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ince elimination of the IRS bonding re-
S quirement for property dispositions prior
to the 15th year, many buyers and sellers have
asked us: How are your transactions being
structured? The answer: we have seen diverse
practices in how buyers and sellers have nego-
tiated through tax credit recapture risk in the
absence of the bonding requirement.

Tax credit recapture has historically been
a risk every LIHTC owner, and particularly
tax credit syndicator, has carefully managed
against. Recapture exposure arises from the
code provision that any decrease in qualified
basis during a tax year will trigger a tax equal
to the sum of the accelerated portion of the
credit taken in prior years with respect to the
decrease in qualified basis, plus interest. A
decrease in qualified basis occurs when any
portion of a LIHTC project is not in compli-
ance with Section 42 of the code or if a proj-
ect is sold prior to the end of the compliance
period. Prior to the changes to the law, there
was a special rule that eliminated the imme-
diate recapture for a property sale if the seller
posted to the IRS a bond for the amount
and term specified by the IRS; the property
was still required to operate, in compliance,
for the balance of the compliance period. To
the joy of many, and disappointment of a few
bonding companies, the Housing and Eco-
nomic Recovery Act of 2008 eliminated the
bonding requirement. Among the arguments
used in calling for its elimination was that the
IRS had never called a bond in the history of
the program, to our knowledge, and it was an
unnecessary administrative burden.

Although the IRS bond requirement dis-
appeared, the risk of tax credit recapture re-
mains and continues to be a hot button in ne-
gotiations between buyer and seller. As before,
contract language still assigns responsibility
for any tax credit noncompliance to the buyer
for issues after closing while the seller retains
liability for noncompliance issues prior to the
sale. This typically involves indemnifications,
representations and covenants from the buyer
that they will maintain compliance and pro-

vide notifications if, for some reason, there is a
compliance problem. It also typically involves
an indemnification by the seller to the buyer
that the buyer will be compensated for issues
arising under the seller’s ownership.

However, we note considerable diversity
in practice in how transactions are structured
to account for recapture risk, both in terms
of the type of assurances sellers require and
what buyers will accept as conditions of the
transaction. Sellers realize that if recapture
were triggered, with no bonding company
involved, they need to manage the risk of re-
covery from the buyer more diligently. Sellers
have requested a variety of provisions (see be-
low) in their purchase agreements depending
on how they perceive both the recapture risk
and the buyer credit risk.

Common Contract Provisions

* Buyer contract representations, cov-
enants and indemnities.

¢ Buyer to provide compliance information
for the balance of compliance period.

* Guarantees from the buying entity or
principals of buyer.

* Buyer’s financial statement and require-
ments for ongoing buyer financials for
remainder of compliance period.

* Bond provided by buyer to benefit of the
seller (rather than IRS). Terms, amount
and who pays for the bond are negotiated
elements.

'There really is no “correct” way to structure
for this risk—it is very situational. However,
these issues are often significant points of
negotiation and should be carefully factored
into each transaction. Like other transac-
tion issues, how this point is resolved in the
negotiation typically involves tradeoffs that
include price, the size of the buyer pool and
potentially, the willingness of certain buyers to

execute, even after they enter contract nego-
tiation.

From the perspective of the selling gen-
eral partner, addressing how the issue will
be handled early with your limited partner is
very important. In many cases, limited part-
ners or their investors may have a very spe-
cific risk concern, or viewpoint, on what sort
of structure they require in order to provide
their consent to a transaction. If limited part-
ners have not previously considered this issue,
weeks or months can be added to the sales
process. From the perspective of the potential
buyer, understanding what the seller will re-
quire to address recapture risk is equally im-
portant. Some buyers are unwilling to con-
sider personal guarantees for recapture and
simply forego the opportunity; other buyers
see recapture as a very low risk and in their
control to prevent.

On a related note, owners who have sold a
property in the past that required the old IRS
bond have asked whether they can get a re-
tund now that the bond is no longer required.
The answer to this question is generally no.
'The vast majority of bond agreements declare
premiums earned at inception and the pre-
mium generally was paid up front, not over
time. If the bond happens to be paid annu-
ally rather than up front (unusual) then the
IRS does have a process for discontinuing the
bond requirement (details on how to do this

in Rev. Proc. 2008-60).

The good news is that LIHTC property
sales, prior to the end of the 15th year, con-
tinue to get done. From our experience, the
most important point is to be proactive with
this issue and realize that there are impli-
cations to price, timing and the size of the
buyer market.
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Back to the Basics:

Leasing Up in a Downturn

or years, many tax credit property

managers we interact with were able to
maintain steady property operations with-
out breaking a sweat. Now, amidst a more
challenging market, some of these same
managers are struggling to sustain opera-
tions. Why? The new challenges of a weaker
economy are catching some property man-
agers off guard. More effort is now required
for the same result and management short-
comings are magnified.

As transaction advisors, we observe first-
hand how important management is to the
value of a property. With over 70 LIHTC
property closings since the beginning of the
recession in 2008, we witnessed time and
again the negative impact property manage-
ment issues can have on property operations
and value. Compiled below are some of the
basic areas of property management where
we believe property and asset managers alike
should refocus their attention in an effort to
ensure operations are sustained during this
difficult economic climate. It is always sur-
prising to discover how many of these areas
are not given the priority they deserve, or are
being overlooked all together.

Understand Your Submarket

Know your targeted renter profile and en-
sure your property has a marketing message
tailored to highlighting the unique advan-
tages of your community. An in-depth un-
derstanding of your residents, why they live
in your building and what surrounds your
property will allow you to appropriately
attract new residents. Your resident profile
should be developed based on the advan-
tages of your community. For example, its
proximity to employers, schools, bus routes,
shopping centers and recreation. Or maybe
the property’s amenity package, on-site day
care center or the fact that it is the only com-
munity in the area with a business center.
Each community will not attract the same
resident; find out your unique advantage
within your submarket.

Know Your Competition
Truly understanding who you are competing
against is the only way to compete. One of

the easiest yet most valuable ways in property
management to accomplish this is through
conducting routine market surveys. By not
constantly analyzing current market trends
in concessions and asking rents, you are de-
nying yourself critical information. Without
knowing how other properties are structur-
ing their leases, there is no precise way to
know if money is being left on the table, or if
prospective tenants are being priced out.

Advertising

Marketing budgets are tight. However, you
still need to attract residents. For this rea-
son, it is more crucial than ever to under-
stand what is working and what is draining
your marketing budget. Find out how every
prospect heard about the property and al-
locate your resources accordingly. You want
to align your marketing resources with your
targeted resident profile to ensure you are
getting your message out to the right people,
whether it is via Internet rental sites, news-
papers, flyers or sandwich boards. Depend-
ing on your target audience, the best adver-
tising medium might actually be free; i.e.
Craigslist, Facebook, Twitter. Never hurts to
take advantage of these!

Presentation

Obvious but often overlooked. The impres-
sion your property leaves prospective resi-
dents with starts with the curb appeal and
signage and goes down to the organization
and cleanliness of the leasing office, as well
as the leasing staff’s approach. Ensure you
have the maintenance resources and leas-
ing staft in place which will demonstrate
to prospective tenants that the property is
managed by professionals who care about
the community, and thus their residents. All
other things being equal, a prospect’s deci-
sion may come down to something as simple
as the impression they walk away with after
their first site visit.

Leasing Metrics

'The axiom, you can only “manage what you
measure” applies to asset management. The
asset manager in today’s environment needs
accurate, complete and timely information
to react effectively to market conditions.

Section 42 Review

Surprisingly, we find inaccurate reporting
even for the most basic vacancy, delinquen-
cy, concessions and bad debt data—this may
have been overlooked in better times, but is
crippling in today’s world. Beyond the basic
monthly numbers, it is advisable to establish
a weekly reporting system and ensure you
have visibility to the leading indicators of
property leasing performance. Sometimes
collecting this information may be incre-
mental work for the property management
group, but in other cases an existing report
already exists within the property manage-
ment software and just not in use (obtain-
ing a list of all available leasing reporting
from the software may be a place to start).
Among the most important weekly metrics:
move ins/outs, rental activity and tenant
notice activity, detail tracking of the source
of traffic, tracking of which sources are re-
sulting in rentals, and tracking of traffic not
renting and why. Seeing this information in
the form of a trend analysis is usually most
revealing.

Producing and analyzing leasing metrics on
an ongoing basis will help minimize the im-
pact of negative market trends on operating
results. From an asset management point
of view, we find that if this information is
not being frequently discussed with prop-
erty management, there is far less focus on
emerging trends and properties are under-
managed.

Review Lease Expiration Report

Everyone has heard that it is less expensive
to retain an existing client than earn a new
one; the same concept applies to multi-
family residents. Managers should be do-
ing everything they can to hold on to good
residents. With enough lead time, managers
can follow up with residents whose leases
are expiring and potentially prevent some-
one from moving out. Contacting a tenant
six months prior to their lease expiration is
good practice. Then continue to follow up
after establishing a timetable that works for
your resident profile. Consider implement-
ing an incentive for current residents to re-
new their lease early.

Closing Skills / Follow-Up

Perhaps the easiest, most effective and cost
efficient tool at a manager’s disposal is their
ability to close, yet it takes a disciplined
staff to ensure it is executed. Leasing agents

>> Continued on Page 4
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How do you think the leasing market is differ-
ent than it was 2 or 3 years ago?

We have seen some decline, but our Sec-
tion 42 product has not declined as sig-
nificantly as our conventional product in
the last few years. In some of the smaller
markets, Greensboro, NC for example,
where the market is soft, LIHTC proper-
ties are performing only slightly better than
our market-rate properties. However, we
certainly haven't seen much LIHTC rent
growth recently.

How have you adapted to this leasing envi-
ronment? What are you doing different that
you didn’t have to do 3 years ago?

Managers have to be on their best behavior.
What’s working is we are becoming more
creative. We're doing more resident referral
programs. We’re paying for stuff that we
wouldn't have paid for before; for instance,
for affordable housing we’re paying the li-
ability insurance instead of billing the resi-
dent. It’s hard to tack that on even though
it’s not much of a charge. We’re trying to
do everything we can to keep the rents low.

Is competition tougher than it was a few years
ago?

Not as much for Section 42 properties, al-
though I can tell you that in some of the
markets where income and rents are higher,
competition is a little stiffer. They are now
competing with market-rate properties that
have reduced their rent so significantly that
it is almost the same as our LIHTC units.
In smaller markets where rents are lower,
we've been fine.

What do you hear most out of owners that you

manage for? What are their biggest concerns
right now?

Evictions, skips, and turnover expenses.
More than anything we are seeing the
number of skips increase - more than I've
seen since probably the early ‘80s. You've
got people who are losing jobs, situations
where they have become financially stressed,
and they just can’t pay the rent. They’re just
leaving in the middle of the night.

What would you say is the number one reason
people are moving out?

I'm not entirely sure, everyone says some-
thing different. If I had to guess, judging
by the evictions and skips, I would say loss
of job.

How many days out before lease expiration are
you looking fo start contacting the tenants?

We require a 60-day notice anyway, so we
start contacting some residents as early as
90 or 120 days prior to their lease expir-
ing. We recently found out that some of
our properties were just letting people
go month-to-month, out of fear that ap-
proaching them with new lease terms
would cause them to think about moving.
We had to coach our staff to try to get these
tenants back on the lease.

What is the best way to retain your current
tenants?

Maintenance. That is the number one rea-
son why people choose to move out, main-
tenance problems. If you are consistently
responsive to maintenance calls, it goes a
long way to keeping residents happy. Who
wants to have their toilet break then not get
it fixed for 24 hours?

What do you hold as company policy for fol-

lowing up with prospective residents?

We are signed up with a company called
Lead Tracking Solutions. 'Their software
forces our employees to follow up via email
or a phone call depending on which one
the prospect requests. Each morning, it
makes it so they can't actually log on and
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start working until they have completed
several follow up tasks. It’s a great program.
By next year we should have nearly all our
properties on it.

Is it difficult fo retain talent in this market?

It’s strange that you ask - so here we are in
this bad economy, everyone losing their job,
and we are still letting people go for not
performing! 1 tell them, “Now you know
you just heard the unemployment rates on
the news, and yet you still come in late, and
youre not trying hard enough!” But in the
same breath, we have been able to pick up
some really good people who have been laid
off for other reasons. We have better than
average retention, but this industry can be
a revolving door.

How are you motivating your staff in this
leasing environment?

It depends on the market. Some of the
markets’ real estate commission laws don’t
allow us to pay per lease. Where they do
allow it, we pay them a lower base salary
and then we pay commission. In markets
where they don't allow commission, we will
bonus the property for the staff to share. Or
we might pay a little bit higher salary in
those markets that restrict leasing bonuses.

What are some of your favorite advertising
mediums?

I'm a big internet person. I've told my staff
that I prefer them not to use any print. If
they insist, I only allow one print medium.
And with Lead Tracking Solutions we can
actually track and see if it is performing.
So we will reevaluate that after six months
or so. But I really think the internet is the
way to go. There are many different options
out there, Apartments.com, ForRent.com,
ApartmentGuide.com, even Craigslist.

Would you use the internet to market a senior
community?

You know, I hear this argument all the time,
and I don't agree with it. We are seeing
a huge increase of internet usage with se-
niors, especially with Facebook. Many of
our properties have their own Facebook fan

pages.
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ccupancy rates in the two major cities
O of the Metroplex are expected to merge
this year for the first time since 2003. In Fort
Worth, vacancy has begun to decline in re-
sponse to rent adjustments by local owners.
In Dallas, meanwhile, development is surg-
ing, with more deliveries on the way in the
second half of the year. As a result, the 200
basis point gap in vacancy between the two
MSAs has dissipated to 110 basis points as
of mid-2009. With Class A vacancy pushing
higher in Dallas due to supply-side pressure;
the market wide rate is expected to settle in
the mid-9% range by year end. A rebound in
the local job market and declining develop-
ment activity in 2010 will likely lead to a jump
in household formation, pushing absorption
rates higher and returning the market to a
more localized competitive environment.

Local buyer activity will set the tone for
the investment market during the next six
months as some buyers move off the sidelines.
Transaction velocity is significantly lower
among out-of-state investors, especially from
California, where deal flow slowed by 73% in
the most recent 12-month period. The prop-
erties that are changing hands with outside
capital are much more in line with traditional
Texas-based deals, as older and smaller assets
are trading. A combination of tight credit
markets, which have made larger loans more
difficult to obtain, and limited cash are the
primary drivers for the shift. The local invest-
ment climate is expected to be one of the first
to rebound as the credit markets thaw, due
primarily to low per-door prices and robust

population growth.

Tax Credit Group: Current LIHTC Activity

ECONOMY

Payrolls are expected to retract by 73,000 jobs
in 2009, an annual decline of 2.5%. Last year,
2,400 positions were created in the Metro-
plex, despite deep cuts in the fourth quarter.

HOUSING & DEMOGRAPHICS

Changes in home values will have a muffled
effect on apartment demand in the Dallas/
Fort Worth area. Since a steep increase in
market wide prices never materialized, the
modest correction is unlikely to lure a signifi-
cant number of renters into ownership.

VACANCY

In 2009, a significant wave of new develop-
ment will be the primary driver of a 230 basis
point increase in vacancy to 9.6%. Last year,
vacancy rose 120 basis points.

RENTS

Asking rents are forecast to end 2009 at $780
per month, a 0.9% decline, while effective
rents slip 3.1% to $697 per month.

SALES TRENDS

Buyers are seeking deals with a short-term
cash flow horizon. As a result, top-tier prop-
erties will remain the slowest movers in the
Metroplex, while stabilized Class B assets
should attract investor attention if they are
priced reasonably.

1420 Fifth Avenue
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SUBMARKET VACANCY RANKINGS

1 Northwest Denton County 5.3%
2 North 5.6%
3 Far North 6.2%
4 Oaklawn/Uptown/CBD 6.2%
5 Lewisville 6.6%
6  Carrollton/Addison/Coppell 6.9%
7  South Irving 7.0%
8 Hurst/Bedford/Euless 7.2%
9 Garland 7.2%
10 Mesquite/Seagoville 7.3%

ontained in this report deemed to be reliable.

>> Back to the Basics Continued from Page 2

should place two to three follow-up
phone calls per prospect and consider
sending a personalized note highlight-
ing the advantages of the community.
In theory, agents should follow up with
prospects until they sign a lease with you
or another community. If they lease from
a competitor, take the opportunity to ask
them why, and use that information to
improve.

A study conducted before the recession
found that barely half of all prospective
tenants are followed up with at all. Take
advantage of these odds and make sure
you are following up more aggressively
than your competition.

Most of this appears to be common sense,
yet we repeatedly run across management
staff who are not following these steps.
During a difficult leasing environment,
these steps are more critical than ever to
ensure your property operations are not
negatively impacted.
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