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FHA loans to the rescue

f you’re having trouble securing traditional
I financing for new projects, you might want

to consider a tried-and-true source that has
been somewhat overlooked in the past — the
Federal Housing Administration (FHA) mortgage
loan insurance programs. The programs facilitate
long-term nonrecourse mortgages originated by
FHA-approved lenders for certain multifamily

housing projects.

Loan programs

The U.S. Department of Housing and Urban
Development (HUD) offers several loan options,
including:

Section 221(d)(4). This program insures mortgage
loans for new construction or substantial reha-
bilitation of multifamily or cooperative housing

for moderate-income families, the elderly and the
disabled. Also eligible are single-room occupancy
(SRO) projects (subject to commercial use and
occupancy restrictions). You can put FHA financ-
ing to use on projects for detached, semidetached,
row, walkup or elevator-type rental or co-op
housing with five or more units.

The Section 221(d)(4) program has statutory
mortgage limits that vary depending on the unit
size, structure type and project location. The
maximum mortgage value available is 90% of the
HUD/FHA replacement cost estimate, for up

to 40 years. Under Section 221(d)(3), however,
nonprofit entities may receive loans up to 100%
of the HUD/FHA replacement cost.

Section 207/223(f). This program insures long-
term (up to 35 years) mortgages for the purchase
or refinancing of existing multifamily rental
housing, including manufactured home parks,
that were originally financed with conventional
loans or FHA-backed mortgages. To be eligible,
a project’s remaining economic life must be at
least 10 years, but can’t exceed 35 years or 75%

of the economic life of physical improvements,
whichever is less. Projects must contain at least
five units that are outfitted with complete kitchens
and baths. In addition, construction or substantial
rehabilitation must have been completed at least
three years earlier.

Section 231. If you're interested in rental hous-
ing for the elderly or disabled, this program insures
mortgages to build or rehabilitate projects of eight
or more units for up to 90% of the replacement
cost (or projected value for rehab jobs). The maxi-
mum loan-to-value permitted for nonprofit entities
is 100% of the replacement costs.

Section 220. This program provides insurance
for loans on rental housing for urban renewal.
It backs mortgages of up to 40 years on new or



rehabilitated housing in designated urban renewal
areas, code enforcement areas and other areas
where local governments have undertaken desig-
nated revitalization activities.

The mortgages may be used for detached, semi-
detached, row, walkup or elevator-type rental
housing or to finance the purchase of properties
that have been rehabilitated by a local public
agency. Sec. 220 properties must include two
Or more units.

The Sec. 220 program has statutory mortgage
limits, depending on unit size, structure type and
project locations, as well as loan-to-replacement
cost and debt service limitations. The maximum
amount of the mortgage loan may not exceed
90% of the estimated replacement cost for new
construction (or project value for rehab jobs).

Section 234(d). This program insures mortgages
for the construction or substantial rehabilitation
of condominium projects. Like the other FHA
loan options, Sec. 234(d) mortgages are subject
to statutory per-unit mortgage limits, depending
on unit size, structure type and project locations,
as well as loan-to-replacement cost and debt ser-
vice limitations.

Davis-Bacon Act

e

weekly basis. Contractors and subcontractors also
must comply with various recordkeeping and
reporting requirements.

Operating loss loans

With the real estate market still on shaky ground,
the FHA’s insurance for two-year operating loss
loans might make the programs described above
even more appealing. The Section 223(d) program
insures loans that cover excess expenses over project
gross income during the first two years after com-
pletion of multifamily projects with a HUD-insured
first mortgage. HUD may also provide an operating
loss loan during any period of consecutive months
(not exceeding 24 months) in the first 10 years after
the date of completion.

Eligible projects can receive both loans but not
for the same two-year period. Section 223(d)
loan terms are limited to the unexpired term of
the original mortgage.

Worth a look

The FHA offers additional programs, including
ones for nursing-home and assisted-living facili-
ties. The requirements can vary significantly from
traditional financing. So meet with your financial
advisor to become better acquainted with the
rules and to map out your strategies. ll

requirements

If you pursue financing through
any of the programs above, bear
in mind that your contractors

Expediting the process

Federal Housing Administration (FHA) insured loans (see main article)

and subcontractors may need to
comply with the Davis-Bacon
Act. The act requires contractors
and subcontractors to pay labor-
ers and mechanics employed at
a covered worksite at least the
local prevailing wages, including
fringe benefits, for similar proj-
ects in the area.

Davis-Bacon wage rates are pub-
lished by the Wage and Hour
Division of the Department of
Labor. Wages must be paid on a

typically take more time to close than traditional loans. If you need to
expedite the loan process, see if your project might qualify for Multifamily
Accelerated Processing (MAP). MAP is a “fast-track” processing system
for the FHA multifamily mortgage insurance programs.

Lenders that participate in MAP are responsible for conducting most

of the legwork, including selecting a qualified real estate appraiser
and making a recommendation to HUD based upon their processing
and underwriting. HUD reviews a lender’s exhibits and makes the final
underwriting decision.

If approved, MAP may eliminate the need for developers to submit a site
appraisal and market analysis (SAMA) application for new construction
projects or a feasibility application for substantial rehabilitation projects.
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mercial real estate business, you might not
give much thought to whether you're a
dealer or an investor. But the distinction can

' uggling the daily ins and outs of the com-

have a significant impact on your bottom line
because of the different tax treatments associated
with each category.

Why it matters

Real estate investors enjoy several
tax advantages that aren’t available
to those deemed to be real estate
dealers. Perhaps foremost, any
gains on sales of invest-
ment property held long-
term (more than one year)
are subject to tax at capital
gains tax rates.

Under Internal
Revenue
Code (IRC)
Section 1221,
real property held by a tax-
payer for sale to customers in
the ordinary course of a trade
or business — that is, property
held by a dealer — isn’t a capi-
tal asset. Dealers, therefore, must
treat gains as ordinary income,
which is taxable at a substantially
higher rate (up to 35% through
2012) than long-term capital gains
(generally 15% through 2012, with
higher rates applying to certain
depreciation recapture).

Absent having set up a separate entity
to reduce their tax exposure, all of the
dealer’s ordinary income (including

Dealer vs. investor:
It’s a taxing situation

the gain on the sale) will also be subject to
self~employment tax (a maximum of 15.3%,
or, because of the Tax Relief, Unemployment
Insurance Reauthorization, and Job Creation
Act of 2010, 13.3% for 2011).

Investors can also engage in tax-free Section 1031
(like-kind) exchanges and installment sale transac-
tions that allow for the deferral of taxes, while
dealers can’t. And investors aren’t required to pay
self-employment tax on their gains.

Unfortunately, there is no definitive
list of criteria for determining whether
a taxpayer is a dealer or an investor.

It’s not all bad news for dealers, though. Their
losses are considered “ordinary” losses, meaning
they aren’t subject to the restrictions that limit
the amount of capital losses a taxpayer can oftset
against ordinary income to reduce tax liability.

Dealers also are allowed to deduct their full
interest expense on property from their ordi-
nary income; an investor can’t claim an interest
expense deduction greater than the amount of
its net investment income. And dealers can offer
“rent-to-own” lease programs, in lieu of install-
ment sales, as a way to defer recognizing gains.

Actions speak louder than words

So how do the IRS and the courts distinguish
between an investor and a dealer for tax pur-
poses? Generally, investors purchase properties
and hold them with a long-term perspective.
Dealers, on the other hand, purchase and then
sell their properties relatively quickly.



Unfortunately, there is no definitive list of criteria
for determining whether a taxpayer is a dealer or

an investor in the IRC or any other authoritative
source. Based on various court decisions, though,
relevant factors include:

B The taxpayer’s sources and amounts of income,

B The value, volume and frequency of the tax-
payer’s real estate transactions,

B How long the taxpayer has owned the
property,

B How the taxpayer holds itself out to the public
(that is, as a dealer or as an investor),

B The nature and purpose for which the taxpayer
acquired, held and sold the property,

B The nature and extent of the taxpayer’s efforts
to sell the property,

B The extent of subdivision, development
and improvements made to the property to
increase sales,

B Whether a business office and brokers are used
to sell property,

e

B The character and degree of control by the
taxpayer over the individual(s) who sells the

property,
B The extent of advertising the property, and

B Whether the taxpayer has experienced a
“change of plans” — such as a divorce
or relocation — that modified his or her
original intent regarding the property.

For example, if you hold a single property for
more than a year, the IRS is likely to consider
you an investor. If, however, you hold multiple
properties for periods of less than a year, expect
to be designated as a dealer. However, no single
factor or combination of factors will settle the
issue. You could even qualify as an investor for
one property and a dealer for others, depending
on how you structure your transactions.

Plan ahead

Whether you’re an investor or a dealer, your tax
advisor can help you implement the tax planning
strategies that will best accomplish your objectives,
on taxes and otherwise. Just don’t wait until you're
selling property to consult your advisor — by then,
it might be too late. l

Real estate securities
and your retirement plan

They go hand in hand

he sheer number of long-term investments
for your retirement plan can be mind-
boggling and daunting. There’s always the

question: Will this investment be well suited for
your long-term retirement goals?

Maybe you typically allow your investment
advisor to make the decisions on what types
of investments you have in your portfolio. But

maybe you don’t have to. That’s because, as a
real estate professional, you’re uniquely qualified
to invest in real estate as part of your personal
retirement savings plan. But should you?

Why it makes sense

As a professional real estate investor or developer,
you're already knowledgeable about real estate.
You know what’s “hot” and what’s not. You




have a keen sense of what will eventually turn
a buck and what will likely flop. But, if you’re
accustomed to seeing commercial properties as
current income-producers, viewing them as long-
term investments for your retirement (or a child’s
college education) may require a shift in thinking.

And, of course, no investment advisor would
advocate sticking with only commercial real
estate, no matter how well you know the market
or how long you’ve been in the business. Your
portfolio still needs to be diversified among a
variety of assets, such as stocks (both small- and
large-cap), bonds and international securities.

Commercial real estate mutual funds
are another investment possibility —
in fact, they’re probably the simplest
and most liquid option available.

This is particularly true if you’re just now buying
real estate securities. In many areas, real property
values have nosedived in recent years, but most
are likely to gain ground when the real estate
market stabilizes. As a real estate professional,
you also need to be careful not to expose too
much of your net worth to real estate. When
constructing a retirement portfolio, be sure to
consider the properties you already own —
including your personal residence — in the mix.

But the good news is: Real estate tends to be less
volatile than stocks and doesn’t necessarily move
in tandem with bond or equity indexes, so it can

potentially lower the overall risk of your portfolio.

Breaking it down

So what types of real estate investments are well
suited for a retirement plan? Good question! One
option you might want to consider is commercial
mortgage-backed securities, or CMBS, which are

pools of mortgages secured by commercial property.

They’re designed so that investors receive regular
payments. CMBS investments have built-in prop-
erty and maturity diversification, which can help
reduce the risk of losses on individual foreclosures.
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Commercial real estate mutual funds are another
investment possibility — in fact, they’re probably
the simplest and most liquid option available.
Real estate mutual funds hold a varied basket of
investments, which can include real estate invest-
ment trusts (REITSs), real estate operating com-
panies and cash. They have the potential to offer
long-term returns and a steady current income.

As stated above, investing in a REIT could be a
good option. A REIT 1s a company that owns
a portfolio of income-producing real estate (an
equity REIT) or finances real estate (a mort-
gage REIT). REITs are required to regularly
distribute most of their profits to shareholders to
retain their tax-exempt status. REITs may focus
geographically or by type of property — for
example, retail or residential. Like mutual funds,
REITs tend to lower an investor’s risk by own-
ing a diverse pool of assets.

Work with the pros

If investing in real estate appeals to you as an
estate planning strategy, do your homework and
get advice from your real estate advisor as well as

a qualified estate planner. H




Ask the Advisor

Is a deed in lieu of foreclosure right for me?

The rocky landscape for commercial real estate has pushed many owners to the
brink of foreclosure. For those who've fallen behind on their mortgage payments,
though, a deed in lieu of foreclosure (DILF) may be a less cumbersome process.

What are the advantages?

A DILF ofters several benefits to owners. The debt is generally forgiven completely, and
a recourse borrower is released from all or part of its personal liability. Borrowers can
preempt drawn-out and costly foreclosure litigation, and might be able to negotiate for
the lender to cover certain expenses associated with transferring the property.

What can | expect from lenders?

DILFs hold some appeal for lenders, too — especially those wanting to take immediate possession.
Most lenders, however, will make some demands — for example, they will typically require

clear title, free of any liens, taxes or other claims or encumbrances. They generally aren’t open

to DILF arrangements unless the current owner lacks the financial strength to continue making
payments, the owner has attempted to sell the property for a reasonable period of time, and the
current fair market value is greater than the outstanding debt.

Most lenders also shy away from DILF arrangements on property with multiple liens, which
foreclosure would simply eliminate. If the lender is willing to proceed despite possible lien issues, the
borrower might need to provide warranties and representations that no lien claims will come against
the lender based on the period the borrower owned the property. The lender might also require a new
owner’s title policy.

On recourse loans, lenders may require a cash payment in satisfaction of a portion of the debt. The lender,
however, may wish to retain the ability to pursue the borrower and its guarantors for part of the debt.

The lender may require an environmental assessment report. Depending on the findings, the borrower
might have to accept continued responsibility for future environmental liability. Finally, the lender will
want to address issues related to the borrower’s existing tenants.

How is the borrower protected?

Borrowers should secure a release of any personal or guarantor liability, along with a covenant to protect
the borrower and its guarantors from deficiency judgments and lawsuits. Moreover, the borrower should
include a provision prohibiting the lender from filing negative reports with credit agencies and requiring
it to return the original promissory note.

Tax caveats

A DILF can produce unexpected tax consequences. A borrower could, for example, end up with taxable
“cancellation of debt” income. So it’s critical for borrowers to consult their tax advisors before making
any decisions on foreclosures and DILFs.

This publication is distributed with the understanding that the author, publisher and distributor are not rendering legal, accounting or other professional
advice or opinions on specific facts or matters, and, accordingly, assume no liability whatsoever in connection with its use. ©2011 REAma11






