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y erween 1981 and 1986
S more private money was
. Yinvested in the rehabilita-
tion of historic buildings than
had been spent for the same pur-
pose during zll of the rest of
American history combined
This investment was stimulated
by federal tax incentives first
adopted in 1976 and then
expanded in 1978 and 1981

Those incentives saved thou-
sands of important historic build-
ings. What has been realized
retrospectively, however, is thar
the federal historic rehabiliration
tax credic program was one of the
most potent urban reviralization
tools ever created and certainly
the mast cost effective

When A Guide w0 Tax-
Advantaged Rehabilitation  was
first written, Congress had just
passed the Tax Reform Act of
1986. That act eliminated most
of the wmx incentives that had
been added to the tax code over
the years Rehabilitation credis
were retained, however, because
Congress recognized their impor-
wnt impact on communities of
all sizes Substantiat changes were
made o the earlier incentive pro-
gram, however, including reduc-
ing the amount of the credis,
prectuding high-income tax pay-
ers from utilizing the credir, and
adding a “passive loss” provision
that severely limired the amount
of the credit available to most indi-
vidual taxpayers in any given year

Optimists, including the US
Treasury Department, thought
the effect of these changes would
be minimal—Treasury estimated
an 18 percent drop in activity
Preservationists predicted the
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amount of investment could fall
by as much as half. Unfortunarely
for both historic buildings and
the urban revitalization that their
rehabilitation spurred, even that
projection was too rosy Within
cight years, certified rehabilita-
tion projects fell 82 percent and
investment in those projects was
off 80 percent

Receirly, however, there have
been
interest around the country in the
rehabilitation of historic buildings
using the ax credits This inrerest
sparked the reissuing of A Guide
0 Tax-Advaniaged Rehabiliwation
The changes in this update deal
primarily with amendments to
the tax law since 1986,

The goal of this revised publi-
cation is to remind preservation-
ists and investars that, while
diminished from carlier years,
the federal historic rehabilitation
ax credit remains a valuable tool
for saving historic buildings and
revitalizing towns and cities
throughaut America

indications of renewed

What Is the Rehabiliration
Tax Credit?

Federal tax faw offers a unique
incentive to taxpayers who con-
tribute to the preservation of this
nation’s old and historic buildings.
By rehabilitating directly or invest-
ing int the rehabilitation of eligible
buildings, taxpayers can take
advantage of a rwo-tier tax credit
The federal income tax credit
is equal to 20 percent of the cost
of rehabilitaring historic build-
ings or 10 percent of the cost of
rehabilitating nonhisteric build-
ings constructed before 1936

Guide to Tax-Advantaged Rehabilitation

E Ii! New Orlemzs rbe famzer xbnerrcau Cau ﬁ.’lCIOl'j’ was rebab:!rm!ed

into a mixed-use deuelopmeut that included apartinents and shops

Developers followed the Secretary's Standards and preserved much

of the historic fabric of this early 20th century warchouse

o Photo courtesy of Shecidan Arehiectural Photography

These credits provide a dollar-for-
dollar reduction of income rax
owed While the 20 percent
credit is available for rental resi-
dential buildings, neither credic
is available for homes or apart-
ments occupied by their owners

Rehabilitation investment gives
old and historic buildings a more
viable place in the contemporary
real estate market, thereby guar-
anteeing their continued use and
contribution to an area’s eco-
nomic vitality In some cases
rehabiliration involves relarively
small expenditures to repair a
buildings roof and exterior. In
athers, rehabilitarion may involve
a substantizl upgrade of struc-
tural and mechanical syseems in
the interior

Cove.r. 373.9 _r'edea.;e{bpn?e&t ofzm :
entire block of 1887 buildings
in downtown Wichita, Kans,
created Eaton: Place, « mived-
use profect with 75 apartments
and 300,000 square feet of
conmmercial space Historic
rehabilitation tax credits
brought niore than $2 4
miifiion in equity to the

$15 6 million profect

e Photo by Kathy L Morgan




In ﬁ.ﬁ_‘lwau.kee, dn intaginative
developer fln’ned a deterforated
Lais stetion into a neighborbood
coffee shopr. The developer used
at combination of brownfield
development funds, facade
easement grants, and the
historic rebabilitation tax
erecit to bring this Streamilined
Moderne station beack to life

— Photo by CHff Lepple
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In the case of historic build-
ings, the poal of the rehabitita-
tien credit is not to preserve a
building as a museum, but to put
it back to use to meet current
housing, retail, commercial, and
industrial needs. These needs,
however, must be met through
rehabilitation that is appropriate
to a building's historic character

From 1976 through 2001, the
historic  rehabilitation  credit
seimulated an estimated $25 bil-
lion of investment in more than
29,000 historic properties. While
farge scale projects are often the
most visible, in fact the rehabili-
tation credits have most often

been used for smaller projects.
Since the inception of the first
rehabilitarion credits, more than
70 percent of projects involving
historic huildings incurred expen-
ditures of less than $500,000, and
nearly a third have been projects
of less than $100,000

This ranige in the size and type
of projects, and the similar diver-
sity of rehabilitations of older
nonhistoric builings, such as the
renovation of corner stores, brown-
stones, restaurants, and schools,
demonstrates the breadth of
opportunity that still exists for peo-
ple to participate in this program

The National Park Service,
which administers the tax credir
certification program in conjunc-
tion with state historic perserva-
tion offices, has observed that
housing has been the single most
important use for rehabilitated
historic buildings. More than
149,000 unis have been rehabili-
tated since the program began and
over 75,000 units newly created A
substantial number of these unirs
have been for use by low- and
maderate-income househaolds

What Buildings Qualify?

The rehabilitation credit is avail-
able for historic and nonhistoric
buildings, but only if they are used
in a trade or business or held for
the production of income Build-
ings eligible for the 20 percent
rehabilitation credit include those
that will be used for rental resi-
dential as well as nonresidential
purposes, while buildings eligible
for the 10 percent rehabilitation
credit must be nenresidential,
commercial, or industriat buildings

Certified Historic

Structures

To qualify for the 20 percent reha-

biliration eredit, a building must

be a “certified historic structure ”

A certified historic structure is

one that is:

o listed individvally in the
National Register of Historic
Places; or

° located in a “registered his-
toric district” and certified by
the Secretary of the Interior as
being of historical significance
1o the district
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A registered historic diserict is
any district tha is:
° listed in the National Register
of Historic Places; or

@ designated under a state or local
statute certified by the Secretary
of the Interior as containing cri-
terin that will subscantially
achieve the purpose of preserv-
ing and rehabititating buildings
of significance to the district
and that is certified as subscan-
tially meeting all of the require-
meunts for the listing of districts
in the National Register

The Narional Register of
Historic Places is maingained by
the US Department of the
nterior National Park Service I
includes individual buildings and
sites as well as historic districes
The Nasional Register contains
more than 71,000 listings and
encompasses nearly one million
buildings and historic resources
Properties qualifying for National
Register listing must meet one or
more of four broad criteria {see
page 13}

To nominate an individual
property or historic district for list-
ing, a nomination form is submit-
ted for review to the state historic
preservation officer {SHPO)
appointedt by the governor of each
state After review and approval at
the stare level, the nomination is
forwarded to the Naticnal Park
Service in the Department of the
Interior for review and listing

A building within a listed his-
torie district is accorded certified
historic structure designation
through the submission of “Part
1" of the Historic Preservation
Certification Application This
form is available from SHPOs
and the National Park Service
and on the NPS
www of nps gov  After review by
the SHPO the application is for-
warded to the National Parl
Service for finat approval

website
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I{ a property is individualiy listed
in the National Register, it is
already a certified historic serucrure
and it is not necessary ta complete
Part 1 of the Historic Preser-
vation Certification Application

i the certification request is for
a building not ver listed in the
National Register or for a building
in a potential historic district, the
Part 1 form will be reviewed to
make a preliminary determination
as to whether the building may
quatify for certified historic status
when and if the property is listed
in the National Register Such
determinations are not binding
and become final as of the date of
listing in the National Register

The SHPO's recommendation
for approval or denial of certified
historic strucrure starus is given
significant weighz; however, the
National Park Service makes the
final determination and notifies
the owner of the decision

Old Nonbistoric
Buildings
A 10 percent rehabilitation credit
is available for nonresidential,
nonhistoric  buildings  buike
before 1936. No certification is
required for these buildings

The 10 percent rehabilitation
credit is not available for certi-
fied historic structures A build-
ing located within a registered
historic district is not eligible for
the 10 percent credit unless it is
certified by the Department of
the Interior as not contributing
to the historical significance of
the district. A request for certifi-
cation of non-significance also is
made through Part 1 of the
Historic Preservation Certification
Application Review of such a
request follows the general pro-
cedures outlined above

What Rehabilitations
Qualify?

To receive a rehahilisation credis,
a taxpayer must substantially
rehabilitate a qualifying histaric
or old building

Substantial
Rebabilitations

A substantial rehabilitation means
a taxpayer’s expenditures must
exceed the greater of the
“adjusted basis" of the building, or
$3,000, during any 24-month
period {or 60-month period in the
case of “phased rehabilitations,”
defined below) selected by the
taxpayer Lhe period must end
with or within the raxable year in
which the credit is claimed.

The adjusted basis in a build-
ing is its purchase price plus the
amount of any previous capital
improvements  This
reduced by depreciation deduc-
tions already taken and the cost
of the property that can be atlo-
cated to the land value

Thus, for example, if a tax-
payer's basis in a building is
$100,000, the taxpayer generally
would have to incur more than
$F100,000 of rehabilitation expen-
ditures during a 24-month pericd
to have a substantially rehabili-
tated building

A phased rehabilitation is a
rehabilitation consisting of rwo
or more distinct stages of devel-
opment [hese stages must be
cutlined in written architectural
plans and specifications that are
completed before the physical
work on the rehabilitation begins

s s

Certified Historic
Rebabilitations

For a rehabiliration to qualify
for a 20 percent credit, the
Department of the Interior must
certify that the rehabilitation is
consistent with the historic char-
acter of the building and, where
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' .I_f;.,l.yiu_':bb.:u'g.ﬁ.f&.,_ a fomwr :
bospit.r.r_.!. (.r:i_rca 1913) bm .be.en
turned into a 3G-unit qpm.'rn.rel.lt
complex: The federal historic
rebabilitation tax credit as
well as the low-income
hbousing credits belped malke
this 54 miflion project feasifbile

— Photo conrtesy of

Gray & Pape, fnc.
Rickmond, Va

applicable, with the district in
which the building is located
Application for this determination
is made through “Part 2" of the
Historic Preservation Certifica-
tion Application Following
review by the SHIPO, the appli-
cation is forwarded with a rec-
ommendation to the National
Park Service for a decision This
application may be submicted
the SHPQO and the Narional
Parle Service at any time during
the course of rehabilitation The
National Park Service, howeves,
strongly urges taxpayers to file

applications before commence-
ment of wark so thar modifica-
tions to the work plan may be
macle more easily, if necessary

Notice of approval of proposed
work or certification of completed
work is sent to the taxpayer by the
National Park Service If modifi-
cations are proposed during the
course  of construction,  the
National Park Service requests
that amendments be submitted
and the NPS has the opportunicy
o review and approve changes
that might alfect the historic
cualities of the structure

However, a rehabilitation
receives final certification only
after all work has been com-
pleted A taxpayer whose pro-
posed work has been approved
must  submit a Request for
Certification of Completed Work
{Part 3) with photographs docy-
menting the completed project
to receive final certification

All elements of a rehabilication
project must meet the Secrerary
of the Interiors Srandards tor

Rehahilizarion (see page 13). In
evaluating rehabilitation work,
state and federal officials review
all aspects of the work, including
any new construction While the
rehabilitation process may involve
some repair or alteration of a his-
toric building 1o provide for an
efficient contemporary use, it
must not destioy or damage the
material and feasures, both inte-
rior and exterior, that are impor-
sang in deflining the building's
historie character

The National Park Service
charges a processing fec (o review
projects involving mare than
$20,000 of rehabiliration expen-
ditures Payment is made when
recuested by the Nagional Park
Service, not when the applica-
tion is submitted to the SHPO
Fees are charged according to a
two-tiered systeme a preliminary
fee and a final fee The prelimi-
nary fee to review projects or
ongoing rehabilitation projects
of more than $20,000 is currently
$250 The final fee covers NPS
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review of completed projects and
is based on the cost of rehabilita-
tion according to the fee sched-
ule befow The prefiminary {ee is
deducted from the final fee

Fee Rehabilitation

$ 500 $ 20,000 1o § 99,999
$ 800 $100,000 to $499,999
$1,500 $500,000 to $999,900
$2,500 $1 million or more

Certification decisions may ke
appealed to the Washington,
D C, office of the National Park

Service

Nownhistoric
Rebabilitations
No certification of rehabilitation
worl is necessary to obtain the
10 percent credit for nonhistoric
rehabilitation However, cerrain
existing building elements must
be retained to qualify for this
credit. Specifically, 50 percent or
more of the existing external
walls must be retained in place as
external walls; 75 percen: or
more of the existing external
walls must be retained in place as
internaf or external walls; and 73
percent or more of the existing
internal structueral framework
tnust be rerained in place

Mo wall test requirements apply
to certified historic structures
although the 50 percent/75 per-
cent rules are used as a guideline

What Expenditures
Quality?

Rehabilitation expenditures must
be capital in nature and depre-
ciable as real property to qualify
for a credit. This includes new
plumbing, mechanical, and elec-
trical systems, sprinklers, “life
safery systems,” elevarors, brick
and facade cleaning, and any
other wotk including cosmetics
done to the structural components
of the buildings Additionally
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such costs as architect’s fees,
consulting fees, developer fees,
and construction period interest
and taxes are also allowable as
part of the qualified rehabilita-
tion expenditures

Acquisition, site worle (such as
landscaping, parking lots, side-
walks}, and building enlargement
costs do not qualify Likewise fumi-
ture and appliances and other per-
sonal property items do not qualify

Rehabilitation expenditures
that can be allocated to that
portion of a building that is, or
is reasonably expected to be,
“rax-exempt use property” also
do not qualify

When Can the Credit
Be Claimed?

Generally, the credit is claimed
for the taxable year in which the
building or an identifiable por-
tion thereof is placed in service
“Placed in service" generally
means that the entire building, or
an identifiable portion thereof,
has been ptaced in a condition or
state of readiness and availabilivy
for its intended function. [t is not
necessary that the building actu-
ally be put in use but only that it
be reacdy and available for its use.
Receipt of a certificate of occu-
pancy for the building or a por-
tion thereof is commonly used to
establish the date of placement in
service, although other facts may
be relevani In some cases, the
building will not have been taken
out of service {for example, when
the building continues to be
occupied during the rehabilita-
tion} In that siruation, the
placed in service date is generally
the date of project completion

In additon to placement in
service, the substantial rehabili-
tation test must also be met
before the credit can be earned
Thus, if the suhstantial rehabili-

ration test has not been met at
the time the building has been
readied for its intended function,
the credit is not deemed earned
until the point in time when the
substantial rehabilitation test is
actually met.

An approved Request for
Certification of Completed Work
is not required in crder to claim
the credit so long as the taxpayer
reasonably expects that National
Park Service approval will ulti-
mately be granted However, if
the taxpayer fails to receive a
Certification of Completed Work
wirthin 30 months after filing the
rax return on which the credit
was claimed, the taxpayer must
file a statement with the IRS
extending the time period during
which the relevant tax returns
can be audited

If a taxpayer is unable to use all
or portion of the credit eamed
{because, for example, the credit
earned exceeds the taxpayer's tax
linbility}, the unused portion of
the credit can be carried back one
year and forward for 20 years

Who Can Take
the Credit?

The credic is available to the
owners and, in certain situations,
long-term tenters of a qualified
rehabilitated building Renters
may obtain the credit for rehabili-
tation expenditures that they
have incurred provided that the
lease rerm remaining on the date
the rehabilitation is completed is
ar feast as long as the depreciable
life of the building Under current
rax law that would mean a fease in
excess of 39 vears for a commercial
tenant. Special care must be taken
in structuring transactions of this
type where the landlord is a tax-
exempt organization such as a unit
of state, local goverment, or a
nonprofit organization
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Built in 1889 dzg:_-i_ng ﬁ)g.gt_)ld.
miining bobm, rbeGe:ser i
Grand Hotel in Baker City,
Ore., undertvent a five-year
painstaking restoration which
weis completed e 1998. This
$7 million praject, which
benefited from the bistoric
rehabilitation tax credit, Is
naw described as "Eastern
Oregon's lving room ~

e PhOTO conriesy of the
Geiser Grand Hotel

In addition to permitting renters
under long-term leases to claim
credit for rehabilitation expendi-
wises incurred by the renter, under
certain circumstances a landtoud
can elect to trent a renter as having
incurred the rehabilitation expen-
ditures actually incurred by the
landlord This fearure allows the
landlord to pass through to the
terant the credic it would have
earned itseif. This pass-through
option & not available where the
fandiord is 2 tax-exempt enticy
Purchasers of a rehabilitated
building who acquired it before the
completion of its rehabilitation are
eligible to receive the credic

How Is Depreciation
Computed?

A taxpayer may deduct annually
a portion of the adjusted basis of
a rehabilitated building The
deduction generally is computed
using the straight-line method
over a period of 39 years for com-
mercial properties and 27 5 years
for residential rental property
The depreciable basis of a reha-
bilitated building must be reduced
by the amount of rehabilitation
credit claimed

What Other
Restrictions Apply?

Many factors other than the bene-
fits described above must be taken
into account before considering
unclerraking or investing in a reha-
bifitation project The rehabilita-
tion incentives operate within the
context of a building’s local real
estate market, its economic profile,
and project investors' individual
1ax situations

The following sections discuss
some of the federal tax provisions
that may affect the ability of
mvestors o make full use of the
rax benefits Taxpayers should seel
the advice of tax accountants and
lawyers before initating or invest-
ing in a rehabilitation project.

Recapture of the Credit

Generally, if a raxpayer disposes of
a building for which a rehabiliza-
tien credit has been claimed
within five years of completing a
rehabilitation, part or all of the
credit claimed must be repaid

This "recaptured” amount ranges
from 100 percent of the credic
claimed for property sold wichin
one year of the completion date w©
20 percent of the credit claimed
for property sold in dhe fifth year
Sitnilar rules apply if all or part of
a rehabilitatedt building becomes
“sax-exempt use properry” within
five years of the placed-in-service
date Recapture of the credit could
also occur if the National Park
Service revokes certification of
the rehabilitation after the prop-
erty i completed because work
that does not meet the Secretary’s
Standards has been undertaken

Ar Risk Rules

The “at-risk” rules may be relevant
when either individuals or closely
held corporations seek to claim ax
credits Congress enacted a general
set of ar-risk rules to limit the losses
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taxpayers can claim from an activ-
ity, including the hoiding of real
estate, 1o the amount the raxpayer
has “ar-risk” i the activity. The
amount ac-risk generally equals the
cash or property contributed by
the taxpayer to the activity and
amounts horrowed for use in the
activity for which the waxpayer is
pesonally liable A taxpayer rmay
also be treated as being at-risk with
respect ¢ certain types of nonre-
course financing (“MNonrecourse”
meaning that the taxpayer is pro-
tected against loss from the debc )

Congress also has enacted an
addivional ser of at-risk rules
applicable to individuals and
closely held corporations that seek
to claim tax credits Under these
rules, an individual’s or closely
held corporation’s share of a proj-
ects qualified rehabilitation
expenditures is recuced by its shaze
of certain kinds of nonrecourse
loans if those loans were used o
finance the qualified rehabilitation
expenditures. These loans include
selter {inancing and loans made by
related parties or most nonprofiss
It may also include any deferred
developer fees In addition, quali-
fied rehabilitation expenditures
can be reduced or disaliowed when
the toral of all nonrecourse loans
(not just the types of nonrecousse
foans listed above) made o a proj-
ect exceeds 80 percent of the proj-
ect’s  qualified  rehabilitasion
expenditures. A reduction in an
individual’s or closely held corpo-
ration's share of qualified rehabili-
tation expenditures will result in a
reduction of tax credits available
to these taxpayers

Passive Activity Rules

In the Tax Reform Act of 1986,
Congress for the first
restricted the ability of real estate
developers and investors tw use
deductions and credits to “shelter”
income other than that directly

time
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refared 1o the deductions or cred-
its Corporations by and large are
nat covered by these rules

Cenerally, these rules prohibic
the use of deductions and credirs
from “passive activities” 1o offset
income and rtaxes owed from
“non-passive activities " Passive
activities are those in which the
taxpayer is not involved on a reg-
ufar, continuous, and substantial
basis Limired partner investors in
rehabilitation projects are pre-
sumed to be involved in a passive
activity In addition, rental activi-
ties, including the rental of reha-
bilitated buildings, are considered
Non-passive
activity income includes wages
and portfolio income such as stock
dividends, stock eapizal gains, and
interest on bank accounts

Under these tinitacions, deduc-
tions generated by all of 2 tax-
payer’s passive investments may
only be deducted from income
from these passive investments
Similarly, credits generated from
passive activities, such as the
rehabilitation credit, may only be
used to offser tax liability on
income from passive activities

Credits and deductions that
cannct be used in the current
year because of the passive activ-
ity rules may be used in future
years to offset income or taxes
from passive activities They may
not be used to offser such income

passive activities

or taxes from previous years
There is an exception to these
rules that allows individual tax-
payers o use rehabilizarion tax
credits to offser a limited amount
of non-passive income. Under
this exception, an individual can
use rehabilitation credits to offset
the “deduction equivalent” of
$25,000 in income This does
not mean that the taxpayer can
claim $25,000 in credits. It
means that the taxpayer can
claim credits in an amount equal

to the taxes he or she would owe
on $25,000 in income. For exam-
ple, under this exception, a tax-
payer in the 36 percent marginal
tax bracket can use up ro $9,000
in tax credits per year (36 per-
cen: x $25,000 = $9,000) The
inclividual need not be involved
in management or decision mak-
ing to qualify (see the next head-
ing} The deduction equivalenr is
reduced by the amount of rental
losses taken by the taxpayer

The deduction equivaient
exception phases out incremen-
tally for whaose
adjusted gross incomes (derer-
mined without regard ro deduc-
tions from passive activities) is
berween $200,000 and $250,000
Generally, taxpayers with adjusted
gross  incomes greater than
$250,000 are not eligible for the
exception at all and thus cannor
use the rax credir to offser
income from non-passive activi-
ties. Naote, however, thar there is
no phase our for projects that
combine both rehabilitation and
tow-income housing tax credits
Credits that cannot be used in
any single year as a result of the
passive activity rules can be car-
ried forward indefinitely

taxpayers

Exemption from Passive
Activity Rules for Full-
Time Real Estate
Practitioners

In the fest change in the fed-
eral tax code, those invalved full
time in real estate activities
became exempt from the passive
activity loss Himitations Now full-
time real estate developers, bro-
kess, property managers, and other
real estate professionals may off-
set their earnings from salary or
commissions with losses gener-
ated by investment real estate
This also means that more than
the $9,000 per year of the reha-
bilitation credit may be available




A boarded-up corner store in .-

B:J:‘._!inéioﬁ, ' Vr , bas b_ec_'.n ._ :
traﬁsfbrméd :';120 two low- to
moderate-incame dapartment
units and one small conmmercial
space This small ($195,000
total eligible costs) tax credit
profect bas belped brighten up
Burlington’s Old North End
neighborhoad.

e PPhora by Ay Demetrowitz.
Burtiugton Community Land Trust

o taxpayers in the real esrare
business Individuals who believe
they may qualify for this exemp-
tion from passive loss provisions
should consult their tax counsel.

Alternative Mininuon liax
The alternative minimum tax
{"AMT") is a method of deter-
mining tax liability thar is
imposed on higher-income tax-
payers to limit the use of varicus

rax shelters and preferences
AMT is computed from regular
taxable income with
adjustments and the addition of

certain

all appropriate tax preferences
Although the tax credits are not
a prelerence item for purposes of
the alternarive minimum tax, the
credirs cannot be used ro offset
the tax Credits thar are unused
because of the alternative mini-
mum rax can be carried back one
year and forward 20 years

Rehabilitations Involving
Iax-Exempt Entities

In 1984 Congress established the
“rax-exempt use” rules with the
goal of restricting tax benefits flow-
ing from certain types of business
arrangements between raxable and
tax-exempt entities Tax-exempt
entities include, among others,
most nonprofit corperations as
well as governmental entities
Property that is subject to one of
these arrangements is called “tax-
exempt use property.” One type of
rax-exempt use property is prop-

erty that is leased to a tax-exempt
entity under a disqualified lease

In general the rax credit may
not be raken on that portion of
the expenditure attributable 1w
space occupled by a tax-exempt
entity if the circumstances
amount to a “disqualified lease "
A disqualified lease would be one
with a povernmental or non-
profit erganization if any of fol-
lowing tests were mer:
o the jease term exceeded 20

yeirs,

# the lease occurred after the
sale of the property by, or the
property was leased from, the
rax-exempt entity (sale-lease-
back siruarion);

-

the lease included an option to
purchase ar sell the property az
a fixed or determinable price; or

part or all of the property was
financed, directly or indirectly,
by » max-exempt obligation,
and the tax-exempe entity (or
a related entity) participated
in the financing
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However, even if one or more
of these tests were met, the tax
credit could still be caken if the
total percenzage of space leased
by rax-exempt entities under a
disqualified lease is less than 35
percent of the “ret rentable floor
space” of the property The net
rentable floor space of a building
does not include the common
areas. Furthermore, even if a dis-
qualified lease exists and more
than 35 percent of the space is
occupied by tax-exempt entities,
the tax credit is still available o
the expenditure atrributable to
the balance of the space

Alternatively, even if more than
35 percent of the net rentable floor
space were occupied by a rax-
exempt entity bur none of the dis-
qualified lease tests applied, the tax
crecit would be fully available

Since considerable confusion
exists over these distincrions, it
bears repeating that having a
“disqualified fease” covering more
than 35 percent of the building
only precludes the credit on the
expenses alfocated to that space
The costs atributable to the bal-
ance of the building are still eli-
gible for the credit

Note that Section 50 of the
Internal Revenue Code contains
another set of rules that further
complicates claiming rax credits
on projects involving tax-exempt
crganizarions. These additional
rules have particular relevance to
those attempting 0 claim credits
on properties owned by or leased
from governmental entiries

Another type of tax-exempr
use property involves property
owned by partnerships or a lim-
ired liability company (LLC) that
have both rax-exempt and non-
tax exempt partners or members
where the tax-exempt partner is
not allocated an identical share
of the partnership’s income, gain,
loss deduction, credit, and basis
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In this case, a portion of the tax
erediv equal to the tax-exempt
partner’s highest level of alloca-
tion will be disallowed This
result can be avoided, however, if
the tax exempi organization
enters the partnership using a for-
profic affiliate racher than in its
own name, 50 long as the for-
profit affiliate files an election
with the IRS

What Other Tax Benefits
Are Available?

Other tx provisions may con-
tribute to the preservation and
rehabilitation of historic build-
ings They include the deduction
for donating a historic preserva-
tion easement, the low-income
housing credit, and state and
local incentives

Historic Preservetlion
Easements

A charirable contribution deduc-
tion is allowed for the donation of
a historic preservation essement
to a preservation organization.
This deduction applies to both
commercial property and owner-
occupied housing. An easement is
an agreement by owners of prop-
erty to relinquish their right to
alter or demolish property and to
abide by other preservation con-
ditions that are enforced by the
donee preservation organization
or governmental body These
restricticns must be permanent,
to qualify for a federal charitable
deduction and must apply to ali
furure purchasers of the property
A typical agreement protects the
facade of a building but may also
restrict  the development of
adjoining lands and interior fea-
wires or require maintenance of
property elements. In addition,
the public must have some visual
access 1o the donated property

The value of the contribution
of & historic easement is the dif-
ference between the {air market
value of the property before the
granting of the restriction and
the fair market value of the prop-
erty after the granting of the
restriction The basis of the
structure must be reduced by the
value of the easement. This basis
reduction must be allocated
between the building itself and
the underlying land

The taxpayer is not entitled to
claim the portion of the rehahil-
iration tax credit atrributable to
the easement. Moreover, if the
raxpayer claimed a tax credit and
subsequently donates an ease-
ment with respect to that prop-
erty, the donation is considered a
partial disposition of the prop-
erty This event will trigger recap-
wre of all or part of the credit if
the contribution is made within
the recapture period. For the
foregoing reasons, property own-
ers who intend to claim tax cred-
its and donate an easement will
sometimes wait until the end of
the tax credit recapture period
before making the donation

Low-Income Rental
Housing Credit
Owners of residential rental prop-
erty providing low-income hous-
ing may claim separate tax credits
for new construction and rehabil-
itation of low-income housing
and for certain costs of acquisition
of existing housing 1o serve low-
income individuals, if such credits
are issued by the state The cred-
its are cloimed annually for s
period of 10 years

There are two low-income
housing credit percentages—70
percent and 30 percent. (Those
percentages are increased to 91
percent and 39 percent in cer-
tain census tracts that have been
designated by HUD as being par-
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Tivo historic schools in York, Pa | were transforied into a low- (o
moderate-income 17 unit apartment complex using the bistoric
rehabilitation tax credit I order to comply with fire safety
repuiations while still retaining the school’s bistoric chareacter,
the second floor ball was enclosed with custon-made wood and
glass snwoke barrier walls that allow a clear view of the rowned-
arched windows at each end of the building

— Photo conrter) of Historiv York Inc

extertor paing, rehabilitation of
storefronts, plaster repair, cast
iron buildings and much morc
For a catalog write: Heritage
Preservation Services, National
Center for Culearal Resources,
National Park Service, 1849 L
Street NW, Washington, DO,
20240 or email hps_info@nps gov
or log on to www? o nps gov

The Secrerary of the Interiors
Standards  for Rehabiluation s
available from the Nacional Park
Service in an illustrazed and non-
illustrated formar The Standards
are used primarily to determine

whether the historic <haracter of

a building is preserved in the
process of rehahilitation All proj-
ects that owners wish o have
certified for purposes of federal
tax incentives are reviewed and
evaluated in accordance with the
10 Srandards for Rehabilitation
The accompanying guidelines,
inzended Lo assist in applying the
Standards, recommend responst-
ble methods and approaches and
also lst those wentmenss that
should be avoided The Secretnry

of the Interior's Standards for
Rehabifiation with Hhsoated Grade-
lines for Rehabilitating Historic
Buildings is $13 per copy (GPO
stack number 024-005-01091-2)
and the non-itlustrated version is
$4 (GPO srock number 024-003-
01061-1). To order call (202)
783-3238 or fax tw (202) 512-
2250 Or visit the GPO online
boolstore at bookstore gpo gov
The National Trust for Historic
Preservation’s Community Part-
ners (CP) program assists preserva-
tion organizations, local govern-
ments, developers, and commu-
nity development corporations
in revitalizing historic properties
in mixed-income communities.
[ts services include debt and
equity financing, technical assis-
tance, and real estate consulting
services Community Parmer's
Heritage Property Services (HPS)
is a historic real estate consulting
service specializing in the syndi-
cation of state and federal tax
creelits for historic property reha-
bilitation. FIPS provides tor-profit,
nonprofis, and local government
developers of historic properties
with the consulring assistance and
equity capital they need to com-
plete financial packages for proj-
ects that meet local economic
development and community
revitalization needs CP%s Bank of
America Historic Tax Credit Fund
is & unique partnership with Bank
of America that invests in projects
gligible for the federal and state
historic rehabilitation x credits
The fund i unique in that it pro-
vides equity to developers of
smatler historic tax credit projects
that qualify for as litrde 25 $500,000
in historic tax crediv equity For
more information cali (202) 588-
6054 or visit the National Trust
website ar www nationalirist org
The Preservation Law Reporter
is published monthly by the
National Trust for Historic
Preservation. This loose-leaf ser-
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vice contains articles on tax issues,
updates on legistazive and regula-
tory activities, litigation sum-
maries, and a comprehensive
reference volume. A one-year sub-
scription costs $90 To order write:
Preservation Law Reporter,
National Trust for Historic
Preservation, 1785 Massachuserts
Avenue, NW, Washingron, DC,
20036 or call (202) 673-4035 or
email law@nhp org
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National Register
Criteria for Evaluation
The quality of significance in
American history, architecture,
archeology, engineering, and cul-
ture is present in districts, sites,
buildings, structures, and chjecrs
that possess integrity of location,
design, setting, materials, work-
manship, feeling, and association
and
{a) that are associated with events
that have made = significant
contribution to the broad
patterns of our history; or

(b) that are associated with the
tives of persons significant in
aur past; or
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(¢) that embody the distinctive
characteristics of a type,
period, or method of con-
struction, or that represent
the worlc of 1 master, or that
possess high artistic values,
or that represent a significant
and distinguishable entity
wliose components may lack
individual distincrion; or

{d} that have yielded, or may be
likely to yield, informazion
important in prehistory or
history

The Secietary of the

Interior’s Standards

Jor Rebabilitation

1. A property shall be used for
its historic purpose or be
placed in a new use that
requires minimai change 1o
the defining characreristics
of the building and its site
and environment

2. The historic character of a
property shatl be retained
and preserved The removal
of histeric marterials or alrer-
ation of features and spaces
that characterize a property
shall be avoided

3 Each property shall be recog-
nized as a physical record of
its time, place, and use
Changes that create a false
sense of historical develop-
ment, sich as adding conjec-
tural features or architectural
elements from other build-
ings, shall not be undertaken

4 Most properties change over
time; those changes that
have acquired historic signifi-
cance in their own right shall
be retained and preserved

5 Distinctive features, finishes,
and construction techniques
or examples of craftsmanship
that characterize a property
shall be preserved

8  Significant

6 Deteriorated historic fearures
shail be repaired rather than
repiaced Where the severicy
of deterioration  requires
replacement of a distinctive
fearure, the new feature shall
march the old in design, color,
texture, and other visual qual-
ities and, where possible,
materials  Replacement of
missing features shall be sub-
stantiated by documentary,
physical, or pictorial evidence

7 Chemical or physical trear-
ments, such as sandblasting,
that cause damage to historic
materials shall not be used.
The surface cleaning of seruc-
tures, if apprapriate, shall be
undertaken using the gentlest
means possible

archeological
resources affected by a project
shall be protected and pre-
served If such resources must
be disturbed, mitigation mea-
sures shall be undertaken

& New additions, exterior alter-

ations, or related new con-
struction shall not destroy
historic materiais that char-
acterize the property The
new wotle shall be differenti-
ated from the old and shali ke
compatible with the massing,
size, scale, and archirectural
features to protect the his-
toric integrity of the property
and its envitonment

10 New additions and adjacent
or relared new construction
shall be undertaken in such a
manner that if removed in
the future, the essential form
and integricy of the historic
property and its environment
would be unimpaired




Five Year Operating Statement

Year 1 2 3 4 5

Net Operating' Income $27,500 | $28,325 | $29,175 | $30,049 | $30951
Depreciation $6,154 $6,154 | 56,154 | $6,154 $ 6,154
Inrerest $15906 | $15,686 | 515452 | 515,198 $14.916
Taxable Income’ $ 5,440 $ 6485 | $7,569 $ 8,697 $ 9,881
Tax Rate 36% 36% 36% 36% 36%
Taxes’ $ 1,938 $2335 | $2,725 $3131 $ 3,557
Useable Credit! $9,000 $9,000 | $9,000 $ 5,982 $ 0
Useable Credit? $ 1,958 $2,335 | %2715 £ 0 $ 0
Accumulative Credit Used | $10,958 | $22,293 | $34,018 | $40,000 | $40,000

Five Year Cash Flow Statement

Year 1 2 3 4 5

Net Operating Income $27,500 | $28,325 | $29,175 | $30,049 | $30.951
Debt Service? $18,524 | $18,524 | $18,524 | $18524 | 518,524
Before Tax Cash Flow’ $ 8,976 $9,801 | $16,651 . $11.525 312,427
Taxes $ 1,958 $ 2,335 $2,725 $ 3,131 $ 3,557
After Tax Cash Flow? 57018 $7466 | $7926 $ 8,394 $ 8,870
Useable Tax Credit $10,958 | $11,335 | $11,725 % 5,982 300
After Credit Cash Flow” $17.976 | $18,80F | $19,631 | $14,376 $ 8,870

' Income increasing atr 3% per year

* Net operating income less depreciation and interest

! Taxable income x tax rate .

* This is the amount of credit the owner is entitled o under the passive
loss exception provision

* This is the amount of the eredit usable to offser passive gains

% Principal and inzerest payment

 Net operating income less debr service

* Before tax cash flow less taxes

* After tax cash flow plus useable tax credit

----------------------------------------------------------------------------------------------------------

PRESERVATION BOOKS




Offices of the National Trust

for Historic Preservation

Headguarters

1785 Massachuserts Avenue, N W
Washington, D.C. 20036

(202) 388-6296

Southern Field Office

1785 Massachusests Avenue, N.W
Washingtor, D.C 20036

(202} 588-6107

{District of Cohembia, Mearyland,
Virginia, West Virginia)

Midwest QOffice

53 West Jackson Blvd , Suite 350
Chicaga, IL 60604-2103

(312} 939-5547

(Winois, ndiana, Jowa, Michigan,

Minnesota, Missowri, Ohio, Wisconsin)

Northeast Office

Seven Faneuil Halt Marketplace,
4ch Floor

Boston, MA. 02109-1649

(617) 523-0885

{Connecticut, Maine, Massachuserts,
New Hampshire, New York, Rhode

Island, Vermone)

Northeast Field Office

6401 Germantown Avenue
Philadelphia, PA 19144

{215) 848-8033

(Delaware, New Jersey, Pennsylvania)

Southern Office

William Aiken House

456 King Street

Charleston, SC 79403-6247
(843) 722-8552

{Alabama, Florida, Georgia,
Kennecky, Lowisiana, Mississippi,
North Caroling, Sowth Caroling,
Tennessee, Puerio Rico,

Virgin [slands)

Mountains/Plains Office
910 16:h Street, Suire 1100
Denver, CO 80202-2910
(303) 623-1504

{Colorado, Kansas, Montana,
Nebraska, North Dakota, South
Dakota, Utak, Wyoming)

Southwest Office

500 Main Streer, Suite 1030
Fore Worth, TX 76102-3943
{817} 332-4398

(Arkansas, New Mexico, Texas,

Oldahoma)

Waestern Office

8§ California Strect, Suite 400
San Francisco, CA 94111-4828
{415} 956-0610

{Alaska, Arizona, California,
Hawaii, Idaho, Nevada, Qregon,
Washington, Pacific island territories)

Preservarion Books are published
by the National Trust for Historic
Preservation For a complete list
of ritles call or wrire:
Preservation Books,

National Trust for

Historic Preservation

1785 Massachuserts Avenue, N W
Washingron, D C. 20036

(202} 588-6186

FAX (102) 588-6723,

or visit our web site ar

www preservationbooks org.

Copyright 1994, 1996, 2002
Natlonal Trust for Historig
Preservation

Richard Moe

President

National Trust for Mistoric
Preservarion

Peter Brink
Senior Vice President
Programs

Katherine Adams
Divector
Preservarion Services

Elizabeth Byrd {X/ood
Editor

Bruce Yarnail
Business Manager

National Trust Forum is a
membership program for
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The National Trust for
Historic Preservation providzs
leadership. education, and
advocacy w save America's
diverse historic places and

revitalize our communitics

Support for the National
Truse is provided by mem-
bership dues; endowment
Junds; mdividuals, corporate
and foundation contribu-
tions; and prants from
state and federal agencies
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