Graff v. Commissioner, 74 T. C. 743 (1980)

Interest reduction payments made by HUD under Section 236 of the National
Housing Act are includable in the sponsor’s gross income and deductible as interest.

Summary

Alvin V. Graff, a sponsor of a Section 236 housing project, sought to exclude interest
reduction payments made by HUD from his gross income and claim them as
deductions. The Tax Court held that these payments, intended to reduce rents for
low-income tenants, are taxable income to the sponsor as they substitute for rent
that would otherwise be collected. The court rejected the application of equitable
estoppel against the IRS despite misleading representations by HUD officials about
the tax treatment of these payments. The decision clarifies the tax implications of
federal housing subsidies and underscores the importance of independent tax advice
for participants in such programs.

Facts

Alvin V. Graff owned a low-income housing project in Irving, Texas, under Section
236 of the National Housing Act. HUD made interest reduction payments directly to
the mortgagee on Graff’s behalf, reducing his interest obligation from the market
rate to 1%. Graff deducted these payments on his tax returns as interest paid.
However, the IRS disallowed these deductions, asserting that the payments were
income to Graff. Graff argued that HUD’s representations led him to believe these
payments were not taxable and that he relied on these assurances when deciding to
undertake the project.

Procedural History

The IRS issued a notice of deficiency to Graff for the years 1973 and 1974,
disallowing his interest deductions on HUD’s interest reduction payments. Graff
petitioned the Tax Court. The Commissioner amended his answer to assert that if
the payments were deductible, they should also be included in Graff’s income. The
court granted Graff’s motion to shift the burden of proof to the Commissioner
regarding this alternative position.

Issue(s)

1. Whether interest reduction payments made by HUD on behalf of a Section 236
project sponsor are includable in the sponsor’s gross income.

2. Whether the Commissioner should be estopped from assessing and collecting
deficiencies due to misleading representations by HUD officials.

3. Whether the minimum tax on items of tax preference under section 56 is
constitutional, or in the alternative, whether it represents a deductible excise tax.

Holding
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1. Yes, because the interest reduction payments are a substitute for rent that the
sponsor would otherwise collect, thus constituting income to the sponsor.

2. No, because equitable estoppel does not apply against the IRS for
misrepresentations of law by another federal agency, and the taxpayer should have
sought independent tax advice.

3. Yes, because the minimum tax under section 56 is an income tax and not subject
to apportionment requirements, and it does not violate the equal protection clause.

Court’s Reasoning

The court reasoned that HUD’s interest reduction payments under Section 236
served as a substitute for rent that the sponsor would otherwise collect from
tenants, thus constituting income to the sponsor under general tax principles. The
court rejected the argument that these payments were non-taxable welfare benefits,
emphasizing their role in enabling the sponsor to charge lower rents. The legislative
history did not support an exemption from taxation, and the court distinguished the
Section 236 program from Section 235, where payments to homeowners were
deemed non-taxable. Regarding estoppel, the court found that HUD’s
misrepresentations were mistakes of law, and Graff should have sought independent
tax advice. The court upheld the constitutionality of the minimum tax, viewing it as
an income tax modification and not an excise tax.

Practical Implications

This decision clarifies that sponsors of Section 236 projects must include HUD’s
interest reduction payments in their gross income and can deduct them as interest.
It underscores the need for sponsors to seek independent tax advice rather than
relying solely on representations from program administrators. The ruling impacts
how similar federal housing subsidy programs are analyzed for tax purposes and
may affect future projects’ financial planning. It also reinforces the IRS’s position on
the minimum tax, potentially affecting tax planning strategies for high-income
individuals with large non-wage income. Subsequent cases have generally followed
this ruling in distinguishing between taxable and non-taxable federal subsidies.
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