
percent. Insurance provid!.d bv the Maryland
Housing Fund... made this an AA-rated bond is-
sue." Important in alleviating the fears of neighbors
was "HOC's declared intention of building a com-
munity that met or exceeded neighborhood norms
in terms of design."r

Five vears after completion, Timberlawn Cres-
cent had 99 percent occupancy and had added 20
assisted units in a second section, lol'ering the
market rate proportion to 40 percent. The del'elop-
ment has proven successful and has been com-
pletely,rccepted by the community .rssociation.

Alexander Httuse,
a 311-unit high
rise in Silver
Spring, has seven
tiers of rent, rang-
ing fronr afford-
able to very low-
income house-
holds, to market
rate rents of more
than $1,000; 78
percent of the
units are belo*'
market. Now un-
der construction,
Strathmore Court
at White Flint, in
North Bethesda,
benefits from the
donation of land
by the nearby of-
fice space clevel-
oper (arising Alerander House, a lti-stor) hi8h

from the countv! rise in Silver SprinB, c(tmFletcd in
l98li. hi\ lll anartmenl\ with tieredsrowtn Dlan
rents fr'r krrr; modcrate and ntarl\et

reoulrements).'-'r-' -'' -- ''' rJte hou:eh0lJ. Fin.rncirrg included

Sunrise 21 HOC tax e\enlpt mortgaSe revenuc

Kensinston park hrnds, .r :'tatt, lrtan oi 5l.i millirtn. a

:-'.".'-o'-:: '.:'- countv l,,an of $l millt'n rntl 9l
lsa l6)-unlt retlre- nrillion ironr Hocs oppt,rtunit!
ment communitY H.,using Reserre Fund. Amenities
containing three include a public F,rrl and omnnren-
buildings, two for tal iron sculpture.
assisted living
and one for independent Iiving. Thirty percent of the
residents have hcomes averaging 20 percent of the
area median income; rent-assisted residents in the
assistedJiving component pay 75 percent of income
for rent; rent-assisted tenants of the independent
living component pay 65 percent.r The remaining 70
percent pay market level rents.

A second categorv of mixed-income derelop-
ments monitored by HOC, arise from HOC-
financed, privatelv owned developnents. As of
June 1993, there were 8,400 units, all rental, in 35 to
.10 developments. Most are 80 percent market rate,

and 20 percent are lo*.and moderate-income. Al-
most all were bond financed. The great bulk of the
privately ou,ned development $,as produced in
1984-1985.

A third categorv of HOC economically-
integrated proiects are developments acquired bv
HOC as part of a conservation program to maintain
and secure the existing affordable rental housing
stock. These projects have no restrictions on income
and the occupants represent those who are predomi-
nantly below, 60 percent of median familv income.
The projects also include hcluseholds who lived there
before HOC acquisition, and they pay market rate
rents. Of the five developments, four are for family
occupancy. They are HOC managed, contain 483
units and range in size from 18 to 189 units.

The HOC Board and staff belicve strongly that
lou.and moderate-income residents benefit in manv
wavs from living h the same development witlr
market rate, middle income residents. In \arving
degrees, several state housint finance agencies
share this philosophv

Maryland Ctttnnrufitq Deu,lttlttltttt Admitristratiort
Data arc available from three state housing finance
agencies on the proportion of total housing fhanced
bv these agencies that are market rate or income-
restricted units and the share of market rate and
income-restricted units in mixed-income
developments.

In Table 1, data on the Maryland Communitv
Development Administration (CDA) portfolio, as of

The GIen, opened in Spring 1995, is a 90-unit townhome
rental c()mmunity in Wheaton, Maryland. Using Federal
HOME funds, a Marvland state loan and tax exempt mort-
gage re\enue bonds, the Horising Opportunities Commis-
sion is renting the property at rents ranging from $417 to
51,105. Thira-fi\€ of thc units rent for bclo\{ market pricc.

FLAT TAX:
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ESTAIE

by John A. Tirccillo and
Orawin T. Velz
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l"t instein once said there's a simple answer to
l.{ evervthing, and most of the time it is a wrong
lJ answer. The rising complexity and cost of com-
pliance with the existin8 tax system make the flat
tax a seductive route to a simpler tax code. But, as
far as the real estate industrv is concerned, a flat
tax, as currently proposed, is Einstein's simple but
wronS answer.

The idea of a flat tax has been floating around
for years at both ends of the political spectrum,
from California's former governor, Jerry Brown on
the left, to the new house majority leader, Repre-
sentati\€ Dick Armey of Texas on the right. A dec-
ade ago, no one paid much attention to such a

radical overhaul of the tax system. Howevet with
the Republican party sweeping into control of both
houses of Congress for the first time since 1954, a

flat tax has emerged at the center of the tax reform
debate. The nelv Congress is considering tax mea-
sures that would profoundly change the federal tax
system. There have been discussions on several tax
reforms-a consumption tax and a flat tax-as pos-
sible replacements for the federal income tax. This
article focuses on the flat tax and discusses the im-
pacts it might have on the real estate industry.

What Is A Flat Tax?
All flat tax proposals have three features in com-
mon.rOne deals with the tax rate and the other two
with the tax base.
t Single Tax Rnte: A single rate applies to all income

subiect to taxation, as opposed to the graduated
rate svstem that has been in existence for over 70
years. The actual tax rate is different from pro-
posal to proposal.

. Elinination of Deductions nnd Credits: Flat tax pro-
posals eliminate or limit preferential tax treat-
ment on certain behaviors and activities.
Examples of such preferential treatment include
tax deductions for housing, such as home mort-
gage interest and property taxes, and non-
housing tax deductions, such as charitable contri-
butions and state and local taxes. Additionally,

lohn A. Tuccillo, Ph.A is tllt chief economist of tlE NA-
IION,4L /qSS(fli4IION OF RE,4LIORS. His'esp)rsibililies
include ecotamic fotecastit\, reol estate narkrl research, ifiter-
totional rcal eslal. aclil,ilics and slralegic ytlannhg r*earch.
Dr. Tuccillo praiously sen'ed as chiel ecowmist u'ith lhe Na-
lional Council ol Sat'tttgs lnstitulions, .lircctot of tfu Ce er lot
Housing ani Contmunit! De|,elopmenl al lhr Urba lnslitule,
a sefiior stat'f fiember ol llt presidenll Housitg Connnission, a

Bookings Economic Policy Fellou' al HUD, atd a laculty ment
bet at Ceorgetozpn Unioersilv.

Ottttin T. Velz, Ph.D., is manoginr director, Policy Research,
Forecasthg and Ma*et Statistics of the NATIONAL ASSO-
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'?rist for llle U.S. Clunbo of Confierce. Vel,. receil,cd a Ph.D.
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Tax
Structure

Individualsr from l5%
to 39.69.
Businesses: 3S%

Individuals: 217c - 23-q.

Eusinesses: 21? - 239,

In(ome Tar Net of wages, dividends, Cross income not
commissions and interest including dividerrds and
less standard deduction interest (no itemized
or ite ized deductions deductions)

depreciation of capital expenditures would be al-
tered, in some cases moving to an expensing
system.

t HiBh Exemplirtn Threslalds: The minimum income
subiect to taxation would be increased substan-
tially from the current law For example, under
current law the 1994 standard deduction for sin-

tle taxpayers uas $3,800. Under Representative
Armey's proposal (H.R. 4585), the standard de-
duction for single taxpayers would be $13,100.

Thble 1 summarizes maior differences between
current law and flat tax proposals.

TABLE 1

Comparison Of Current [,aw And Flat Tax Proposals

Current Income Tar Flat Tax Proposals

immediate deduction (expensing) of the cost of cap-
ital purchases. Under an income-based system,
businesses are only allowed to deduct a portion of
the cost of capital purchases each year. A second
distinguishing feature is the treatment of interest
expenses. Thev are deductible under an income-
based tax as a cost of producing income but are not
deductible under a consumption-based tax.

What Is Included In The Tax Base In Current
Proposals?
ln order to impose a low single rate, the base must
be broadened from current law. Dozens of tax ex-
penditure provisions, including the home mortgage
interest deduction, the charitable contribution de-
duction, deductions for state and local income
taxes, the earned income tax credit and the depen-
dent care credit, were contained in the original law
or added to the tax code by Congress. All are in-
tended to provide incentives for particular kinds of
activities or to provide relief to particular kinds of
taxpayers. In principle, a pure flat tax would be free
of all behavioral bias and would be focused on rai-
sing specific amounts of revenue in the simplest
possible fashion.

In practice, however, the actual tax base varies
from proposal to proposal. For example, all deduc-
tions were eliminated under Representative Armey's
1994 flat tax proposal, but the flat tax proposed by
Senator Arlen Specter of Pennsylvania would pro-
vide deductions up to $2,500 for charitable contri-
butions and up to 5100,000 for mortgage interest
paid on loans. As an aside, the variety of specific
flat tax proposals sugtests that once passed, no law
would be immune from Congressional tinkering to
reward or punish different sectors or groups.

Arguments For A Flat Tax
There are a variety of valid reasons for adopting a

flat tax.
. Sit plicily: At the heart of the flat tax approach is

the redefhition of the tax base; the replacement
of multiple tax rates with a single rate is reallv a

sideshow. By eliminating deductions, the flat tax
simplifies record keeping and fosters tax compli-
ance. In fact, under most proposals, the high
exemption threshold removes the need of many
taxpavers to even file a return.

. Pro-GlotL'th: The current tax system, with its high
rates and double taxation of savings and invest-
ment, discourages these activities and ultimately
cripples the economy by reducing growth. By
lowering rates and, in some cases, excluding re-
turns from savings and investment from the tax
base, proponents of a flat tax claim that it boosts
the economy's performance. The low marginal
tax rate reduces tax distortions, thereby encour-
aging employment and discouraging unproduc-
tive tax avoidance activities.

Montgomery County Maryland,
Moderately Priced Dwelling Unit Program
Montgomerv County, Maryland, a northern suburb
of Washhgton, D.C., with a 1994 population of
803,000, is the most populous jurisdiction in the
state, with more than 60 percent of the countv's
workers emploved within its boundaric's. The high
cost of neu, and existing housing in Montgomerv
County has made it difficult for many low-and
moderate-income emplovees to live near their jobs.
A current estimate is that 29,000 low-income fami-
lies are in need of affordable rental housing, and
the county's Housing Opportunities Commission
has 10,000 households on its waiting list for federal
subsidies.

In 1973, Montgomery Cor.rntv developed an in-
no\ative, county*'ide inclusionarv zoning/densitv
allowance program known as the Moderatelv Priced
Drvelling Unit (MPDU). The program requires
builders to make available a share of the units at a

below market rate sale price or rental rate. which
allows the builder to exceed the normal zoning den-
sity of the site.

The MPDU program facilitates the distribution
of new low-and moderate-income housing through-
out the county, thereby fostering the development
of mixed-income communities. The countv estab-
lishes affordable housing requirements and density
allouances in its countv code and zoning ordi-
nance. The housing authoritv and housing finance
agencv, the Housing Opportunities Commission
(HOC), may purchase up to one-third of the
MPDUs, and it can provide belor.r' market-rate
mortgage financing for qualified MPDU
purchasers.

Density Albu'ance To Buildtrs
The MPDU prouram is the countrv's first manda-
tory inclusionary zoning la$ that also provides a

density allowance for builders to offset production
costs. It requires that between 12.5 to 15 percent of
everv subdivision or building of 50 units or more
(in zones with lot sizes of less than one acre) be
made available as MPDU units. A densitv bonus
allowance is given for up to 22 percent, which is
Iinked with the production of MPDUs. A specific
program goal is to fund additional affordable hous-
ing initiatiies through contributions to the county's
housing trust fund made bv developers in lieu of
producing moderately priced dr.r'elling units. r

The MPDU program markets to renters and
first-time home buyers with 1995 incomes ranging
from under $16,000 to $39,900 for larger families.
Units purchased by HOC are targeted for house-
holds with lon-or very lou.incomes. HOC also
makes below market rate financing arailable to
MPDU purchasers and works with non profit agen-
cies who wish to participate in the purchase of up

to seven percent of all onnership MPDUs. Financ-
ing for the acquisition of MPDUs bv HOC comes
from a varietv of sources, including Federal Lon,
Rent Public Housing acquisition funds, local tax ex-
empt bonds, pri\?te sector contributions to Federal
Low-lncome Housing Tax Credit partnerships, non
profit corporations, state housing finance agency
funding (the Communitv Det'elopment Administra-
tion) and the Federal Housing Finance Board's Af-
fordable Housing program.

lronicallv a significant obstacle to the, MPDU
program is the restriction imposed on all residential
prodr.rction bv the countv's Adequate Public Facilitv
and Annual Growth Policv ordinances. The MPDU
program's most significant limitation arises from its
dependence on the level of market rate housing.
Nearlv 8,800 MPDUs u,ere produced from 1976 to
1993, constituting about three percent of the
countv's total housing stock. The MPDU program
has fostered economic and racial integration in a

county u,hich otherwise might hare become exclu-
sionarv Moreovel two surrounding jurisdictions,
Fairfax County, Virginia and Prince George's
County, Marvland, have enacted similar legislation.

Montgomery County, Maryland,
Housing Opportunities Commission
The Housing Opportunities Commission (HOC),
which benefits from the county's MPDU program,
follor.r,s an extraordharilv caieful and itroiougtr
preparation and planning for its mixed-income de-
velopments. It selects a site, often at a greatlv re-
duced or marked down price, prepares a detailed
physical plan and suggested architectural treat-
ment, including unit size distribution, and retains
an architect. It has an economic consultant perform
an independent market analvsis designed to evalu-
ate the marketability of two to three categories of
low.and moderate-income housing, usuallv totaling
50 percent of all units and market rate housing of
50 percent, carefully coordinates and monitors ac-
tivities of all staff and consultants, considers the
need for social and support services, invoh€s the
neighborhood in issues of design, access and possi-
ble neighborhood impact, holds public hearings
and devises a financing plan and program.

Four Mixed-Income Developments
As of May 1995, HOC has four mixed-income devel-
opments completed or under construction, lr'ith a

total of 681 units, including townhouses, low-rise,
four-storv eleyator and high-rise, n'ith the market
rate share ranging from 22 to 70 percent.

In an article in Urban ltnd on Timberlau'n Cres-
cent, a mixed-hcome development in West Be-
thesda, the authors noted that development
feasibility "depended on the low-cost land and on
HOC's ability to issue $5.46 million of tax-exempt
essential function bonds at an interest rate of 7.05

Capital
Gains

Real Estater 287.
Securities:28li

Business Ordinary and
Deductions Neressary-Yes

Taxes Paid-Yes
lnterest F.id-Yes
Selaries-Yes
Eenefits-Yes
Depreciation-Yes
Cost of Assets-Yes

Real Estate: Fully Taxable
Qlr,.21.7,1
Securities: No Tax (09o)

Ordinary and
Necessary-Yes
Taxes Paid - No
Interest Paid-No
Salaries - Yes

Berre{its- No
Depreciation - No
Cost of Assets-Yes

Business Intetrated
and Rrsonal
Taxes

Nol Integrated

Flat fixes And Consumption 'Iaxes

Some flat tax proposals involre significant broaden-
ing of the hcome tax base while others actually
change the basis of taxation from income to con-
sumption. The latter is referred to as a

consumption-based flat tax. [n this form of a flat
tax, taxpayers claim no deductions for savings, but
their returns on savings, whether in the form of
interest, dividends, rents, rovalties or capital gains,
are excluded from the tax base. An income-based
flat tax would include the retum to savings in the
tax base.

The treatment of capital expenditures is one
distinguishing feature between a consumption-
based business tax and an income-based business
tax. In general, consumption-based taxes allow the
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MIXED.INCOME
HOUSING:
A NEW
DIRECTION IN
STAIE AND
FEDERAL
PROGRAMS

by Morton Hoffman, CRE

f n the vast Iiterature on housing, relati.rely little

I attention has been given to mlred-income,
l. income-integrated housing. This article analyzes
the experience of state housing fhance agencies in
Illinois, Maryland and Massachusetts and the Fair
Share, an inclusionarv housing program in New
Jersey. The article cites Montgomery County, Mary-
land's Moderatelv Priced Dwelling Unit Program
antl the path breakhg activities of the Housing Op-
portunities Commission.

A '1974 article by lack Bryan in the lournnl of
Horrsing noted that "the conscious attempt to exper-
iment in mixing different economic levels in the
same housing area represents a new direction in the
United States for both private and public marketing
policy and has gradually expanded only in the past
10 vears."r Brvan cited state and federal programs,
such as New York States Mitchell-Lama program of
low-cost, Iong-term mortgages and tax abatement,
federal laws for interest subsidies for moderate-
income families in private developments (Section
221(d)(3) in 1951 and Section 236 in 1968) and rent
supplement pavments for lower-income families in
these developments (first authorized in 1955). Simi-
lar to earlv writers/organizations in this field, Bryan
emphasized projects and programs bringing low-
income occupants into moderate-income housing.

The Massachusetts Housing Finance Agency
(MHFA) program, initiated in 1970, was cited by
Brvan as the most advanced and largest of the
mixed-income state housing programs. In the late
1960s and earlv 1970s, the New York State Urban
Development Corporation (UDC), under the direc-
tion of Edward L. Loge, promoted mixed-income
developments, noting that the need for better hous-
ing is shared by both lo*.and middle-income fami-
lies. Such balance would promote the development's
long-range social and fiscal viability. The UDC es-
tablished a policy of economic balance for its hous-
ing de\€lopments, using a "70-20-10" formula (70
percent for moderate-income families, 20 percent
for lou.income families and l0 percent for low-
income elderly).

Based in part on the n,riter's experience in these
areas and a review of the literature, this article
draws upon data from the State Housing Finance
Agency and other housing officials in the four
states already identified and in Montgomery
Countv, Marvland.?

Morton Hoffman, CRE, presidcll of Morlon Hoffnqn a d
Compny, lttc., Urlnn arrd Ecowtmic Consultaris, a Baltimorc-
based firm, ha, poformed leasihlity, del,el.,fment fogan-
ning atti tlhtr rLrrrsxlli,r.{ 4ss/gxnrerls il 27 states. He has
yrepted analyses of ntixed-incont housn]E d1elopnents lot
lublic dnd pril,ate .lients it sa'enl stales atul has Wrticirytedir a seninar of professional platnhs and lonsitg Ltrgani:a-
lions on ix:d-inconE fu)nsitg.

Arguments Against A Flat Tax
Of course, there are equally valid arguments ngrirrst
the flat tax.

a Discrintinates Againsl Middle Inconrc Taxpayers:
Any flat tax would reduce the tax burden on
high-income taxpayers by lowering their effectit,e
tax rate and on low-income taxpayers because of
high exemption thresholds. The difference in rer.
enues comes from the middle-income taxpavers.
Research from the Treasury Department sholvs
that taxpayers earning up to $100,000 of adjusted
gross income would actually pay close to $2,000 a

vear in additional taxes under Representative
Armey's 1994 flat tax proposal, compared with
current law if the tax rate was increased to the
level required to bring in the same revenue under
current law (revenue-neutral tax rate).2 However,
families with income over $200,000 would get tax
cuts averaging more than $50,000.

. Itrcquities Among Taxpayers: Eliminathg tax de-
ductions would create horizontal inequity be-
cause individuals base long-term commitments
on existing tax Iaw.I Taxpayers who made tax-
preferred investments under the old tax rules
would experience an abrupt decline in their cur-
rent after-tax income and wealth (the capitalized
value of future income). The real estate sector is
an obvious victim under a flat tax. [f the mort-
Bage interest and property tax deductions are re-
pealed, it will hurt taxpavers who made
investment decisions based on tax policy in exis-
tence since the inception of the Federal Income
Tax in 1913.

Phase-In Period
Proposals such as Representative Armey's do not
provide any phase-in period for the transition of
present-law income taxation to the ne\^, tax. For ex-
ample, home owners who borrowed money to fi-
nance their mortgage in anticipation of interest
deductions under the present income tax system
would be denied such deductions under the new
law Robert Hall and Alan Rabushka, whose book
has been used to model Representative Armey's flat
tax proposal, suggest softening the blow to current
home owners bv allowing them to deduct 90% of
the interest paid on existing mortgages.a While im-
proving the cash flow of current home owners, it
would not materially change the outlook for hous-
ing prices. The price a prospective bul,er would be
willing to pay would still reflect the fact that they
would not be granted any mortgage deductibilitv

Revenue Neutral Flat Taxes
Major proponents of replacing the income tax with
a new tax svstem, such as Senator Pete Dominici of
New Mexico, have stressed the importance of main-
taining the same level of federal revenues. Hort ever,
some flat tax proposals, such as Representative
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Armey's proposal, do not meet the goal of revenue-
neutralitv at the proposed tax rate and standard
deduction. The Treasury estimates that a re\enue-
neutral flat tax would need to raise $178 billion
more than would the Armey proposal. This re-
quires an increase in the tax rate from 17 percent to
22.6 percent or a decrease in the proposed standard
deduction of about 87 percent (or some combination
of both).

For any flat tax proposal, increasing the tax ratc
or decreasing the standard deduction would reduce
its attractiveness. While Representative Armey
claims that he would achieve delicif neutralitv bv
spending cuts, this is a separate issue and could be
achieved under the current tax svstem (allowing
rates to be decreased) by a more disciplined Con-
gress.

Negative Impa(ts On The Real Estate Sector
Under any flat or consumption-based tax system,
expenses incurred in raising debt capital (e.g.,
mortgage or construction loan interest) are not de-
ductible. Thus, debt-financed activities are discour-
aged. Since real estate activities are generally
highlv-leveraged, they tend to su ffer under a flat
tax system relative to current law.

Flat tax proponents claim the lost deduction
would be made up through declining interest rates.
According to Hall and Rabushka, exempting inter-
est from taxation will bring about lower interest
rates. Louer interest rates reduce monthly mort-
tage pavments, which offset the loss of the mort-
gage interest deduction for nrost ta\payers.r
However, for the lost deduction to be made up
through declining interest rates, rates would have
to fall bv about two to three percentage points.
Given the spread between taxable and tax-exempt
vields of similar risk bonds, a large decline in the
interest rate does not seem likely. In 1994, the inter-
est rate on 10-year U.S. government bonds averaged
7.08 percent, while tax-exempt bonds yielded about
one percentage point lou,er. For example, the Bond
Buyer index of municipal general obligation bonds
was 6.19 percent. Perhaps a one percentage point
decline in interest rates seems plausible, but this
will not be enough to offset the loss of the mort-
gage interest deduction. As a result, housing af-
fordability r.r'ill decline.

Tlte Intpact Of A Flal Tax On Honft Pric*
The total cost associated with owning an asset is
imputed into the purchase price of the asset. For
example, the price of property in a county with
high property taxes u'ill be louer than for a similar
property in a county with lower taxes. Thus, higher
costs of owning a home are associated with lower
purchase prices. Since income tax deductions for
mortgage interest and property taxes have long
been a part of the income tax system, home owners



expect and depend on these deductions to afford
their homes. A tlat tax that eliminates the mort8age
interest and propertv tax deductions would in-
crease the cost of owning a home and therefore,
depress home prices.

According to the Congressional Budget Office
(CBO) and based on calculations from the Joint
Committee on Taxation, eliminating the deduct-
ibility of mortgage interest would raise the taxes of
about 28 million home owners bv an average of
$2,100 in 1996 and raise revenues by about $313
billion between 1996-2000. The CBO argues that
eliminating the mortgage interest deduction would
increase net mortgage payments sharplv for current
home owners, making it impossible for some to
meet their monthly mortgage pavments. It would
also cause the value of homes to fall and would
hurt home builders.6

TABLE 2

Thx Savhgs From Mortgage Interest Deductions

Cumulatively, household wealth would be sig-
nificantly reduced. Even though some home
owners mav pay less in income taxes under the flat
tax, it would take years of low tax rates to recover
the loss in the value of their homes.

If a flat tax bill is enacted, it is uncertain
rvhether taxpavers will be able to count on future
tax rates being as low as the rate initially set in the
bill. But a look back gives cause for concern. ln the
Tax Reform Act of 1986, numerous deductions and
credits were eliminated in return for lower income
tax brackets. Since then the number of tax brackets
has increased from two to five, the top tax rate has
increased sharply from 28?, to 39.6% and the num-
ber of deductions has continued to be limited.

Tht Intptct Of A FIat Tax On Property Tnxes
Reductions in house values would reduce the prop-
erty tax revenues of local governments propor-
tionally. For example, a 10% decline h houshg
values could reduce the tax base by up to 10% and,
unless propertv tax rates are adjusted, local reve-
nues would also decline. A revenue loss of this
magnitude would strain local govemment budgets.
Spending on education, the primary use of local
propertv tax revenues, would be particularly hard
hit.

Thc Imyct Of A Flai Tnx On Housing Constntctiort
The decrease in housing demand as the after-tax
cost of home ownership rises would also adversely
impact the construction of new homes. This would
lead to a loss of employment in the construction
industrv Consequentlv, a flat tax could lead to a
downturn in the construction industry.

Tla ltnpact Of A Flat Tax On Net Worth
Home equity is the largest single asset for every
income group but more so for lo*,er-income home
owners (see Figure 1). It is also the largest single

FIGURE 1

Distribution Of Assets By Income Group

What It Takes For Public/Private Ventures
The experience of Baltimore's Inner Harbor and
Washington's Pennsvlvania Avenue redevelopment
exemplify the characteristics critical to the success
of these and other public/private ventures:
r A clear and comprehensive revitalization strategy

and plan, in which the proiect is an integral part,
with timely and visible infrastructure
improvements;

r A strong public entity, well-organized and tar-

teted to the accomplishment of particular tasks
within a sensible time frame;

a A thorough and realistic assessment of the costs
and benefits involved and the ability of the par-
ties to articulate these elements to elected public
leaders, the public and the media;

r A project concept that is both innovative and
based on local conditions and characteristics; and

r A pri\ate developer who appreciates long-term
asset derelopment and value as more important
than short-term profit and is willing and able to
commit the necessarv resources of time, energy
and funds to overcome known (and often un-
known) obstacles.

On the other hand, the most common mistakes
that lead either to failure or to unsatisfactory results
of public/private ventures are:

! An o\€rlv optimistic view of market demand
most often predicated on a belief that success
from one proiect can transfer to another location
with different conditions;

t lnexperienced public-sector staff who lack under-
standing and negotiating experience with the
public sector;

r An over dependence on public finance to com-
pensate for u'eak private market economics;

! Public-sector demands for more benefits than the
development economics can support; and

r Private-sector unrvillingness to share fairlv the re-
wards of a successful proiect rvith the public sector.

Conclusion
Not every real estate development requires a public/
private joint venture. But in complex projects, partic-
ularlv in urban situations, where land assembly,
infrastructure and citizen parhcipation complications
exist, a properlv structured and implemented public/
private partnership can play an important and often
decisive role. At a time when public confidence in
government has perhaps never been more skeptical,
the success of projects, such as those described in
this article, demonstrate that public and private sec-
tors can both benefit from working together to create
developments of a scope and quality that neithet
acting alone, could produce.Tar
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rate used to calculate the net present value is 5%.

The impact of eliminating the mortgage interest
deduction would hit home owners differently, de-
pending upon their income tax brackets, as shown
in Table 2. For a typical example, assume that an
individual purchases a 1994 median-priced home
for $109,800. Under current law, a home buyer in
the 20% tax bracket (federal and state) can expect a
tax savings equal to 20% of all the interest on the
loan. During the first year after purchase, before-
tax principal and interest will be $9,118. The mort-
gage interest deduction vvill lower the after-tax prin-
cipal and interest by $1,524. The net present value
of this deduction, throughout the life of the loan, is
equal to $20,496. lf the mortgage interest deduction
is eliminated, the tax savings disappear. As a re-
sult, home prices would be forced downward. In
this example, the home owner would suffer a net
present value loss of about 18.77" of the home price
($20,495/$109,800). The effects of a flat tax on home
price could be even greater if the property tax is
repealed as v'ell.
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design review process by PADC and the Commis-
sion of Fine Arts, construction began in the sum-
mer of 1983. The hotel was officially opened on
September 22, 1986. Permanent financing was se-
cured by 1987 for $90 million at a 15-year term,
interest-only for five years and then amortizing on a
35-year schedule. The balance of the financing was
raised through prirate indir,iduals, the hotel opera-
tors and the Oliver Carr Company.

Both the developer and PADC estimated that
the revenue from the office space would carrv the
hotel through the expected slow early years; in
point of fact, both the hotel and the office building
have exceeded economic expectations. Just as the
Willard's decline reflected the deterioration of the
Pennsylvania Avenue area, its re-opening repre-
sented, both physically and symbolically, the revi-
talization of America's Main Street and
subsequently assisted PADC in advancing manv
other developments.

Other PADC Prujects
The Willard represents one of the three methods
PADC employs to work with private developers:
public assemblv of a major site through negotia-
tions and/or condemnations followed by u

development/design team competition. Other pro-
jects developed by this method are:

! National Place-Completed in 1984, this mixed-
use proiect consists of the 774-room, l.W. Marriott
Hotel, 74,000 square feet of shops and 418,000
square feet of office space around the restored
National Theatre. PADC's ground lease was pur-
chased in an open-bid competition several vears
after project completion, for over $40 million-

r Market Square - Completed in 1990, these tlt'in
13-story towers house 210 residential condomin-
iums, 104,000 square feet of retail and 584,500
square feet of office built around Market Square
Park, a major public open space featuring the
Navy Memorial. PADC acquired the site for $21
million and sold it, in fee simple, for approx-
imately $26 million.

! The L^ansburgh - Completed in 1992, this com-
plex of 385 rental apartments, 36,000 square feet
of retail space and the 475-seat Shakespeare The-
atre combines new construction r.r,ith the preser-
vation of the terra-cotta facades of the former
Lansburgh department store. Recognizing that
the houshg use could not carry full land costs,
PADC sold the site for $1.6 million, the estimated
value of the retail uses, with a provision for shar-
ing in future profits derived from sale and/or refi-
nancin6l of the proiect.

Mixed-Use lenifer Building
A second public/prirate relationship is based on
private ownership of a site and./or building, with
PADC working with the private on ner and

With its 210 condominium units, groundJevel retail and
eight floors of office space, lvlarket Square is.r kq,element
of the new Perrnsylvania Quarter neighborhood. lr(ro c/cditj
Catol Hif,hs tith/PADC

sometimes providing financial assistance for his-
toric preservatiorr. On the mixed-use Jenifer Build-
ing, PADC assistance enabled the olr'ner to add a
two-storv rooftop addition, thus providing a total
of 30,000 square feet of office, 2,500 square feet of
retail and 10,900 square feet of space for the Wash-
ington Project for the Arts. PADC provided
$300,000 in historic preservation funds; the District
of Columbia provided $100,000 worth of streetscape
improvements for the $8.5 million private
investment-

Mnrfut Square North Projecl
A third public/private relationship is represented bv
the Market Square North project which will provide
201 condominium residential units in th'o towers
and an office/retail building with 397,000 square
feet of office space and 25,000 square feet of retail
space. PADC had acquired several sites in the block
where a single private developer owned more than
50% of the block, and the remainder was in several
other private on,nerships.

As permitted bv PADC's enabling legislation,
the more than 50% ownet unable to buy the re-
maining parcels, turned to PADC to purchase the
PADC sites and to arail itseti if necessary, of
PADC's eminent domain power to assemble the
complete block by contracting to design and build a

development in accord with the PADC plan.

Tlw Pertnsylttania Quarter Neigltktrlnod Associttt ion
Beyond direct partnership in individual proiects
h'ith private developers, PADC helped create a non-
profit 501(c)(6) organization, the Pennsylvania
Quarter Neighborhood Association, to enliven the
new Pennsylvania Quarter neighborhood. Each of
the private developers, r.r'hose mixed-use projects
contain a residential component, joinerJ PADC in
founding an association whose activities inch.rde co-
operative retail planning, joint marketing, promo-
tion, e\ents and activities sponsorship.

ao*n h@elqury EfFndnqalrnv.sr Eloher RE 
'nwsth.^lsEfv.hkl. EIR JXEOGH trtB6,B.6qu'ry

Soure: U-S. Dep.rtmmt of Comm€r(e, Bur..u of the Casus, "Household
We.lth and As3et Orrne6hip, 1991", Cunent Popuhlion R.pons P70-3{.

asset for everv age group (see Figure 2). Repealing
the mortgage interest deduction and the property
tax deduction would reduce the value of homes and
depress the value of the most important asset for
home owners. This would have a tremendous im-
pact on the value of household net ryorth (house-
hold assets minus household liabilities).

The most comprehensive analvsis of Represen-
tative Armey's flat tax proposal is one conducted by
DRVMcCraw Hill Inc. For a relevant comparison
with the current tax system, the study uses a tax
rate of about 21 percent to maintain revenue neu-
trality. The results of the study suggest that the
impact of such a tax on residenrial real estate nould
be immediate and enormous. In the first year of a

flat-tax regime, starts of new homes and sales of
existing single-family homes would be significantly
lower than under the current law (see Figures 3 and
4). After a second vear of flat taxes, the average

FIGURE 3
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FIGURE 2

Distribution Of Net Worth By Asset Type And Age

FIGURE 4

Existing Single-Family Home Sales
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price of single-familv homes sold w,ould be 15%
loweq, a depressed level which would remain well
into the next decade (see Figure 5).

The lrnlwct Ort Cttrnntercial Reol Estate
The flat tax proposals also alter the tax treatment of
commercial real estate-no deduction for interest
paid, no deduction for property taxes paid, and the
full purchase price is deducted on acquisition, rl,ith
an allowance for carrvin2; forward any unused de-
ductions. However, no depreciation deductions are
allowed and the full sales price is taxable on sale
after operating expenses and the remaining tax car-
rvforward have been deducted from the. sale price.

As with residential real estate, neither interest
nor tax expenses are deductible. Thus, all investors
would experience an increase in carrving costs and,
with no deduction for taxes paid, double taxation
would exist.

FIGURE 5
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Additionally for all its claims to neutralitv the
Armey flat tax introduces distortions among forms
of investment. Under the flat tax, capital gains on
financial assets (e.9., stock, bonds, derivatives) es-
cape the tax base. Bv contrast, the full amount of
any real estate gains would be subject to tax at the
maximum rate of the tax regime. Moreovet the tax-
able amount of gain would be the full sales price
less tax carryforward and operating expenses.
Using the sales proceeds as the measure of the gain
would have the same effect as requiring full ordi-
narv income recapture under the current svstem.

Flat tax proponents argue that capital gains
from financial assets arise from the increased earn-
ings of the corporation, and thus reflect a gain in
ralue that already has been once-taxed before a

sale. To avoid double taxation, such gains from the
sale are not a taxable event. But many real estate
practitioners believe that capital gains on real prop-
erty stem from increasing rents that also would be
taxed once before the sale of the property.

This approach to the taxation of capital gains
destroys the level playing field of current laur At
present, income-producing properties generallv
qualify for capital gains treatment. These flat tax
proposals put real estate at an immediate disadvan-
tage compared to financial assets, because they fail
to recognize the unique qualities of real estate.
Thus, real estate could be made a less liquid invest-
ment, especially when compared u,ith cash equiva-
lents or financial assets.

The next section analyzes the impact of the flat
tax on a hypothetical office building. It describes
how the flat tax will have a negative impact on the
cash flow and tht internal rate of return of a typical
real estate investment project.

Project Analysis
The flat tax represents a radical departure from hou'
tax liability currentlv is calculated. Under the flat
tax, taxable income is calculated by subtracting op-
erating expenses from project income. Unlike the
current tax system, items such as mortgage interest
and depreciation would not be deducted from pro-
ject income to determine tax liability. Consequently,
the amount of income subject to taxation will in-
crease substantially.

Perhaps the largest difference between the two
tax svstems is that the flat tax would allow 100% of
the purchase price to be expensed against the in-
come of a project during the year of purchase. This
creates a large operating loss for the year the proiect
is purchased. The operating loss is then multiplied
by the flat tax rate o( 21% , the same rate used in the
DRI study to calculate the loss carrv over. The loss
carry over is escalated at 6% annually and is cred-
ited against income ta\ liabilitv.

Since income from the sale of the property is
treated as ordinary income, it creates a spike in the
proiect's income upon the sale of an asset. After
operating expenses have been deducted from h-
come, the operating income is taxed at 21%. The tax
carryforward will offset operating income for a pe-
riod of years. However, under the flat tax, tax lia-
bilitv at sale is higher than under current tax code.

For example, a hypothetical $10 million office
building is analyzed here to compare the tax lia-
bilitv under the existing tax code and the flat tax.
The income, expense and building size assump-
tions utilized in the analvsis are from published
secondary sources. (A detailed spreadsheet of the
proiect is available upon request. )

The total tax liabilitv for the office building is
$2,086,425 under the flat tax, versus $1,400,741 un-
der the current tax code. Despite the lower tax rate
of 21% under the flat tax, compared to 39.8 percent
under the current tax code, the overall tax liabilitv
under the flat tax is higher.

The larger tax liability under the flat tax has a

direct impact on the hternal rate of return (the
overall rate of return received on the funds invested
in a project). The internal rate of return for the
sample project was 9.17o under the flat tax and
10.5% under the current tax code. The results of the
analvsis shown indicate that the flat tax could have
a negative impact on a typical real estate investment
project. The internal rate of return is depressed be-
cause of the large tax payment required when a

project is sold.

Figure 6 compares the after-tax cash flows of
the office project under the flat tax and under the
current tax code. Figure 7 shows the difference be-
tween the after-tax cash flows. After-tax cash flow

FIGURE 6

Comparison Of Flat Tax And Current Tax Code

that affected neighboring Baltimore, 35 miles to the
north. By the 1960s, the mile-long stretch of Penn-
svlvania Avenue from the White House to the U.S.
Capitol was a paradox. The stable southern side of
Pennsvlvania Avenue uas lined u'ith federal gov-
ernment buildings developed in the 1920s and
1930s, while the north side r,tas a chaotic and dilap-
idated mixture of buildings and parking lots,
hardly reflecting the image of America's Main
Street.

private development from a $150 million investment
in public funds (in streets, sidewalks, public plazas
and parks and historic preservation work).

Todav, Pennsvlvania Avenue is lined with new
and renovated buildings of high design quality in-
cluding, for example, the Willard Inter-Continental
Hotel and Office Buildhg, The Evening Star Build-
ing and the Canadian Embassy. Other significant
projects-Market Square and The Pennsylvania,
both residential/office/retail complexes, and The
Lansburgh, a residentiaUretail project including
The Shakespeare Theatre-are making major con-
tributions to Washington's new 24-hour-a-dav
dor.r'ntown living.

Tht Rthtbilitation Srcctss O/ Tltc'Nillard Hotel
The Willard Hotel, two blocks east of the White
House and a grand and authentic part of both local
and national history, was a kev public/private part-
nership success story. The hotel vvas in decay and
had been closed for more than a decade when it
and the adjacent propertv was acquired in 1978 bi,
PADC for slightlv over $10 million. The team of
Stuart Colding and the Fairmont Hotel with Hardy
Holtzman Pfeiffer Associates, Architects, was se-
lected in a national design and development team
c()mpetition to develop the site. After seteral vears
of intense but unsuccessful efforts to finance the
project, the Oliver Carr Companv of Washington
was added as general partner to the Willard As-
sociates team. The mix of uses u'as refined to en-
compass a 395-room hotel, 222,000 square feet of
office space, and 24,000 square feet of retail and
underground parking for 218 cars.

By the beginning of negotiations with the devel-
oper, PADC's in\€stment in the property totaled
$11.4 million. The site, which consists of nearly
60,000 square feet and includes the shell of the old
hotel, is leased by PADC to the developer on the
basis of a fixed rent of $800,000 per year (this recog-
nizes a $5 million write down as a result of PADC's
historic presenation requirements). Based on a
25175 percent ratio for PADC/developer, PADC also
participates in the gross income (not to exceed
5400,000 per vear) and net rental income (after a
20% return to the developer on its equity). The base
rent is subject to adjustment based on reappraisal
at various times as specified in the lease. Financing
for this $115 million project consisted of a $75 mil-
lion construction loan which became a mini-
permanent loan for a fire-vear term after the pro-
ject's completion.

The developer, with the assistance of PADC,
sought and obtained an Investment Tax Credit
(lTC) of approximately $12 million for the historic
restoration r.r,ork. The quality and detail of the ex-
tensive restoration in the hotel's public areas were
clearlv enhanced bv the ITC. After an extensive

Afler Tar Cash Flow on 10 Year Hold Period of a $10 Million Office Building

T.l OtE (m'lrioG)

56 acu.r.nl Tar Co(b E.FlelTd

Combining historic restoration rvith new construction, the
Willard Inter-Continental Hot€l and Office Building proiect
was a milestone in the revitalization of Pennsvh'ani.-t A\e-
nue. ly'rro.r.,lit: Cn^1l Hitt!. tith,PADC

In 1961, John F Kennedy was dismayed at the
condition of Pennsylvania Avenue as he rode from
the Capitol to the White House following his presi-
dential swearing-in ceremony. After many studies,
but little action, legislation was enacted in 7977 cre-
ating the Pennsylvania Avenue Development Cor-
poration (PADC) as an independent corporation of
the federal Bovernment charged with rejuvenating
the 110-acre Pennsvlvania Avenue area. Under
PADC's leadership, Pennsylvania Avenue has been
almost totallv revitalized, leveraging 51.5 billion in
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sites ra'ere replanned to create a larger conti8uous
park area along the west shore. Citizens groups
nere formed for and against the two propositions,
and extensive public debatc', well-reported by the
media, took place. The private developer, the Rouse

Company, was placed in a difficult Position. It
would have been understandable if, as a prudent
devekrper, it had ceased u,ork until after the elec-
tion. However, it seemed clear that tht'proiect had
a better chance of voter approval if there were com-
mitments to an exciting architectural design and to
definite business terms between the city and the
companv Negotiations were accelerated, and both
the design (\^,ithin strict city guidelines) and basic
business terms were made public several months
before the Norember election. On election day, the
city's ballot proposition was approved, and the all-
public park proposition nas defeated.

Bv the following February, groundbreaking
took place on a fast track basis- Detailed negotia-
tions were completed, including considerable pub-
lic discussion on affirmative action policy. This
resulted in the city's commitment to apply Commu-
nitv Development Block Grant (CDBG) funds to as-

sist minority businesses. Construction was
carefully coordinated betu'een adjacent public .rnd
private work. The Harborplace Project opened on

Julv 2, 1980.

Busincss Tenrs Finaliztd For City And Datlo1u
Apart from the Rouse Compan/s experience in
Boston with the Faneuil Hall Marketplace (a his-
toric building reno\ation in a citv and region lvith a

much larger market area and a higher income pop-
ulation than Baltimore), there was no precedent for
the Harborplace development. The developer's
risks, both financial and reputation-wise, were con-
siderable. Based on market studies, the Potentials
seemed substantial but $'ere unprovable. And,
from the city's point of view a failure of this key
project could diminish the confidence of other de-
velopers for nearby sites which would slolv or halt
the momentum of renewal.

The basic business terms agreed to by the
Rouse Company and the Citv of Baltimore were:

r A market-rate land lease covering the two parcels
(with a total of 736,867 square feet or approx-
imately 3.1 acres);

r An unsubordinated ground rent of 5100,000
which the developer would pay the city, based on
a single-phase development of 150,000 square
feet of gross leasable floor area;

r Full real estate taxes estimated at 9368,000 for the
first full year of operation to be paid by the
developer;

I The city would receive 25% of the net profits
after pavment of operating expenses, fixed costs
such as ground rent, taxes and debt sen'ice and a

return to the, developer of 10% of gross revenues
and cash equity;

r At the end of the 75-vear lease term, the build-
ings would become the property of the city at no
additional cost;

! The developer's plans and specifications for
buildings, landscaping, lighting and signs were
subject to city approval; and

r The developer would be required to operate the
project at a standard of quality comparable to its
Faneuil Hall Marketplace proiect in Boston.

The total revenue to be received by the city in
ground rent, profit sharing and real estate and per-
sonal property taxes was estimated at $528,000 h
the first full vear of operation, 5868,000 in the fifth
year and $1,167,000 in the tenth year. (These esti-
mates did not include revenue to be received bv the
city from income, sales, utility and parking taxes.)

Reflecthg 90% tenant ou'nership from the
BaltimoreMashington area, Harborplace's 138 small
shops, restaurants and other eating places were an
immediate success. It's continued success acceler-
ated the pace of the Inner Harbor effort, providing
a major attraction and positive image for Baltimore
and receivhg national and international acclaim.
Businesses in the adjacent neighborhoods have
benefited from the expanded number of customers
dra$,n to the Inner Harbor, and the new Oriole Park
at Camden Yards provides an additional draw. Ap-
proximately 16 million tourists visit the Inner Har-
bor area annually, spending more than $500
million.

One billion dollars in private investment was
lereraged from the city's $200 million investment.
The success of the Inner Harbor development is due
to several factors. First, its overall plan u?s strong
and exciting in concept and design so it could be
implemented in increments with public open space
as a key integrating element. Second, the city took
responsibility for providing top qualitv design to
improve the infrastructure and public environment
of the lnner Harbor-its walkways, public spaces
and many parking areas. This demonstration of the
citv's commitment created an attractive framework
for subsequent private investment. Third, the city
became an innovative public partner, creating
Charles Center-Inner Harbor Management Inc. as
an effectire, non-bureaucratic entity.

The Pennsylvania Avenue Development
Corporation (PADC) Experience
As the seat of the federal government since the
1790s, Washington, DC. has sened as a magnet to
those seeking to influence public policy. The pres-
ence of the federal government helped protect the
city from the severity of economic downturns over
the vears. Howevet even post-World War II Wash-
ington was not immune to the suburban pressures

FIGURE 7
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under the current tax svstem is greater than under
the flat tax. The large negative cash flow in vear one
of both scenarios reflects the $2 million equity con-
tribution. After the first year, the after-tax cash flolv
remains positive under the current tax code. Be-
cause all taxes are paid when the project is sold
under the flat tax, the yearly cash flolv is higher
than the current tax code. However, taxes due at the
sale of the project, $2.1 million for the flat tax,
versus $1.1 million for current law far outweigh the
higher yearly cash flows.

Overall, the flat tax will ha\€ a detrimental im-
pact on in\€stment real estate for two reasons-
First, the total amount of taxes paid would be
higher than under the current tax code, despite a

lower tax rate. Second, the flat tax will backload the
tax liability of a project. This creates a problem
similar to what exists today with high capital gains
taxes. Owners tend to hold on to iru€stment real
estate longer because of potential difficulties in pay-
ing the taxes when the proiect is sold. This is espe-
cially true for owners who have refinanced their
projects and have already expended their equity
positions. The high taxes paid upon the sale of the
project will deter the transfer of properties and will
inhibit the efficient transfer of capital.

The Treatment Of Self-Employment Income
Despite claims of simplifying the tax process, flat
tax proposals also could complicate the filings of
many real estate practitioners, chiefly through their
separation of baskets of hcome-one for individual
income, consisting of salary, pension distributions
and wages, and one for business income, such as
commissions and rents. Moreover, the flat tax pro-
posals are not clear or are silent on a number of
issues, such as deductions for rental losses from
income and mortgage revenue bond purchases
which are crucial to the real estate industrv

Conclusions
A flat tax claims some benefits; however, it would
hurt many taxpayers who have relied on long-
standing tax policy. Owner-occupied housing is the
biggest investment made by most Americans. It en-
courages neighborhood maintenance and socially
responsible behavior. Damaging home ownership
indeed, all forms of real estate, is too high a price to
pay for tax reform.
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