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Program Name: Delaware Community Investment Corporation’s Housing Equity Funds
DCIC was established as a multi-bank community development corporation with an initial goal of facilitating bank investments in affordable-housing developments.
Federal Reserve District(s):
Philadelphia
Program Location:
Delaware
Program Geography:
State

Program Start Year:
1994
Program End Year: 
On-Going
Lessons Learned Highlight:

1. Fund development takes time, expertise, and money up-front. 

2. Developers with a local track record of success are important

3. Good underwriting is crucial

Prospective investors must also be diligent

Project Description:

In most parts of the country, there is a significant affordable-housing shortage for low- and moderate-income households, especially those seeking rental housing. While homeownership levels continue to rise, an estimated five million renters pay nearly 50 percent of their income on housing. These include older people as well as health-care workers, janitors, salespersons, day-care providers, and teachers. 

Low-income housing developers face challenges as well, since development costs are often higher than the market can afford. Federal funding cutbacks have significantly reduced the availability of federal housing subsidies to reduce development costs. 

The Tax Reform Act of 1986 created the LIHTC program to encourage the construction and rehabilitation of rental units for low- and moderate-income households. Through the LIHTC, investors receive a dollar-for-dollar credit on their federal taxes in exchange for providing equity financing to developers. Developers must reserve a specific number of units in developments for low- and moderate-income tenants. Credits may be claimed annually for 10 years on approved developments provided that the projects remain in compliance with the Internal Revenue Code. Following this 10-year period, the developments must meet tenant eligibility requirements for at least an additional five years subject to state housing finance agency (HFA) requirements. About one million affordable rental-housing units have been produced nationwide using the LIHTC. 

The annual amount of LIHTCs is determined by the U.S. Department of Treasury based on each state’s population with a minimum of $2 million. Credits are allocated to each state and are administered by the state’s HFA. Each HFA develops an annual qualified allocation plan that describes the state’s affordable-housing priorities, procedures, and deadlines for LIHTC applications. Federal law requires that the qualified allocation plans give priority to projects that serve the lowest income households and remain affordable for the longest period of time.  

Investors who want to obtain LIHTCs may contribute equity directly to a project or may make an investment through an equity fund. Each alternative has its own risk factors and investment return. An equity fund is a popular vehicle for investors since the fund manager bears the responsibility of assessing project risks, negotiating investment terms, developing appropriate documentation, and monitoring all LIHTC projects. In addition, an equity fund reduces investment risk since the investment is spread across multiple developments. Once a corporation invests in an equity fund, it becomes a limited partner or investor member in the fund. 

DCIC was established as a multi-bank community development corporation in 1994 with an initial goal of facilitating bank investments in affordable-housing developments. DCIC organized its first LIHTC equity fund that year as part of its financing strategies. It has organized and presently administers a total of five such funds. Financial institutions have been the primary investors in DCIC’s equity funds. The Enterprise Social Investment Corporation has provided asset-management services for all developments that have received investments from DCIC’s equity funds.

DCIC has established a wholly owned subsidiary, DCIC Equity Fund, Inc., which serves as the sole general partner for each of its equity funds. DCIC employs five full-time and one part-time staff members who, as part of their responsibilities, underwrite and ensure compliance for all LIHTC developments financed by the equity funds. 

DCIC works with both for-profit and nonprofit developers in such diverse developments as a garden-style apartment complex in rural Delaware that houses 60 families with incomes below $22,000 and a 169-unit high-rise facility and accompanying mini-market for older people in Wilmington, De. Approximately 70 percent of the LIHTC-financed developments organized by DCIC are located in Delaware’s two primarily rural counties, due to that region’s need for low-income housing.

Use of Proceeds
 - Finance the construction or rehabilitation of LIHTC-qualified rental-housing units for low- and moderate-income tenants in Delaware.  Investment Size
Investments in DCIC’s equity funds are generally made in multiples of $500,000 or $1 million.  Term Investments are held for a 15-year period.

Rate of Return - Future rates of equity-fund return depend on market conditions and project risk. Past rates of return have usually been calculated on a pre-tax basis, although increasingly they are calculated on an after-tax basis.

Repayment - The investment is repaid through the tax credits, plus any losses incurred by the project and gain on sale of the property at the end of the qualified period. It is rare that an investment produces cash flow and the sale of the property is generally not expected to produce significant profits.

Liquidity - There is little liquidity in an investment in an equity fund. 

Documentation - An equity fund provides prospective investors with a private placement offering memorandum and partnership agreement. The offering memorandum typically includes the fund’s subscription requirements, a description of how the fund will be managed and operated, investment objective and policies, targeted rate of return, structure and documentation, compensation and fees, estimated use of proceeds, distributions and allocations, risk factors, fiduciary responsibility, federal and state income tax considerations, and legal opinions.

CRA Test - Participation in LIHTC equity funds has contributed to banks’ meeting the CRA investment test. Institutions should ask their examiners for further information.

Project Results:

DCIC’s five equity funds have raised $121 million for 31 developments for older and disabled people and low-income tenants. Some 24 financial institutions have participated in one or more of DCIC’s five equity funds.

DCIC’s five equity funds have invested over $98.9 million in 2,021 affordable rental housing units in Delaware. Most projects enjoy close to 100 percent occupancy.

The pre-tax rate of return in DCIC’s first four equity funds has been: Fund I, 15.89 percent; Fund II, 14.26 percent; Fund III, 19.34 percent; and Fund IV, 12.21 percent. The proceeds of Fund V were not fully invested at the time this publication was prepared but the fund’s pre-tax rate of return was expected to be approximately 11 percent.

Lessons Learned: 

· Fund development takes time, expertise, and money up-front.  To create an equity fund, a working committee typically conducts research on the federal Low Income Housing Tax Credit (LIHTC) program, determines investment objectives, develops policies, seeks staff, and solicits investors. Developing a new equity fund may take a year and requires the expertise of an attorney familiar with the LIHTC and related tax and investment issues. In the formative stages, there are considerable legal expenses (in the $50,000 to $70,000 range) and consultant’s fees. 

· Developers with a local track record of success are important.  An important factor in an equity fund’s success is the interest of developers with the track record and capacity to develop LIHTC-eligible projects in the geographic area served by the fund.

· Good underwriting is crucial.  An equity fund’s underwriting is critical. For all proposed developments, DCIC conducts a thorough review of the development team, project feasibility, financial reports, tax implications, and the capacity of property managers who will be retained.

· Prospective investors must also be diligent.  Prospective investors must perform a comprehensive analysis of an equity fund, including a careful reading of the private placement offering memorandum and partnership agreement. Prospective investors should conduct thorough due diligence to evaluate the equity fund manager’s track record and capability, experience in LIHTC management, and ability to adhere to all LIHTC regulations.
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