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Of the various tax-exempt and non-profit organizationa structures available under
both state and federd atutes, section 501 (c)(3) of the Internd Revenue Code (the
“Codé’) is unique in that it dlows a nongovernmental organization, or corporate afiliste
of a govenmenta entity, to mantan tax-exempt datus while adso dlowing the
organization to issue bonds for multifamily housing projects.

The ability of these bonds to generate tax-exempt interest for their holders is the
key to ther marketability in the financid world. To use of 501(c)(3) organization to
issue bond for older projects can sgnificantly lower the organization’s carrying costs and
enable it to offer attractive acquistion terms to owners of existing projects.

Tax-Exempt Bonds For Financial Housing Projects

Tax-exempt organizations may issue tax-exempt bonds on qudified resdentid
housng projects, sgnificantly increesng the marketability of the bonds. The primary
advantage of using tax-exempt bond financing is its Sgnificant intered-rate savings, this
enadbles developers to secure permanent financing with very low fixed-interest rate, nor:
recourse debt and long term affordability. Typicaly, 501 (c)(3) tax-exempt bonds have a
tax-exempt rate that could be as much as 200 bads points below a smilarly credit-
enhanced market rate loan, dthough in today’s interest rate environment, the differentia
could be up to 100 basis points less.

However, the project must meet severd Code guideines that require a sgnificant
percentage of the project rentd units to be st asde for low and very low income
families. The Code definition of low or very low income is based on a percentage of the
areds gross median income. All tenants must demondrate, and the owners must
independently verify, that ther income is projected to be within limits a the time of the
initid occupancy.

Tax-exempt qudified resdential bonds are generdly subject to a state volume cap
imposed by the Internal Revenue Code based on the population of the state.  All nor:
exempt organizations must participate in a lottery for an alocation of the capped amount
for use in housing projects. One of the primary advantages of the use of a tax-exempt
501 (c)(3) organization in housing projects is that they are not subject to the dtate cealing.
However, the exempt organization is subject to an organizationd cap of $150 million in
outstanding exempt bonds. Additiondly, the 501 (c)(3) organization must own the entire
project that is to be financed with the bonds. This limits the ability of the organization to
form joint ventures with other nonexempt busnesses incduding tax credit financing in
tax credit transactions involving bonds, but not for conventionally financed transactions.

501(c)(3) Organizations In Resdential Projects

Recent guiddines issued by the IRS indicate that it is now feasble for a 501
(©)(3) organization to enter into a limited partnership with taxable and tax-exempt
patners to produce affordable housng. This is of increasng importance in the ability of
the organization to take advantage of the mandatory 10 percent alocation of Low-Income



Housng Tax Credits to 501 (c)(3) organization in conventionaly financed transactions.
The guiddines mantan that the 501 (c)(3) be the sole generd partner and control
decison making. The main advantage of this partnership is the ability of the 501 (c)(3)
to leverage other funds avalable to the organization and produce additiond units of
housing or housing for very low income families.

Credit Enhancement

As with other types of bond financings, the interest rates on 501 (c)(3) bonds is
largely dictated by the credit rating assgned to the bonds. There are sgnificant financid
incentives to minimize interest rates by obtaning to best possble credit rating on the
bonds, such as from Standard & Poor's (S&P) or Moody’s.  Nonprofits may often
improve the credit rating on their bonds by obtaining credit enhancement, which insures
the principal and interest to the bond holders. Letters of credit, Ginnie Mae and Fannie
Mae mortgage-backed securities and Federd Housing Adminigration (FHA) mortgage
insurance programs are effective tools for this type of enhancement. For FHA insurance,
with its Fagt-Track processng program, the time required to obtain a decison from the
HUD now averages between 60 and 120 days. For FHA-backed multifamily programs,
the organization has a choice of loan programs for both initid congruction or subgantia
rehabilitation. However, the developer must secure FHA approval of completed plans
and gpecifications before recept of dl financing commitments.  The credit ratings
assigned to bonds with these types of credit enhancements typicaly range from A to
AAA.

As an dternatiive to credit enhancement, S&P offers programs for rating 501
(©(3 bonds based on an underwriting andyds of the project and the nonprofit
organization. Under this program, S&P andyzes the loan-to-vaue ration, debt coverage
ratio and other project related criteria to determine the gpplicable credit rating. In
addition, S&P reviews that nonprofit's track record as a sgn of its financid sability and
performance.

Issuers in Texas ae currently usng the pooled 501 (c)(3) bond financing
dructure.  The typicd dructure involves one or more series of bonds for the acquisition
and rehabilitation of multiple properties.  Cross collaterdization of the properties
produces a credit which is generaly stronger than its parts. This type of bond Structure
could be a vduable ad to your organization's ability to produce substantia affordable
housng over a short period and a large area.  Severa of our clients are consdering
pooled financings a thistime.

Use of 501 (c)(3) organizations for the development of affordable housing can
achieve 100 percent of the cost for new condruction or acquistion and mgor
rehabilitation for afull 40-year term at tax-exempt interest rates.

The ability to obtain credit enhancement and ratings upgrades the marketability of
the bonds and the feasibility and success of their projects. The potentid success of the
use of 501 (c)(3) organizations for housng projects is further supported by the wide



avalability of exempt bond financing dructures and federd and State or government
supported financing programs.

Many nonprofits and housng issuers ae working with developers and
consultants to produce affordable housing. In the next issue, we will explore some of the
guiddines in these rdationships, as well as some of the choices, advantages and
disadvantages of issuers and non-profits getting into the red estate development business.

Recent guidelines issued by the IRSindicate that it is now feasible for a 501 (c)(3)
organization to enter into a limited partnership with taxable and tax-exempt partnersto
produce affordable housing.



