LEVEL INVESTORS
IN NEW COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average

Income Seventy Sixty Fifty Across

Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -9.2 -7.5 -6.5 -7.7
Fifty per cent -9.5 -7.9 -6.5 -8.0
Ninety per cent -5.6 -5.5 -6.4 -5.8
Average across

earned incomes -8.1 -7.0 -6.5 -7.2

*Measures in table represent average change in
profitability index for all parameter sets which assumed

use of accelerated depreciation.

while Table XXXII indicates that the impact of the prepaid

interest limitation is actually smaller for the 70 and 60

per cent marginal tax rate investors than for the 50 per

cent bracket investors. There are two explanations for

these effects. One, as mentioned in previous discussion,

since most of the income of the 90 per cent earned income

investor is subject to a marginal tax of 50 per cent under

the maximum tax provisions, they do not receive a signi-

ficantly greater benefit from the front-end deductions

than do the 50 per cent bracket taxpayers. Secondly, the

investment interest limitation under pre-1977 tax law

restricted the benefit of accelerated interest deductions

for the higher tax bracket investors at the 90 per cent
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earned income level. Thus, they were not benefiting as

much from these deductions as their lower tax bracket

counterparts, so they had less to lose from the 1976

interest provisions.

As with the housing investment, the 1976 Act provision

requiring capitalization of organization expenses had a

relatively immaterial impact. The average decrease in the

profitability index for the commercial project was only

seven-tenths of one per cent as shown in Table XXXIV, with

the greatest impact being a decline of 1.2 per cent in the

returns earned by 70 per cent bracket investors at the 10

per cent and 50 per cent earned income levels.

TABLE XXXIV

IMPACT OF CAPITALIZATION OF ORGANIZATION EXPENSES ON
DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -1.2 -0.6 -0.3 -0.7
Fifty per cent -1.2 -0.7 -0.3 -0.7
Ninety per cent 0.0 -1.3 -0.3 -0.5
Average across

earned incomes -0.8 -0.9 -0.3 -0.7

*Measures in table represent average change in

profitability index for all parameter sets which assumed
use of accelerated depreciation.
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Analysis of impact of minimum tax and maximum tax

provisions.--The impact of the minimum and maximum tax

provisions of the 1976 Act on the investment return of

the commercial project was nearly identical to the earlier

discussed impact on housing investments. For most

investors in either type of real estate project, the

impact was relatively immaterial or nonexistent. Basi-

cally, only the 10 per cent earned income level investors

were significantly affected by the reduction in the minimum

tax exemption, and only the 90 per cent earned income level

investors were impacted by the elimination of the tax

preference exemption under maximum tax rules.

Table XXXV reflects the relative impact of the

minimum tax reform on different marginal tax rate and

earned income level investors. The same noticeable

peculiarity which existed in the housing simulation also

is reflected here--the 60 per cent bracket investor suffers

nearly twice as much in relative terms from the reform

than does the 70 per cent marginal tax rate investor. And

the same explanation exists for this effect as previously

discussed in rather lengthy detail. The reader is invited

to refer back to this earlier discussion, if necessary,

which basically concerns the relationship between the

regular tax liability and the amount of tax preference

items for the different taxpayers. Generally, this
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relationship, which determines the income subject to minimum

tax, is not as beneficial for the 60 per cent marginal tax

rate investor.

TABLE XXXV

IMPACT OF 1976 ACT REDUCTION IN MINIMUM TAX EXEMPTION ON
DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal

Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cant Per Cent Per Cent Tax Rates

Ten per cent -5.6 -9.8 -4.8 -6.7
Fifty per cent -0.5 -2.4 -1.3 -1.4
Ninety per cent 0.0 0.0 0.0 0.0
Average across

earned incomes -2.1 -4.1 -2.0 -2.7

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

The maximum tax provision of the 1976 Act also had the

same relative impact on different investors in commercial

property as was seen for investors in the housing project.

Table XXXVI shows that the 90 per cent earned income level

investor, again, is the only group adversely affected by

the reform, with the average decrease in the profitability

index being 3.6 per cent. As with the housing simulation,

the maximum tax provision actually increased the return

earned by 50 per cent earned income level investors.
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Again, the reader is referred back to earlier discussion

of this effect, since an attempt to re-explain this occur-

rence runs the risk of doubly confusing the reader.

TABLE XXXVI

IMPACT OF MAXIMUM TAX REDUCTION IN TAX PREFERENCE
EXEMPTION ON DIFFERENT TAX BRACKET AND EARNED

INCOME LEVEL INVESTORS IN NEW

COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent 0.0 0.0 0.0 0.0
Fifty per cent +1.0 +0.8 0.0 +0.6
Ninety per cent -4.5 -4.0 -2.3 -3.6
Average across

earned incomes -1.2 -1.1 -0.8 -1.0

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

Analysis of impact of the investment interest limita-

tion.--The Tax Reform Act of 1976 significantly reduced

the exemption available under tax rules which places a

limitation on the deductibility of investment interest.

Unlike the housing project, the investor in the commercial

project simulated in this study is potentially subject to

this limitation, since the office building project is

assumed to be operated under a "net lease" arrangement.
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The reader is invited to refer back to Chapter II for a

detailed explanation of this complicated provision and

the changes enacted by the 1976 Tax Reform Act.

Table XXXVII reveals that the tightening of the

investment interest limitation under the 1976 Act had an

effect on only the 70 per cent and 60 per cent bracket

investors at the 90 per cent earned income level. How-

ever, this impact was rather material causing a decline

of 13.2 per cent in the return earned by the 70 per cent

investor and a decrease of 9.1 per cent in that earned by

the 60 per cent bracket taxpayer.

TABLE XXXVII

IMPACT OF TIGHTENING OF INVESTMENT INTEREST LIMITATION
ON DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent 0.0 0.0 0.0 0.0
Fifty per cent 0.0 0.0 0.0 0.0
Ninety per cent -13.2 -9.1 0.0 -7.4
Average across

earned incomes - 4.4 -3.0 0.0 -2.5

*Measures in table represent average changes in
profitability index for all parameter sets which assumed
use of accelerated depreciation.
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Examination of detailed computer printouts revealed

that 10 per cent and 50 per cent earned income level

investors had more than ciough investment income from

other sources to offset their share of investment interest

expense spun out of the commercial real estate invest-

ment. This was not true for the 90 per cent earned income

level investors who had relatively small levels of passive

income. For the 50 per cent bracket investor at the 90

per cent earned income level, his smaller absolute share of

the real estate interest simply did not exceed the exemp-

tion established by the 1976 Act of $10,000 plus net

investment income.

The impact of the Tax Reform Act of 1976 and its

specific provisions are summarized by marginal tax rate

class in Table XXXVIII and by earned income level in

Table XXXIX.

Impact of Revenue Act of 1978

The Revenue Act of 1978 had approximately the same

relative impact on the different marginal tax rate and

earned income level investors in commercial property as it

did on investors in the multi-dwelling housing. Table

XL illustrates the impact of the Act, which ranged from

a 1.2 per cent decrease in the profitability index for a

50 per cent bracket/90 per cent earned income level
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TABLE XXXVIII

SUMMARY OF IMPACT OF TAX REFORM ACT OF 1976 ON

DIFFERENT TAX BRACKET INVESTORS IN
COMMERCIAL PROPERTY

70% 60% 50%
Marginal Marginal Marginal

Provision Tax Rate Tax Rate Tax Rate Overall

Tax Reform Act of
1976 -26.6 -25.4 -18.3 -23.4

Capitalization of
Construction
Period Interest
and Taxes - 9.0 - 7.8 - 6.7 - 8.2

Prepaid Interest
Limitation - 8.1 - 7.0 - 6.5 - 7.2

Capitalization of
Organization
Expenses - 0.8 - 0.9 - 0.3 - 0.7

Reduction in
Minimum Tax
Exemption - 2.0 - 4.1 - 2.0 - 2.7

Elimination of
Maximum Tax
Preference
Exemption - 1.1 - 1.1 - 0.8 - 1.0

Elimination of
Recapture
Phase-Out 0.0 0.0 0.0 0.0

Reduction in Floor
for Investment
Interest
Limitation - 4.4 - 3.0 0.0 - 2.5
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TABLE XXXIX

SUMMARY OF IMPACT OF TAX REFORM ACT OF 1976 ON
DIFFERENT EARNED INCOME LEVEL INVESTORS

IN COMMERCIAL PROPERTY

10% 50% 90%
Earned Earned Earned

Provision Income Income Income Overall

Tax Reform Act of 1976 -23.1 -18.1 -29.1 -23.4
Capitalization of

Construction Period
Interest and Taxes - 8.7 - 8.8 - 6.9 - 8.2

Prepaid Interest
Limitation - 7.7 - 8.0 - 5.8 - 7.2

Capitalization of
Organization Expenses - 0.7 - 0.7 - 0.5 - 0.7

Reduction in Minimum Tax
Exemption - 6.7 - 1.4 0.0 - 2.7

Elimination of Maximum Tax
Preference Exemption 0.0 + 0.6 - 3.6 - 1.0

Elimination of Recapture
Phase-Out 0.0 0.0 0.0 0.0

Reduction in Floor for
Investment Interest
Limitation 0.0 0.0 - 7.4 - 2.5
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investor to a 14.5 decrease for a 60 per cent bracket

investor with 10 per cent earned income.

TABLE XL

IMPACT OF THE REVENUE ACT OF 1978 ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL
REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +4.5 +14.5 +10.0 +9.6
Fifty per cent +2.1 + 2.7 + 3.4 +2.7
Ninety per cent +2.8 + 2.0 + 1.2 +2.0
Average across

earned incomes +3.1 + 6.4 + 4.9 +4.8

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

The impact on commercial investments of the three

specific reforms contained in the Revenue Act of 1978 also

followed the same lines as that for new housing invest-

ments. The reform eliminating the alternative capital

gains tax and the provisions dealing with the new alter-

native minimum tax provisions each had a slightly more

favorable impact on the commercial project than the housing

project as illustrated in Table XLI and Table XLII.

The reason for the more beneficial results is due to the
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TABLE XLI

IMPACT OF ELIMINATION OF 25% ALTERNATIVE CAPITAL GAINS

TAX ON DIFFERENT TAX BRACKET AND EARNED
INCOME LEVEL INVESTORS IN NEW

COMMERCIAL REAL ESTATE*

Marginal

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +0.4 +3.4 +1.2 +1.7
Fifty per cent 0.0 +1.0 -0.4 +0.2
Ninety per cent -1.2 -1.8 -1.6 -1.5
Average across

earned incomes -0.3 +0.9 -0.3 +0.1

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

commercial project being more highly leveraged. For rela-

tively the same equity investment the commercial investor

in this study acquired an interest in higher valued

property. At the end of the investment period, the investor

thus realized a greater amount of capital gain with the

commercial project than the housing project. Thus, the

elimination of the 25 per cent alternative capital gains

tax had a smaller impact for the commercial investor

relative to his total taxable gain. Also, for a commercial

investor, the capital gains are a relatively greater propor-

tion of total tax preference items from the real estate

venture, due to the above explanation and to the fact that
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TABLE XLII

IMPACT OF NEW ALTERNATIVE MINIMUM TAX PROVISIONS ON

DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal

Tax

Earned RateIIAverage

Income Seventy Sixty Fifty Across

Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +3.3 +12.4 +9.2 +8.3
Fifty per cent +1.0 + 2.0 +3.2 +2.1

Ninety per cent +2.7 + 2.5 +1.6 +2.3
Average across

Earned incomes +2.3 + 5.6 +4.7 +4.2

*Measures in table represent average change in

profitability index for all parameter sets which assumed
use of accelerated depreciation.

there is less excess depreciation resulting from the use

of one and one-half times declining balance depreciation

than from double-declining balance depreciation used in

the housing project. Thus, the alternative minimum tax

provisions of the 1978 Act which removed net long-term

capital gains from the list of items subject to the 15

per cent add-on minimum tax was relatively more benefi-

cial for the commercial investment.

Table XLIII summarizes the impact of the 1978 provi-

sion which increased the net long-term capital gain deduc-

tion from 50 per cent to 60 per cent of net long-term

capital gains. The average increase in the profitability

index created by this favorable legislation was only 1.0
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per cent. The impact was slightly greater for higher tax

bracket investors.

TABLE XLIII

IMPACT OF INCREASE IN NET LONG-TERM CAPITAL GAINS
DEDUCTION ON DIFFERENT TAX BRACKET AND EARNED

INCOME LEVEL INVESTORS IN NEW
COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent +1.2 +1.4 +1.0 +1.2
Fifty per cent +0.9 +1.1 +1.0 +1.0
Ninety per cent +1.1 +0.9 +0.7 +0.9
Average across

earned incomes +1.1 +1.1 +0.9 +1.0

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

Impact of Proposed Tax Reforms

Carter's 1978 Tax Program.--President Carter's 1978

tax reform program would have had significantly less

impact on investments in commercial projects than the

impact that was previously indicated for housing projects.

Table XLIV shows that the average impact of the Carter

proposals would have been a decrease in the profitability

index of about 4 per cent. This is compared to the 13

per cent decline that would have resulted for the housing

investment.
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TABLE XLIV

IMPACT OF PRESIDENT CARTER'S PROPOSED 1978 TAX REFORM
PROGRAM ON DIFFERENT TAX BRACKET AND EARNED INCOME

LEVEL INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -5.9 +3.4 +1.6 -0.3
Fifty per cent -5.8 -6.9 -6.0 -6.2
Ninety per cent -4.6 -6.8 -6.8 -6.1
Average across

earned incomes -5.4 -3.4 -3.7 -4.2

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

The primary reason for the difference in impact of

the Carter program on the two types of real estate invest-

ments is revealed by the examination of Table XLV which

indicates the impact of limiting projects to the use of

straight-line depreciation. This Carter proposal, when

analyzed in isolation, caused an average decrease in the

housing return of 11.5 per cent. For commercial projects,

which were already restricted to the use of one-and-one-

half times double declining balance method depreciation,

the straight-line requirement would have created a drop

of only 4 per cent in the investment's profitability index.

The proposal to lower the minimum tax exemption from

the greater of $10,000 or one-half the taxpayer's regular
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TABLE XLV

IMPACT OF STRAIGHT-LINE DEPRECIATION PROPOSAL ON
DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -6.0 -3.6 -1.7 -3.8
Fifty per cent -4.4 -6.3 -4.1 -4.9
Ninety per cent -1.6 -3.3 -4.7 -3.2
Average across

earned incomes -4.0 -4.4 -3.5 -4.0

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

tax liability to a flat $10,000 also would have a less

severe effect on investors in commercial property. Table

XLVI reveals that as in the previous analysis of housing

investment the mildest impact is on the 60 per cent and 50

per cent marginal tax rate investors at the 10 per cent

earned income level. These taxpayers are not as bene-

ficially shielded by their regular tax liability under

current law, so that if the exemption were lowered they

would not suffer the incremental increase in minimum tax

as would other taxpayers with large amounts of tax

preference items. The table actually indicates an increase

in the investment return earned by the two investors

referred to above. This effect can result due to the
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TABLE XLVI

IMPACT OF PROPOSED REDUCTION IN MINIMUM TAX EXEMPTION
ON DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Marginal

Tax
Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -1.5 +4.7 +2.2 +1.8
Fifty per cent -5.0 -4.9 -3.5 -4.5
Ninety per cent -6.7 -1.7 -0.5 -3.0
Average across

earned incomes -4.4 -0.6 -0.6 -1.9

*Measures in table represent average changes in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

early period tax losses produced by the commercial project.

For example, in the first year of the construction period,

there are no tax preference items spun off from the office

building project. However, a material tax loss is picked

up by the investor which significantly reduces his regular

tax liability. Under current law, this also reduces his

tax preference exemption which subjects him to a greater

minimum tax. If the minimum tax reform were passed, the

tax liability, and thus the tax losses available from the

real estate venture, would have no impact on the amount of

minimum tax. As a result, this type of real estate

investment would actually be more attractive to these

taxpayers if the reform was enacted into law.
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Other proposed tax reforms.--The proposal to subject

all partnerships and their investors to the restrictions

of the investment interest rules would not impact the

commercial project analyzed in this study, since this

"net lease" property is already currently exposed to this

limitation.

The suggested reform to recapture all depreciation

upon the sale of real property would have a slightly

greater impact on commercial projects than on new housing

projects as illustrated in Table XLVII. Since the housing

projects using the double-declining balance method of

depreciation were already subject to a greater amount of

recapture, the additional reform measure would not produce

TABLE XLVII

IMPACT OF PROPOSED TOTAL RECAPTURE OF DEPRECIATION ON
DIFFERENT TAX BRACKET AND EARNED INCOME LEVEL

INVESTORS IN NEW COMMERCIAL REAL ESTATE*

Ma r ginal1

Tax

Earned Rate Average

Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -5.9 -6.9 -7.0 -6.6
Fifty per cent -4.3 -5.5 -7.8 -5.9
Ninety per cent -6.6 -7.8 -6.9 -7.1
Average across

earned incomes -5.6 -6.7 -7.2 -6.5

*Measures in table represent average change in

profitability index for all parameter sets which assumed
use of accelerated depreciation.
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as great a percentage decrease in the profitability of

the investment. As with the housing investment, the

greater impact, percentage wise, is on the lower marginal

tax rate investors.

In the analysis of the new multi-dwelling housing

project, the application of the reform limiting the deduc-

tion of partnership losses to the investment "at risk" had

no impact. However, the commercial project simulated in

this study is more highly leveraged with non-recourse

debt financing accounging for about 80 per cent of total

funds. This compares with the 70 per cent debt financing

for the housing project. As a result of the higher lever-

age, the early period losses for the more costly commercial

project exceeded the amount of equity funds invested in

the investment's sixth year.

Table XLVIII reveals that the "at risk" limitation,

if applied to real estate investments with a similar degree

of leverage, would create a substantial decrease in the

return generated by the investment. The impact on most

investors is a fairly uniform decrease in the profit-

ability index of from 19 to 23 per cent. However, the

table indicates the effect on the 70 per cent and 60 per

cent bracket investors at the 90 per cent earned income

level is a much smaller decrease of 7 per cent. The

explanation for this smaller decline is that these
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investors, unlike the others, have the losses already

limited by the investment interest rules. Therefore,

the incremental effect of the "at risk" provisions would

not be nearly as great for these investors.

TABLE XLVIII

IMPACT OF "AT RISK" LIMITATION PROVISIONS ON DIFFERENT
TAX BRACKET AND EARNED INCOME LEVEL INVESTORS

IN NEW COMMERCIAL REAL ESTATE*

Marginal
Tax

Earned Rate Average
Income Seventy Sixty Fifty Across
Level Per Cent Per Cent Per Cent Tax Rates

Ten per cent -21.5 -23.1 -21.4 -22.0
Fifty per cent -23.5 -20.2 -19.5 -21.1
Ninety per cent - 7.4 - 7.1 -19.0 -11.2
Average across

earned incomes -17.5 -16.8 -20.0 -18.1

*Measures in table represent average change in
profitability index for all parameter sets which assumed
use of accelerated depreciation.

Impact of Tax Reform on Commercial Real Estate
Projects Using Component Depreciation

The commercial office building project analyzed in

the preceding sections was assumed to use the one-and-one-

half times declining balance depreciation method based on

a composite life for the real property of forty years.

In this section the impact of the various tax reform laws

and proposals will be examined under the assumption that
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the project applies straight-line depreciation on a com-

ponent basis. Six groups of components are assumed to

exist in the analysis as presented below.

TABLE XLIX

COMPONENT USEFUL LIVES FOR OFFICE
BUILDING PROJECT

Component Life/Years Cost

Building shell 50 $2,900,000

Group 2 25 1,900,000

Group 3 20 110,000

Group 4 15 1,370,000

Group 5 13 20,000

Group 6 10 100,000

Total Cost $6,400,000

The above useful lives are greater by five to ten

years than those recommended in many commercial real

estate prospectuses. The purpose is to conservatively

offset the bias of the developers and to reflect considera-

tion of guideline lives furnished to IRS agents, which are

still significantly greater than the lives assumed in this

analysis.
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Tax Reform Act of 1976.--Table L indicates that the

Tax Reform Act had proportionately the same impact on

commercial projects using component depreciation as those

using accelerated depreciation based on a composite life.

According to the results of this analysis, the application

of component depreciation was slightly advantageous prior

to the 1976 Act. This Act apparently created little, if

any, additional incentive for the use of component depre-

ciation. However, the table, which is summarized across

all taxpayer variables, does not reveal the peculiar effect

of the 1976 Act on the 70 and 60 per cent marginal tax

rate investors with 90 per cent earned income. These

investors would actually have a greater internal rate of

return in a project using accelerated depreciation than

one using component depreciation. The cause of this

effect is the interaction between component straight-line

depreciation and the investment interest provisions.

Under post-1976 investment interest rules, deductible

interest is restricted to the sum of $10,000, the tax-

payer's net investment income, and "out of pocket" losses

from the real estate partnership. Basically, in com-

puting the out-of-pocket cost, depreciation on a straight-

line basis must be added back to the net taxable loss.

Since straight-line depreciation is significantly greater

for a project using component lives, the "out of pocket"
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loss will be lower, as will the ceiling for the investment

interest deduction. This effect results in component

depreciation being less favorable than accelerated depre-

ciation for the two classes of taxpayers noted.

Revenue Act of 1978.--A comparison of the impact of

the Revenue Act of 1978 on the office building project

under both component depreciation and accelerated depre-

ciation is presented in Table LI. There are no signi-

ficant surprises other than the fact that the Act restored

the relative advantage of component depreciation for the

70 per cent and 60 per cent tax bracket investors with

90 per cent earned income.

Proposed Tax Reforms.--As with the multi-dwelling

housing project, Table LII reveals that component depre-

ciation would have been even more beneficial relative

to accelerated depreciation if President Carter's 1978

reform proposals had become law. Whereas the average rate

of return for projects using component depreciation is

about 15 per cent greater than the average return for

thsoe using accelerated depreciation under current tax

law, this advantage would have increased to 40 per cent

if Carter's program had been enacted. Of course, one of

Carter's proposals was to restrict most real estate

properties to straight-line depreciation, which would have
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made the advantage of using component depreciation quite

obvious. It is interesting to note that to the degree

that this Carter proposal actually caused more partner-

ships to shift to the use of component depreciation,

Carter's objective of achieving greater equity among tax-

payers may have had just the opposite effect.

Under all other proposed tax structures, component

depreciation would continue to maintain the marginal

advantage that it presently enjoys under current tax law.

Analysis of Profitability Measures Used
in Real Estate Industry

Five measures of profitability were computed for each

taxpayer/investment parameter set evaluated in this study:

the profitability index using a 10 per cent discount

factor, the internal rate of return, a modified version

of the internal rate of return, the undiscounted average

rate of return, and the payback period.

Figure 21 illustrates the average values of each of

these profitability measures for the new multi-dwelling

housing project under three different tax structures.

The graph reveals that the measures would have given sig-

nificantly different investment signals in several

instances. For example, all measures but the undiscounted

average rate of return reflected a fairly significant

decrease after passage of the Tax Reform Act of 1976.
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*The reciprocal of the payback period is graphed for
comparative purposes.

Fig. 21--Comparison of different profitability measures
for New Housing investments assuming most favorable selling
price.
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The latter measure indicated that the Act had had no impact

on the return to be earned in these types of real estate

investments, certainly a misleading indicator as this

study has pointed out. As the study explained, the pro-

visions having the greatest impact on investment return

were those which limited "front-end" deductions for the

real estate venture, and, thus, limited the investment's

capability to shelter investor's income from other sources.

Since the time value of money is not considered by the

average rate of return measure, the true impact of this

tax legislation is completely ignored. In many specific

instances, an actual increase in profitability was sig-

naled by the use of this measure.

The payback period measure did adequately signal the

direction of, and to a large degree, the impact of the

1976 and 1978 Acts. However, in several situations, the

payback period was a highly misleading measure of invest-

ment profitability. Under certain assumptions involving

sales price and investment period, a large negative cash

outflow results for the investor in the final year of the

investment. This is caused by recognition of a large

gain on the sale of partnership property, a sale which

produces no cash inflow. The payback period measure,

which is often emphasized in real estate investment

materials, does not reflect this material "loss" to the



233

investor and as a result significantly overstates the

attractiveness of the investment.

Perhaps the greatest weakness, however, of profit-

ability measures commonly reflected in real estate "tax

shelter" prospectuses and other investment material is the

lack of consideration of all relevant tax provisions.

This study has indicated the importance of such tax pro-

visions as the investment interest limitation or minimum

tax on certain investors. To provide direct evidence of

the significance of not fully considering all tax laws,

the author computed the profitability measures for two

parameter sets assuming: (1) all partnership losses were

fully "utilized" by the taxpayer at his marginal tax rate;

(2) no consideration given to minimum tax, maximum tax,

investment interest limitation, or recapture rules; and

(3) gain on sale taxed at one-half marginal tax rate.

The internal rate of return for a 70 per cent bracket/

90 per cent earned income level investor in the commercial

project under the above assumptions was 9.9 per cent.

This is slightly more than the 3.3 per cent return reflected

by the RETAX program, which fully incorporates relevant

tax provisions. The two most significant reasons for the

material discrepancy result from failure to consider

maximum tax impact and the investment interest limitation.
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Both of these provisions, as reflected in earlier analysis,

have their greatest impact on the investor described above.

The same computaticns were made for a 60 per cent

bracket/10 per cent earned income level investor in

commercial property, the taxpayer most affected by minimum

tax provisions. The internal rate of return was found to

be 9 1/2 per cent compared to the 7 1/2 per cent rate

produced if post-1978 tax laws are properly considered.

Under pre-1978 law, before the adoption of the favorable

alternative minimum tax provisions, the difference would

have been twice as great.



CHAPTER VI

SUMMARY AND CONCLUSIONS

The primary objective of this study was to determine

the impact of the Tax Reform Act of 1976, the Revenue Act

of 1978, and other commonly considered tax reform proposals

on the profitability of two types of syndicated real estate

activities: new multi-dwelling housing projects and new

"net lease" commercial projects. A deterministic computer

valuation model was constructed to perform this analysis.

The model enabled evaluation of the real estate invest-

ments over different time periods and across different

taxpayer characteristics, such as marginal tax rates and

levels of earned income. Additional research questions

examined in this study included determining the differen-

tial impact of using component/straight-line depreciation

versus accelerated depreciation methods and determining

the variation in investment signals given by different

profitability measures commonly used in the real estate

industry. Additionally, through the above inquiries, the

author sought to gain evidence as to the importance of

tax provisions whose effects are commonly not considered

by simple decision-making models incorporated in most

real estate prospectuses.

235
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Summary of the Study Findings

In general, the results of the analysis of both the

housing project and the commercial venture clearly indi-

cated the importance of the consideration of tax factors

in making real estate investment decisions. The findings

also indicate that the impact of the tax laws, and thus

the resulting investment return, can be materially different

for taxpayers in different tax brackets or with different

levels of earned income.

Specifically, the study revealed that the Tax Reform

Act of 1976 had a substantial negative impact on the

investment return earned in both types of real estate

projects. This was true for all taxpayers--those with 50

per cent, 60 per cent, or 70 per cent marginal tax rates

and those with 10 per cent, 50 per cent, and 90 per cent

levels of earned income. The analysis showed that two

provisions limiting the acceleration of deductions

accounted for most of the effect. These provisions were

the required capitalization of construction period interest

and taxes and the disallowance of a tax deduction for pre-

paid interest.

The simulated results produced by the model also

revealed, however, that the 1976 Act provisions which

reduced the minimum tax exemption and eliminated the tax

preference exemption for maximum tax purposes had very
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little effect on investment return. More specifically the

only taxpayer classes affected to any significant degree

by the minimum tax reform were the investors having 10

per cent earned income, while the only investors whose

investment return was materially affected by the maximum

tax legislation were the 90 per cent earned income tax-

payers. Both of the taxpayer groups mentioned above likely

represent extreme positions. The investor with equal

amounts of income from earned and passive sources escaped

the clutches of these supposed tax reform measures totally

unscathed.

One additional observation as to the impact of the

1976 Act concerns the tightening of the investment interest

restriction. This measure was only applicable to investors

in the commercial project due to its net lease arrangement.

This provision had a very substantial effect on two tax-

payers--the 70 per cent bracket investor and the 60 per

cent bracket investor at the 90 per cent earned income

level. As a result of this limitation, investment in

highly leveraged projects such as the commercial real

estate venture of this study would produce a significantly

lower return for these investors compared to other tax-

payer groups. But again, the assumption of high tax

bracket taxpayers with 90 per cent of their income from

earned sources likely represents an extreme and relatively
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uncommon situation in the "real world." All other tax-

payer classes analyzed in this study were completely

unaffected by this attempt at tax reform.

President Carter began 1978 by announcing his aggres-

sive program for tax reform aimed directly at investors in

"tax shelter" activities. The reforms, which included

restricting real estate depreciation to straight-line,

reducing the minimum tax exemption to $10,000, and elimi-

nating the 25 per cent alternative capital gains tax,

would have had a much more substantial impact on new housing

investments which use double-declining balance depreciation

than on new commercial property which was already restricted

to the use of the one-and-one-half times declining balance

depreciation method. New housing projects obviously had

more to lose by the straight-line requirement.

Although the analysis indicates that Carter's proposal

to significantly reduce the minimum tax exemption by itself

would have a moderately adverse effect on most taxpayers,

the actual end result of the legislation would likely have

been quite watered down. This would result from two

probable effects. One, the straight-line depreciation

limitation would eliminate a large portion of the tax

preference income produced by real estate investments,

thus reducing the investor's minimum tax burden. Secondly,

analysis of both types of real estate investments under



239

the assumed use of "component/straight-line depreciation"

revealed that this depreciation method was clearly favor-

able to accelerated methods after passage of the Tax

Reform Act of 1976. One impact, therefore, of Carter's

reform program would no doubt have been to encourage a

mass switch to component depreciation. As a result,

investors in real estate would have suffered almost no

effect from what was considered an aggressive tax reform

measure.

Due to political and economic forces, Carter's tax

reform measures for the most part fell by the legislative

wayside. The legislation that did result, in the form of

the Revenue Act of 1978, had quite the opposite impact

that Carter's reform proposals were designed to deliver.

Although the elimination of the 25 per cent capital gains

tax, a Carter proposal incorporated into the 1978 Act, did

have a slight negative effect on most taxpayers in new

housing projects, the benefits provided by the new alter-

native minimum tax provision and the increased capital

gains deduction more than offset this negative effect.

Interestingly, the Revenue Act most significantly increased

the return earned in real estate tax shelters by 10 per

cent earned income investors. This result is certainly

consistent with the objective of stimulating investment

but obviously indicates a step backward in ongoing
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attempts to achieve greater horizontal equity in the tax

laws.

The impact of several additional reform proposals

which are currently applicable to other types of invest-

ment activities or that have been "kicked around" in past

legislative discussion was also examined. One proposal

has suggested expanding the "investment interest limita-

tion" provisions to all partnership activities which would

include projects such as the new multi-dwelling housing

syndication analyzed in this study. As in the commercial

property, whose investors were already subject to the

investment interest rules, the results indicated that only

the 70 per cent and 60 per cent marginal tax rate investors

with 90 per cent earned income were affected. Since the

new housing investment was not as highly leveraged as the

commercial project, the absolute size of the effect was

not as great.

Real estate partnerships are one of the few activities

operating in this business form which are still exempt

from the "at risk" provisions first codified in the 1976

Act. The study revealed that if the limitation were

applied to real estate activities, the effect could be

quite material. The degree of impact depends directly

on the degree of leverage present in the project. The

debt financing on the new housing project accounted for
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only 70 per cent of total funds and approximately 90 per

cent of the total construction cost. The office building

project was financed 80 per cent by debt, with the initial

mortgage equalling 100 per cent of direct and indirect

construction costs. Application of the "at risk" provi-

sions to investors in the apartment house project resulted

in an average decrease in the investments profitability

index of less than 1 per cent, while similar analysis for

the commercial project resulted in an average decrease of

18 per cent.

Expanding the depreciation recapture rules that are

currently applicable to Section 1245 personal property to

cover real property has been another often suggested reform

proposal. This total recapture of depreciation would have

a fairly significant impact (an average of about 6 per

cent in the profitability index) on both types of real

estate investments. However, the reform would decrease

the return earned by lower bracket taxpayers by a pro-

portionately greater amount than the return earned by

70 per cent marginal tax rate investors.

Significance of the Findings

The present study clearly showed that the Tax Reform

Act of 1976 had a substantial negative impact on the

profitability of syndicated real estate projects which

have historically relied on "tax shelter" benefits as a
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significant portion of the total return. However, the

study also provides evidence that certain specific reforms

which were supposedly designed to insure that wealthy

taxpayers could not escape tax liability had very narrow

effects.

The significant impact of the 1976 Act was largely

produced by the reforms requiring capitalization of front-

end expenditures and limiting deductions for prepaid

interest. The actual impact of these provisions may not

have been as incrementally material as indicated by the

study. To some degree, the 1976 Act codified Internal

Revenue Service positions on the deduction of front-end

expenditures. To the extent that Service positions had

already been incorporated into practice, the marginal

impact of the Act would have been less than that indi-

cated in the study.

A rather surprising outcome of the analysis was the

fact that the minimum tax, maximum tax, and investment

interest limitation provisions of the 1976 Act had little

or no consequence to most taxpayers. In several instances,

the provisions even had a favorable impact on the return

to be earned in real estate shelters. It is interesting

to note that textbook illustrations of the minimum tax

must give very extreme relationships as to total tax

preference items and taxable income in order to illustrate
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the application of this concept. With recent reforms

which have been enacted to reduce the production of paper

losses and limit the deduction of these losses on personal

income tax returns, it would appear that the minimum tax

as it currently exists contributes little toward

achieving greater equity in the tax laws. The 1976 tax

legislation removing the capital gain deduction from the

list of tax preference items subject to the add-on minimum

tax obviously increases the rarity of minimum tax impact.

The risk of losing substantial maximum tax benefits

as the result of real estate shelter investments also

appears to be remote for most taxpayers with incomes

reasonably balanced between earned and unearned sources.

In the study, only the investors at the 90 per cent earned

income level were materially affected by the maximum tax

legislation.

Additionally, the investment interest limitation even

more so than the maximum tax disincentives appear to cut

a very narrow reform swath. Only taxpayers with very high

total incomes and very small amounts of passive invest-

ment income are impacted by the restrictions. Of course,

the investors in the study were not assumed to leverage

their partnership equity contributions. This action may

have resulted in more widespread application of the

investment interest provisions. However, average taxpayer
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amounts for investment interest expense and investment

income were determined from Internal Revenue Service

statistics and built into the program. These averages

clearly indicated no significant leveraging of personal

investments.

It is somewhat ironic that 1978 began as a year in

which President Carter vowed to continue the tax reform

initiatives of the 1969 and 1976 Tax Reform Acts, and

ended with tax reform apparently taking a step backward

in the Revenue Act of 1978. The results in this study

showed that the Tax Reform Act of 1976, as illustrated

by the impact on real estate tax shelter investments,

had made significant strides in achieving reform objec-

tives of greater vertical and horizontal equity in the

tax burden. Not only were the benefits to be derived

from tax advantages rather than business success greatly

reduced, the disparity in the returns earned by different

tax bracket or earned income level investors was signi-

cantly narrowed. The Rcvenue Act of 1978 had just the

opposite impact with regard to vertical and horizontal

tax equity. The 1978 Act, on the basis of this evaluation,

did not approach restoring the almost unbelievably high

profitability that existed for high bracket real estate

investors prior to 1977, but it did leave these investors

with reasonably healthy investment returns. For example,
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the average internal rate of return after 1978 for an

investor in the new multi-dwelling housing project using

component depreciation was 5.3 per cent. This it should

be pointed out is the "after tax" return. For a 70 per

cent marginal tax rate 'ivestor, without any consideration

of minimum tax, maximum tax, and other provisions, this is

equivalent to a 17 per cent "before tax" rate of return.

Conclusions and Recommendations

In reviewing Congressional literature one soon finds

that is is very hard to determine the specific objectives

of particular tax provisions. Specific in the sense of

detailing the taxpayers that the provisions are intended

to impact. The research in this study as applied to real

estate tax shelter investments provides evidence that many

reform provisions affect only taxpayers having exceptional

relationships between various income and deduction items.

If the scope of the law is this narrow, can the extreme

complexity that these provisions present for a much

greater number of taxpayers be justified? A cynic might

argue that the real objective of many complex tax provi-

sions is to create the appearance of tax reform rather

than tax reform itself. There is some evidence to support

his cynicism.

If further tax reform regarding real estate invest-

ments is one day considered desirable, the study results
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suggest that the measures should be considered in light

of various alternatives available to these activities.

For instance, President Carter's proposal to restrict most

real estate projects to the use of straight-line depre-

ciation may not have had the impact intended. The study

indicates that the use of component depreciation would

all but negate any adverse effect of such a law.

The study also produces some interesting implications

for investors in syndicated real estate activities.

Although the study indicates that the scope of many tax

provisions is limited, as discussed above, it also shows

that the lack of consideration of relevant tax provisions

could be disastrous for some investors. One example pre-

sented earlier in Chapter V showed that an investor in

the 70 per cent tax bracket with 90 per cent earned income

would apparently earn ai. annual after-tax return from the

commercial project of 9 per cent if he relied on compu-

tations which are commonly presented in real estate offering

circulars. If the impact of the maximum tax, investment

interest, and other provisions were properly considered,

the internal rate of return would be only 2 per cent.

Obviously, to reduce the risk of making poor invest-

ment decisions, the taxpayer must determine how he is

affected by the many inter-related tax statutes. A

deterministic computer valuation model such as the one
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constructed for this stv<Iy would provide a valuable

investment decision-making tool. Different assumptions

concerning taxpayer income relationships, project operating

variables, investment periods, etc., can be easily handled

by the program to produce a clearer picture of a particular

investment's profitability potential.

Who should burden the responsibility of insuring that

the investor properly considers relevant tax laws? Cur-

rently, real estate prospectuses present only verbal

warnings of the potential impact of such tax laws as the

minimum tax or investment interest limitation. Perhaps,

these offerings should be required to present sample

computations of the effects of these tax laws under

various assumptions in order to give the reader an idea

of the potential magnitude of adverse tax consequences.

Such additional disclosure could easily be incorporated

into these real estate presentations with the use of

computer valuation models.

Suggestions for Further Research

Related inquiries into the impact of tax laws and

suggested reforms on other types of real estate invest-

ments would be a natural offshoot of this study. For

example, what differential impact resulted for used

versus new housing or commercial investments? Or possibly

more interesting, what was the impact of recent legislation
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on new low-income housing projects? Do additional tax

incentives still exist for most taxpayers to justify

what normally is considered a higher risk investment?

Although discrete values for earned income levels,

tax preference items from other sources, investment

income, and other variables were assumed in this study,

further sensitivity analysis could possibly be applied

to define boundaries for determining the conditions under

which investment interest rules or minimum tax provisions

come materially into play.

To what extent do market forces react to increase

rents, and, thus, profitability of real estate ventures

whose investment return has been adversely affected by

passage of tax laws is another interesting research

problem. Empirical research would be necessary to answer

this question. If there was a resulting rise in rents

after passage of the 1976 Reform Act (beyond what would

be considered normal inflationary increases), would this

indicate that the tax reforms were too severe? If there

was no correlated increase in rents, would this indicate

that a significant part of the pre-reform profitability

consisted of a publicly financed tax subsidy? What

time span would be necessary to examine this problem or

even whether these questions could practically be answered

awaits future inquiry.
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DATA 'SHEET
Card -

I Characters in Data Field

3,3,3,3,3,1,1,4,2,4
8,8,2,8,1,1,2
B,8,8,8,8,4,4,4,4

?,2,2,2,2,2,2,2,',2
9.1 ,2,8,3,1.8,2,4 ,2

1,1,1,7,7,7,7 ,3.21,2
7,4,6,2,2,2,2,2,7,7,7

1976 Act Matrix

1. All provisions
2. Capitalization of Construction

Period Interest and Taxes
3. Elimination of Prepaid Interest
4. Capitalization of Points
5. Capitalization of Organization

Expenses
6. Reduction in Bonus Depreciation
7. Reduction in Minimum Tax

Exemption
8. Elimination of Maximum Tax

Exemption
9. Elimination of recapture phase-

out for all but low-income
10. Investment Interest Limitation

Reform Matrix

1. Revenue Act of 1978
2. Carter's Tax Program
3. S/L Depreciation
4. Investment Interest Limita-

tion applied to all interest
5. "At Risk" Limitation
6. Reduction in riinimum Tax

Exemption
7. Recapture all depreciation
8. Elimination of Alternative

25% Capital Gains Tax
9. New "alternative minimum tax"

10. 60% Capital Gains Deduction

Profit/Loss Profit/Loss Cash Flow Cash Flow Guarantee Investment Net Lease Investment Investment Discount
Sharing % % - Sale % % - Sale Cash Flow % Code Code Year Period Rate

2 Total Equity Investment (7) 1 2 3 4 5

3 Equity Investment Per Partner (7) ____ 2 3 4 5

4 Organization Expenses (7) 1 2 3 4 5

5 Guaranteed Payments Currently ~ 2 3 4 5

Deductible (7

6 Construction Period Taxes (7) 2 3 4 5

7 Construction Period Interest (7) 1 2 3 4 5

8 Annual Gross Revenue Rental Annual Rate Vacancy Operating 5 yr. % Reserve Pts. on Pts. on Syndic
Revenue Per Sq. Ft. Sq. Ft. of in Rev. Rate Cost % in D.C. Fund % 1st Mtg. 2nd Mtg. Expen

Life of No. of
Total Cost of Salvage Value Personal No. of Deprec. Deprec. Construction

9 Personal Property of Pers. Prop. Property Partners Land Cost Components Code Period

Cost of Depreciable 1 2 3 4 5 6 7 8 9
10 Components (8)

11 Salvage Value (8) 1 2 3 4 5 6 7 .8 9

12 Life (2) 1 2 3 4. 5 6 7 8 9

Interest Rai
13 Principal 'Principal Amount Balloon Pay. Balloon Pay. Interest Rate Interest Rate Refinancing on

1st Atg. 2nd Mtq. Refinanced on 1st Mtg. on 2nd Mtg. on Ist Mtg. on 2nd Mtq. Int. Rate Constr. Loan

Loan Amort. Loan Amort. Loan Loan Interest interest- Balloon Balloon
14 Period Period Payment Payment Only Only Pay. Pay. Refinance Refinance

Ist. Mtg. 2nd. Mtg. Period-lst Period-2nd Period-lst Period-2nd Yr.-lst Yr.-2nd Code Period

Selling Annual Selling Amort. Period Interest

15 Selling Price Price Apprec. Rate Selling Exp. % Installment Down of Mtg. Rate on Month
$ Code of Land Exp. of Sales Sale Code Payment Assumed Mtg. of Sale

Adj. Net Annual Rate

16 Taxpayer Carryover No. of Gross Itemized Invest. Invest. Earned of A in
Status Code-7 Yr. Exempts. Inc.-Yr. 1 Ded.-Yr. 1 Income Interest Income % Income Yedr

17 Prior Years' Taxable Income (7) 1 2 3

18 1976 Act Matrix 1 2 3 4 5 6 7 8 9 10
(1 or 0)

19 Reform Matrix 1 2 3 4 5 6 7 8 9 10
(1 or 0)

Card

1
9

13
14
15

16
8
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