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To Reduce Corporate Welfare, Kill the Low-Income Housing

Tax Credit

Adam N. Michel, Norbert .J. Michel, PhD, and John L. Ligon

he federal government redistributes hundreds of

billions of tax dollars annually to various hous-
ing programs, and provides billions in housing sub-
sidies through various tax breaks. One of the more
wasteful of such subsidies is the low-income housing
tax credit (LIHTC), a form of corporate welfare cre-
ated by the Tax Reform Act 0f1986.

The Consolidated Appropriations Act of 2018
expands the LIHTC, thus ensuring that large devel-
opers and investors will continue to benefit at the
expense of all other taxpayers, including those the
credit is intended to help. Going forward, federal
policymakers should limit the federal government’s
involvement in the U.S. housing market, including
ending the inefficient and poorly targeted LIHTC.

The Low-Income Housing Tax Credit

The federal government annually spends—
directly and indirectly—hundreds of billions of dol-
lars on various housing subsidies, as direct outlays
and through the tax code. One of the single largest
tax programs is the LIHTC, a subsidy program that
cost federal taxpayers $8.3 billion in 2017.2 Propo-
nents argue that the LIHTC is a “successful public-
private partnership”® that helps low-income individ-
uals, but research shows that the LIHTC is a costly
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and inefficient corporate welfare program that has
failed to boost the U.S. housing stock.

The LIHTC is a complex program that has
spawned a cottage industry of lawyers and accoun-
tants focused on helping firms maximize their tax
credits.* Under this program, the federal govern-
ment uses a state-population-based formula to pro-
vide tax credits to state agencies.® The individual
state agencies then distribute credits to individual
private developers who, in turn, sell credits to their
investors. The precise amount of the allowable
credit varies, but the LIHTC provides a “70 percent
present value credit for certain new buildings,” and
a “30 percent present value credit for certain other
buildings.”

Essentially, the LIHTC subsidizes up to 70 per-
cent of the costs of a private development that quali-
fies for the credit.” To qualify for the credit, private
developers must adhere to both state and federal
rules, but generally must set aside a certain por-
tion of the units as rent-controlled housing for ten-
ants earning below certain income values. Devel-
opers are required to meet either a “20-50” test or
a “40-60” test.® Under the 20-50 test, for instance,
developers must ensure that at least 20 percent of
the housing units are rent-controlled and have ten-
ants with incomes less than 50 percent of the area’s
median gross income.

LIHTC Fails to Help Those in Need,
Subsidizes Investors

The value of the LIHTC is largely captured by
investors and intermediaries, not renters. Thus,
even if federal or state governments decide that
low-income renters indeed need a subsidy worth $8
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billion a year, the LIHTC is an inefficient way to dis-
tribute the money. In the Journal of Real Estate Eco-
nomics, Gregory Burge estimates that only 35 percent
of the tax credit is captured by renters in the form of
lower rent.” Combining Burge’s estimates with those
of other scholars, economist Ed Olsen estimates

“that tenants capture at most 24 percent of the devel-
opment subsidies” for low-income housing.'

The tax credit’s demonstrated inability to accrue to
renters has been known for decades. In a 1992 report,
the Congressional Budget Office explains that much of
the LIHTC benefit flows to investors rather than ten-
ants. The government report concludes that “housing
that is subsidized through credits is more suited to the
needs of investors than poor renters.”"! In recent years,

nearly all of the credits from the LIHTC program
are claimed on corporate tax returns,'? and approxi-
mately 85 percent of total LIHTC equity investments
are made by banks, with the five largest U.S. banks
accounting for half that total.'®

LIHTC Crowds Out Private-Sector
Housing, Distorts Markets

One major difficulty in assessing the effectiveness
of the LIHTC is that many of the low-income hous-
ing units financed with these credits would have
been financed anyway. Recent research suggests it is
very likely that “nearly 100% of LIHTC development
is offset by a reduction in the number of newly built
unsubsidized rental units.”** Thus, while the U.S.
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Department of Housing and Urban Development
touts that nearly 3 million housing units were placed
in service between 1987 and 2015 using LIHTC proj-
ects, it could be the case that 3 million such housing
units would have been built without the LIHTC.

LIHTC Is Federal Rent Control in
Disguise

In addition to likely displacing private invest-
ment one for one, the LIHTC may further decrease
the housing supply. The unintended consequences
of rent control are the most ubiquitous example of
well-intended policy worsening a problem rather
than resolving it. When rents are artificially restrict-
ed below market rates, as they are under the LIHTC,
the supply of other low-cost housing is cut back, and
rents not covered by the rent-control rules tend to
increase.’® Would-be competitors are not willing to
supply unsubsidized properties because the mar-
ket rents necessary to build, renovate, and maintain
similar housing are depressed by the supply of feder-
ally subsidized housing.!®

Other Policies Do Help Renters

Subsidies, direct or indirect, are not the most
effective way tosupportcommunitiesin need of more
affordable housing. Instead, deregulatory reforms,
such as local zoning and building code reforms, can
be a powerful tool to expand housing supply and
lower rental prices. Current policies in most large
cities drive up housing costs due to strict rules and
regulations that effectively prohibit new low-cost
construction or renovations. Without new construc-
tion, housing costs rise and people are quickly priced
out of the market, creating large reductions in eco-

nomic welfare.”” The LIHTC and other housing sub-
sidies are largely treating the symptom of high hous-
ing costs, rather than the cause of overly restrictive
land-use regulations.!® Reforms to make it easier to
privately build and finance new and expanded hous-
ing developments of any type would go a long way
toward relieving the current upward pressure on
rent in America’s cities.

Congress Should Terminate the LIHTC,
the Omnibus Expands It

Since its inception as part of the 1986 tax reform,
the LIHTC has proven ineffective and inefficient.
Congress decided not to expand the tax credit under
the Tax Cuts and Jobs Act of 2017, a small victory
over the myriad business interests who lobbied to
increase their subsidy. Following tax reform, the
March 2018 omnibus spending bill expanded the
credit program for four years at a cost of $2.8 billion
over the 10-year budget window." The omnibus also
added a third allocation test criteria to the LIHTC,
allowing developers to build units that include ten-
ants earning up to 80 percent of area median gross
income.?°

Expanding a broken system of tax credits to
benefit narrow business interests signals Congress’
intention to continue the same broken approach to
communities in need. It is time to repeal the LIHTC
and focus on reducing artificial barriers to new
housing supply.

Conclusion

The housing sector is a prime example of how
restrictive regulations and subsidy programs are
all but guaranteed to increase prices. Federal tax-
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payers spend billions of dollars a year on a program
that academic economists and government agencies
agree is inefficient and poorly targeted. For more
than 30 years, the LIHTC has provided large bene-
fits to banks and well-connected construction firms
without alleviating the need for low-income housing.
In many parts of the country, the problem has only
gotten worse. It is time to take a different approach.
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