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To the Citizens of the City of New York

Ladies and Gentlemen.:

In accordance with the Comptroller’s responsibilities contained in Chapter 5, §93, of the
New York City Charter, my office has audited the calculation and application of the J-51
Tax Benefits for Properties in Manhattan by the Department of Finance.

The J-51 program provides tax exemption and abatement benefits to owners of residential
real property who rehabilitate their buildings, and to owners of non-residential properties
who convert their buildings to residential use. We audit agency procedures such as this to
ensure that they are in accordance with applicable laws and result in the correct
determination of revenues due the City.

The results of eur audit, which are presented in this report, have been discussed with
Depariment of Finance officials, and their comments have been considered in the
preparation of this report. Their complete written response is attached to this report.

T trust that this report contains information that is of interest to you. If you have any
questions  concerning this report, please g-mail my audit bureau at
audit@Comptroller.nve.gov or telephone my office at 212-669-3747.

Very truly yours,

w2

William C. Thompson, Ir.

WCT/th

Report: FP06-141A
Date: May 15, 2009
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The City of New York
Office of the Comptroller
Bureau of Financial Audit

Audit Report on the
Calculation and Application of
The J-51 Tax Benefits for Properties in Manhattan by
The Department of Finance

FP06-141A

AUDIT REPORT IN BRIEF

The J-51 program provides tax exemption and abatement benefits to owners of residential
real property who rehabilitate their buildings, and to owners of non-residential properties who
convert their buildings to residential use. The Department of Finance (DOF) is responsible for
implementing and monitoring tax benefits granted under the program.

This audit determined whether DOF is properly calculating and applying J-51 tax
exemption and tax abatement benefits. The scope of this audit covered tax assessments for
properties in the borough of Manhattan for Fiscal Year 2007.

Audit Findings and Conclusions

There were weaknesses in the administration of key aspects of the J-51 tax exemption
incentive program. While the properties in our sample received tax abatements that were
appropriate, we found incorrect tax exemptions for the sampled non-government-funded
properties. As a result, based on our calculations, the City did not realize $2,619,577 in real
estate tax revenue from the year those properties initially obtained tax benefits through Fiscal
Year 2007. The exemptions were incorrect because the amounts were not prorated as required, or
were not correctly calculated due to inaccurate TETA (tax exemption-tax abatement) data. In
one additional case, a property’s tax exemption was unduly excessive. We also found problems
with the maintenance of file documentation.

In addition, we found that the lack of specificity in the J-51 statute permits discretionary
interpretation and practices that limit City revenue potential because the exemptions amounts
were not calculated on the basis of assessed value when the project was completed. For
example, our sampled properties would have resulted in $3.4 million in additional revenue by
applying a different methodology to calculating exemptions. The lack of specificity in the J-51
statute that permits discretionary interpretation and practices also appears to allow property
owners at a time of rising market values the ability to manipulate the amount of their property
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tax exemption. This can be accomplished by failing to submit in a timely manner the required
documentation to HPD or/and DOF that would result in a reassessment inspection.

Moreover, since the exemptions granted under this program extend up to 32 more years,
utilization of this different methodology would bring in an estimated $31,216,572 in additional
taxes on the properties in future years.

Audit Recommendations

We make 17 recommendations to the DOF concerning the calculation and application of
J-51 tax exemption benefits in the borough of Manhattan. Compliance with these
recommendations will ensure that DOF applies the exemption benefits in a consistent manner and
collects all the real estate taxes due. Among the major recommendations are the following, that
DOF should:

e Seek changes in the J-51 statute and/or City rules to specify the best method for
calculating tax exemptions so as to ensure program equity and the greatest revenue
potential for the City.

e Prorate tax exemptions as required by New York State Real Property Law. In this
regard, DOF should ensure that exemption calculations of its computer system are
accurate.

e Establish procedures to identify properties with large annual variations in market and
assessed values.

e Review the assessments of any existing properties that show large annual variations
in market and assessed values. DOF should adjust any values and associated
exemptions that cannot be adequately substantiated.

o DOF should ensure that all exemption calculations are based on accurate information
in the TETA database and recalculate improperly granted exemptions for the 23
properties cited in this report; ensure that any future taxes are based on the
recalculated exemptions.
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INTRODUCTION

Background

The J-51 program provides tax exemption and abatement benefits to owners of residential
real property who rehabilitate their buildings, and to owners of non-residential properties who
convert their buildings to residential use. The Department of Housing Preservation and
Development (HPD) is responsible for administering the program, computing the “certified
reasonable cost” of the improvement work, and issuing a certificate-of-eligibility to property
owners who meet program requirements. DOF is responsible for implementing and monitoring
tax benefits granted under the program.

The program was created in 1955 under legislation authorized by Section 489 of the
New York State Real Property Tax Law, and is further governed by Section 11-243 of the New
York City Administrative Code. In addition, Chapter 5, Title 28, of the Rules of the City of New
York states that to obtain an exemption or abatement, an applicant must, within a specific time
period (i.e., 36 months, or 60 months if work is government-financed), perform eligible
construction work (such as a major capital improvement) for a specific project type.
Exemptions are granted for a period of either 14 or 34 years, based on the type of project.
Abatements are granted for a period of up to 20 years.! According to DOF’s Fiscal Year 2007
“Annual Report on Tax Expenditures,” 14,479 properties received $115.7 million in tax
exemptions, and 143,483 properties received $104.8 million in tax abatements.

In Fiscal Year 2006, the Comptroller’s Office conducted an audit of HPD’s
administration of the J-51 program (Audit Report on the Department of Housing Preservation
and Development’s Administration of the J-51 Tax Incentive Program, FR06-067A, issued
March 22, 2007). That audit determined whether HPD ensured that properties met program
requirements, whether it correctly computed the certified reasonable cost, and whether it
processed applications in accordance with appropriate procedures. The current audit (#FP06-
141A) determined whether DOF appropriately calculated and applied tax benefits granted under
the program for properties in the borough of Manhattan.

A property owner must submit a certificate-of-eligibility to DOF to actually obtain tax
benefits. DOF’s exemption unit records the information in a J-51 TETA database. Active (i.e.,
not expired or revoked) abatement and exemption information must remain in the TETA
database. After DOF receives a certificate-of-eligibility, property division assessors inspect the
property to verify that improvements have been completed and to ascertain the property’s new
assessed value.

DOF reduces a property’s existing tax by various percentages of the certified reasonable
cost that was computed by HPD. This is known as the tax abatement.> DOF also temporarily

L A certificate-of-eligibility specifies the length of time for which exemptions and abatements are granted.
2 Specific project types receive abatement benefits of 50, 90, or 100 percent. Government-financed
projects receive abatements of 150 percent of the certified reasonable cost.
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exempts a property from incurring additional property taxes if eligible improvement work
increases the property’s assessed value. This is known as the tax exemption.®> DOF assesses the
increased value based on a physical inspection and the value of the income generated by the
property. All assessed-value changes during the first three years after J-51 benefits commence
are fully tax exempt. The value of subsequent year exemptions are calculated on the basis of the
first three-year exemption amounts, except for government-financed work, which is fully exempt
beyond three years.

Objective

The objective of this audit was to determine whether DOF is properly calculating and
applying J-51 tax exemption and tax abatement benefits.

Scope and Methodology

The scope of this audit covered properties covered under the J-51 program in the borough
of Manhattan that had tax exemptions or abatements in Fiscal Year 2007. We obtained from
DOF a list of all J-51 abatements and/or exemptions granted for Manhattan properties in Fiscal
Year 2007.* The list contained 1,220 properties that were granted exemptions, 1,102 of which
were also granted tax abatements. We reviewed the list comparing the exemption amount
granted by DOF to the certified reasonable cost computed by HPD. These two amounts, although
not specifically related, gave us a basis to judgmentally select those that did not appear to have a
reasonable correlation. We selected a judgmental sample of 105 of these properties. DOF could
not provide certificates-of-eligibility for seven of these properties; for one additional property, it
was unable to provide us with assessed value. Consequently, we could not review the exemption
and abatement amounts for these eight properties using data provided by DOF. However, we
obtained data from HPD and the Department of Buildings that enabled us to review exemption
and abatement amounts for five of the eight properties for a total of 102 properties.

Of the 102 properties for which information about exemption and abatement amounts
was available, 26 used government financing (as confirmed by the certificate-of-eligibility issued
by HPD) and were thereby fully exempt from any property taxes. The remaining 76 properties
received tax exemptions in Fiscal Year 2007.°> (See Appendix | for a list of sampled properties.)

® DOF stated that a property’s assessed value is derived by calculating a percentage of its market value.
The percentage is known as an assessment ratio and was established by New York State law for each of
four distinct property classifications (i.e., residential, commercial, etc.). A property’s tax levy is then
derived by multiplying its assessed value by its classification’s tax rate, which is established by the New
York City Council each fiscal year.

* This list included abatements and exemptions that may have first been granted in Fiscal Year 2007 as
well as those whose tax benefits were still valid through Fiscal Year 2007.

® Each unit in our sample was based on a Block and Lot number identified in the J-51 abatement-exemption
history listing provided by DOF. The 76 properties therefore represent 76 separate entities, each of
which has its own Block and Lot number. At the exit conference, DOF advised that 19 of the above
properties represented condominiums housed in two separate buildings. Our sample and any findings
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For each of the 76 properties, we examined the J-51 abatement-exemption history listing, the
history of actual and transitional values, and the history of assessed-value changes from 1981-
1982 through 2006-2007 recorded in DOF’s computer system.® We also reviewed DOF
memoranda explaining procedures for calculating abatements and exemptions, compared these to
the above noted laws and regulations, and checked the accuracy of DOF calculations. In
addition, we reviewed program procedures in HPD’s “J-51 Guidebook.” Finally, we examined
DOF files for the required certificates-of-eligibility.

To verify the accuracy of the data recorded in the TETA database, we compared the
information recorded on DOF J-51 abatement-exemption history listing generated from the DOF
TETA database to the information on the 102 certificates-of-eligibility issued by HPD. To
determine whether properties were receiving the appropriate abatement amounts for Fiscal Year
2006-2007, we compared the certified reasonable costs indicated on the certificates-of-eligibility
with the certified reasonable costs recorded in the TETA database, recalculated the abatement
amounts, and compared them to the abatement amounts calculated by DOF’s computer system.

To verify the accuracy of the tax exemptions granted by DOF to each property, we
recalculated each property’s exemption amounts in accordance with the laws and regulations that
govern the J-51 program. We compared our exemption calculations to DOF’s calculations for
the entire period, commencing with a property’s benefit start date to June 30, 2007.

The results of the above tests, while not statistically projected to the population from
which the sample was drawn, provide a reasonable basis for us to determine whether DOF is
properly calculating and applying J-51 tax exemption and abatement benefits.

This audit was conducted in accordance with generally accepted government auditing
standards (GAGAS), and included tests of the records and other auditing procedures considered
necessary. This audit was performed in accordance with the audit responsibilities of the City
Comptroller as set forth in Chapter 5, 8§93, of the New York City Charter.

Discussion of Audit Results

The matters covered in this report were discussed with DOF officials during and at the
conclusion of this audit. A preliminary draft report was sent to DOF and was discussed at an exit
conference held on February 27, 2008. On October 24, 2008, we submitted a draft report to
DOF officials with a request for comments. We received written comments from DOF on
November 19, 2008.

related to it should therefore be based on 58 “properties.” This difference in definition has no effect on
the dollar amount calculations for the findings in this report. Since our sample was selected based on
Block and Lot number, we have decided to retain our definition of properties and our sample count of 76
“properties.”

New York State law limits assessment increases for other than physical changes. Any economic assessed-
value changes are phased in over a five-year period. During this period, a property’s assessed value is
known as its “transitional value.”
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In the DOF response, the Commissioner stated:

Let me underscore what | believe is the primary and recurring weakness of J-51,
which is not explicitly addressed in this audit. When the audit’s exit conference
was held almost nine months ago, Finance staff made it clear that J-51, as spelled
out in the New York State Real Property Tax Law, contains requirements that
make transparent administration of the program challenging.

First, J-51 requires that physical increases to a given property be treated similarly
to those increases that are a result of market forces, otherwise known as
equalization increases. Given that your audit period covered Fiscal Year 2007, a
record year for growth in the Manhattan real estate market, it is unsurprising then
that auditors would find so much unrealized revenue: in years with large market
value increases, problems arising from similar treatment of the two types of
increases is accentuated. Second, Finance’s assessors base valuation on income
and expense data, separate and apart of whether a given property has an
exemption, a critical point that the audit seems to overlook.

Auditor Comment: The DOF response states that increases resulting from physical
improvements to property must be treated similarly to increases in market value of the property.
We argue to the contrary. There can be no such similar treatment because increases in market
value are required to be phased in over a five-year period, while increases resulting from
improvements are added in full to assessed value when they are completed. This point underpins
one of our findings, namely, that DOF is not prorating changes in assessed value as required by
the New York State Real Property Tax Law. The fact that 2007 was record year for growth in
property values is irrelevant as a rationale for not prorating the assessed value changes as
required.

Our findings did not challenge the valuation method used by the assessors. Rather, we
recommended that when calculating the change in market value, DOF use the assessors’
valuation made at a different point in time, which would affect the calculation of the amount of
the J-51 exemption. The correct methodology would calculate the change in the value of a
property that resulted directly from the renovation itself at the time the project was completed,
as intended by New York State Real Property Tax Law. This methodology would decidedly not
include calculating the change in property value up to four years after the project was
completed. We repeat our recommendation that DOF should do whatever is necessary to enable
it to use this methodology, thereby limiting a change in market value of a property to the period
of the renovation, as intended by New York State Real Property Tax Law. Also, had DOF
maintained a written manual of procedures containing comprehensive directives concerning the
administration of the J-51 program, errors costing the City $2.6 million in real estate tax revenue
would not have occurred.

The full text of the DOF response is included as an addendum to this report.
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FINDINGS AND RECOMMENDATIONS

There were weaknesses in the administration of key aspects of the J-51 tax exemption
incentive program. While the properties in our sample received tax abatements that were
appropriate, we found inaccurate tax exemptions for the sampled non-government-funded
properties. As a result, based on our calculations, the City did not realize $2,619,577 in real
estate tax revenue from the year those properties initially obtained tax benefits through Fiscal
Year 2007. The exemptions were erroneous because the amounts were not prorated as required,
or were not correctly calculated due to inaccurate TETA data. In one additional case, a
property’s tax exemption was unduly excessive. We also found problems with the maintenance
of file documentation.

In addition, we found that the lack of specificity in the J-51 statute permits discretionary
interpretation and practices that limit City revenue potential because the exemptions amounts
were not calculated on the basis of assessed value when the project was completed. As a
consequence, it appears that property owners at a time of rising market values have the ability to
manipulate the amount of their property tax exemption. This can be accomplished by failing to
submit in a timely manner the required documentation to HPD or/and DOF that would result in a
reassessment inspection. If the statute were written more precisely, our sampled properties
would have resulted in $3.4 million in additional revenue by applying a different methodology to
calculating exemptions.

Moreover, since the exemptions granted under this program extend up to 32 more years,
utilization of this different methodology would bring in an estimated $31,216,572 in additional
taxes on the properties in future years.

DOF properly ceased granting tax abatements to those properties whose abatement
benefit periods had expired. (With respect to tax exemptions, none of the exemption benefit
periods of the sampled properties had yet reached their expiration dates.)

These matters are discussed in the following sections of this report. Appendix Il lists the
exceptions we identified.

$2,619.577 in Tax Revenue Unrealized Due to Errors

Tax exemptions for 32 sampled properties were not correct. As a result, the City did not
realize $2,619,577 in real estate tax revenue from the year in which the properties initially
obtained tax benefits through Fiscal Year 2007.

Of the 32 cases, there were:
e 8 cases totaling $1,093,012 in unrealized revenue because exemption amounts were

not prorated as required after the first three exemption years. (See Appendix I,
Incorrect Ratio Applied.)
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e 1 case totaling $948,394 in unrealized revenue because the first year exemption
amount was inflated. (See Appendix 11, Unadjusted Exemptions.)

e 23 cases incorrectly billed due to exemption amounts calculated based on incorrect
TETA data: 11 cases underbilled totaling $929,728 in unrealized revenue and 12
cases overbilled totaling $351,557. (See Appendix Il, Errors in Calculations
Overstated Exemptions.)

The specific deficiencies are discussed below.

$1.1 Million in Revenue Unrealized through
Failure to Prorate Changes in Assessed Value

Tax exemption amounts for eight of the sampled properties were incorrect because when
calculating the exemptions, the required New York State Real Property Tax Law formula was
not applied. As a consequence, $8,895,754 in exemptions was improperly granted, and
$1,093,012 in real estate taxes was not realized by the City.

All changes in assessed value in the first three years after benefits commence are fully tax
exempt. However, exemptions in succeeding benefit years for projects that commenced after
August 7, 1987, must, according to 8489.9.(b)(1) of the Tax Law, be calculated by applying a
designated factor to prorate each assessed value change.” For example, HPD issued a certificate-
of-eligibility on October 27, 1995, to a property (Block 732, Lot 7) with a certified reasonable
cost of $353,500. However, the assessed-value changes were not prorated when calculating the
exemption amounts after the first three years. We determined that the annual exemption should
have been prorated by a factor of 11.72 percent. Using our prorated factor yielded a seven-year
exemption totaling $1,483,176—not the $5,060,060 exemption that was applied against the
taxable value of the property. As a result of the exemption being higher by $3,576,884,
$448,798 in City real estate taxes was unrealized.?

When we brought this matter to their attention, DOF officials conceded that exemption
amounts were not prorated for three of the eight properties because they were incorrectly
calculated and recorded in the TETA database as government-financed. For the example above,
DOF subsequently reassessed the property for the current Fiscal Year 2007-2008, and reduced
the exemption amount from $1,104,415 in Fiscal Year 2006-2007 to $392,700, a difference of
$711,715. The revised exemption resulted in an $84,893 tax increase for the property in Fiscal
Year 2007-2008.

" The factor is the exemption amount divided by the total assessed value of the property.

® This calculation also included the effect of the reassessment of the property at a later date discussed later
in the report. The property was not reassessed until four years after improvements were completed.
Therefore, the exemption was based on the property’s higher Fiscal Year 2000-2001 assessed value
rather than that of Fiscal Year 1996-1997.
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Recommendations
DOF should:

1. Prorate tax exemptions as required by New York State Real Property Law. In this
regard, DOF should ensure that exemption calculations of its computer system are
accurate.

DOF Response: “Finance disagrees. We believe that J-51 formulae are being applied
accurately. However, we are reviewing the specific cases cited in the audit for possible
inadvertent errors.”

Auditor Comment: We are perplexed that DOF disagrees with this recommendation since
after reviewing the preliminary report, DOF has taken action to prorate the tax
exemptions on the properties cited in the report for future years. Given the errors that we
found, DOF should determine why the computer did not accurately perform these
calculations and correct the cause of the errors.

2. Ensure that data for properties entitled to J-51 benefits is properly and accurately
recorded in the DOF database.

3. Review and recalculate tax exemptions for the remaining seven properties whose
assessments were not properly prorated; any future taxes should be based on the
recalculated exemptions.

4. Recoup any improperly granted reduction in real estate taxes from properties that
were not properly prorated.

Auditor Comment: DOF did not respond to recommendations #2, #3, and #4.

Almost $1 Million in Revenue Unrealized

The real estate tax at one sampled property (Block 1893, Lot 1002) was reduced from
$202,535 to zero, and the property owner has paid no real estate taxes since Fiscal Year 2003-
2004. Below is a current photograph of this specific property, which is located on Broadway in
the area known as Upper West Side of Manhattan.
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After a major capital improvement was completed in Fiscal Year 2003-2004, DOF
increased the property’s market value from $5.05 million in Fiscal Year 2003-2004 to $23.50
million in Fiscal Year 2004-2005. Our review, however, indicated that this huge increase in
market value and its associated $8,658,000 exemption may not have been warranted by the
actual value of the improvements per se. As a result of the increased valuation and exemption,
the property was not levied any real estate taxes in Fiscal Year 2004-2005. (See Table 1 below.)

Table 1

Block 1893, Lot 1002 Property Assessments and

Associated J-51 Benefits

Fiscal Year Market Assessed | Exemption | Taxable | Abatement | Tax Due
Value Value Granted Value Granted

2003-2004 $5,050,000 | $2,081,830 | $ 0 | $2,081,830 $ 60,192 | $202,535

2004-2005 23,500,000 | 9,575,460 | 8,658,000 917,460 112,077 0

2005-2006 11,900,000 | 5,355,000 | 5,355,000 0 0 0

2006-2007 9,192,000 | 7,797,780 | 7,797,780 0 0 0
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Moreover, real estate taxes were not levied for this property in subsequent fiscal years
because of large reductions in the property’s assessed value. DOF reduced the property’s market
value to $11.90 million in Fiscal Year 2005-2006 and to $9.19 million in Fiscal Year 2006-2007,
thereby, rendering lower the associated assessed values. Furthermore, in accordance with
8489.9.(b)(2) of the Real Property Tax Law—which declares that exemptions not be lower than
the first year exemption amount or greater than a property’s assessed value—DOF lowered the
exemption amounts to be equivalent to the property’s assessed values. Since the exemptions
were the same as the property’s assessed values, the resultant tax bills were zero.

It is our view that the large $11.6 million reduction (from $23.5 million to $11.9 million)
in the property’s Fiscal Year 2005-2006 market value calls into question the basis of the original
assessment. DOF officials could not give a reason for any of the large fluctuations in market
values. Our analysis indicates that total exemptions should actually have been $14,315,400
instead of $21,810,780 for the first three years, thus rendering the property owner liable for
$948,394 in additional real estate tax through Fiscal Year 2006-2007. Moreover, since the
exemptions continue for the 11-year benefit period, the potential unrealized revenue by the City
in future fiscal years could be as high as $7,817,542.°

Investigating large fluctuations in market value and associated exemptions that lack
substantiating documentation is important to ensure the propriety of tax benefits granted under
the J-51 program.

Recommendations
DOF should:

5. Establish procedures to identify properties with large annual variations in market and
assessed values.

DOF Response: “Finance disagrees. Such procedures are already established and in place
as part of the normal valuation protocol.”

Auditor Comment: If such procedures do exist, then we question whether they are
consistently followed since this property was not reviewed in light of the large variations
in market and assessed values that resulted in no tax liability to the property owner.

6. Review the assessments of any existing properties that show large annual variations
in market and assessed values. DOF should adjust any values and associated
exemptions that cannot be adequately substantiated.

DOF Response: “Finance disagrees. Again, we believe our established safeguards allow
us to track properties that show such large variations.”

Auditor Comment: If DOF had established functioning safeguards in place as claimed,
we again question how DOF could have permitted this property’s zero tax liability to

® This amount of unrealized revenue is included in our overall estimate of $31.2 million.
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have remained unchanged in view of its large variations in market value, assessed value,
and exemption amount.

7. Review and recalculate exemption amounts for this property so that only the increase
in value that results from the renovation itself is exempt—not the value of the entire

property.
8. Recoup any improperly granted reduction in real estate taxes from this property.
Auditor Comment: DOF did not respond to recommendations #7 and #8.
Calculations of Exemptions Incorrect Due To
Inaccurate TETA Data

In 11 of the sampled cases exemption amounts were not correct. Exemptions were

overstated, thereby leading to underbilling property owners $929,728 in real estate taxes. In 12
cases, exemptions were understated resulting in the overbilling of property owners $351,557 in
real estate taxes.

We calculated the exemption amounts for the 23 properties that were incorrectly billed by

using the formulas that DOF provided us. In all cases, the amounts we calculated did not match
those calculated and recorded in the TETA database. DOF officials confirmed the accuracy of
our exemption calculations and could not explain why exemption information in the TETA
database was incorrect.

Recommendation

DOF should:

9. Ensure that all exemption calculations are based on accurate information in the TETA
database and recalculate improperly granted exemptions for the 23 properties cited in
this report; ensure that any future taxes are based on the recalculated exemptions.

DOF Response: “Finance agrees. As stated above, we will further investigate those

properties that show calculation discrepancies, and if we do find them, will apply the

proper charges going forward.”

10. Recoup any improperly granted reduction in real estate taxes from properties that
were not correctly billed.

Auditor Comment: DOF did not respond to recommendation #10.
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Lack of Specificity in J-51 Statute Permits Interpretation
And Practices That May Limit City Revenue Potential

HPD’s J-51 Guidebook states, “The tax exemption benefit temporarily exempts property
from the increase in assessed value which would otherwise occur as a result of significant
renovation work.” However, the J-51 statute does not clearly define the point in time at which
the reassessed evaluation of the property should be computed. Neither do the New York City
Administrative Code or the Rules of the City of New York provide specific guidance for J-51
program implementation, thus permitting considerable local discretionary interpretation.

A reassessment should be based upon the change in value of a property that resulted
directly and only from the renovation work itself from the tax period before the renovation to the
tax period following the completion of the renovation. However, because of the ambiguity of the
J-51 statute, the reassessment process is subject to legal interpretation.

DOF bases its calculation of a J-51 exemption on the change in value from the year prior
to renovation to the time it actually conducts the reassessment. For 44 sampled properties, DOF
calculated exemption benefits from one to four years after improvements were completed, and
the resulting benefits were based on the properties’ assessed values at that time. In addition,
DOF bases a property’s reassessment upon the overall change in property value, including
prevailing real estate market conditions, irrespective of the value of the improvement itself.
Because Manhattan real estate values increased dramatically during our audit period, it resulted
in large market value increases to the 44 sampled properties that were not the result of the
improvements completed by the property owners.

Application of a Different Methodology Indicates That
$3.4 Million in Potential Additional Revenue Could Have Been Realized

Had the reassessed value been based upon the properties’ assessed value at the time that
the improvement work was completed and based directly on the improvement work itself, the
City could have realized an additional $3,431,523 in real estate tax revenue for these 44
properties.

After improvements are completed, DOF procedures require DOF to inspect a property to
reassess the property’s value in order to calculate the amount of the first-year tax exemption.
However, 15 of the 44 properties were not inspected for one to four years after improvements
were completed. It should be noted that in many of these cases DOF did not receive the
certificate-of-eligibility when the improvements were completed because HPD did not issue it
for one to four years after improvements were completed. DOF officials also speculated that
properties were not inspected right away because some property owners did not submit all
required documentation to HPD, thereby delaying HPD’s issuance of the certificate-of-
eligibility, or because the property owners did not submit certificates-of-eligibility to DOF
promptly. As a consequence, it appears that property owners at a time of rising market values
have the ability to manipulate the amount of their property tax exemption. This can be
accomplished by failing to submit in a timely manner the required documentation to HPD or/and
DOF that would result in a reassessment inspection.
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For example, an improvement that commenced in Fiscal Year 1993-1994 for Block 1872,
Lot 43, was completed by Fiscal Year 1997-1998—within the required 36-month period. As
stated earlier, Chapter 5, Title 28, of the Rules of the City of New York states that to obtain an
exemption or abatement, an applicant must, within a specific time period (i.e., 36 months, or 60
months if work is government-financed), perform eligible construction work (such as a major
capital improvement) for a specific project type. A certificate-of-eligibility for Block 1872, Lot
43, was issued by HPD on January 27, 1998. However, the property was not inspected for
reassessment until Fiscal Year 2001-2002—four years after improvements were completed.
Consequently, the property’s Fiscal Year 2001-2002 assessed value of $3,735,500 was used as
the basis for calculating the tax exemption instead of the lower Fiscal Year 1997-1998-assessed
value of $1,944,000 (this amount does not include the $32,400 physical change assessed by DOF
in Fiscal Year 2001-2002). Had the 1997-1998 assessed value been used to calculate the
exemption, the total exemption amount for the first six years would have been $3,380,458,
instead of $14,509,475. The $11,129,017 difference in exemption amounts led to billing the
property owner $1,384,663 less in real estate taxes through Fiscal Year 2006-2007. As this
property will continue to receive a tax exemption for another 28 years, the City will not realize a
potential $9 million in future tax revenues from this property.

As stated earlier, the statutes should be changed to clear up any ambiguities regarding
how exemptions should be calculated. When determining the exemption amount, the assessed
value of the property at the time the capital improvement work is completed should be used. The
current method used to determine benefits to property owners is a result of a lack of a specific
regulation or written guidance. In that regard, the current method and practice used to calculate
benefits, if statutorily changed, would more equitably match the benefit received to the
exemption granted. The potential increases in City revenue using our methodology offer a
compelling reason to consider changes in statute or City rules.

Recommendations
DOF should:

11. Consult Counsel regarding seeking changes in the J-51 statute and/or City rules to
limit discretionary interpretation in calculating tax exemptions so as to ensure
program equity and the greatest revenue potential for the City.

DOF Response: “Finance agrees, especially that the state statute needs updating to
address the two major issues that we identify above. However, contrary to your
conclusions about ‘revenue potential,” the most important goal is that J-51 continue to
encourage owners to maintain and upgrade residential properties.”

12. Consider altering present DOF practices by calculating first-year tax exemptions on
the basis of a property’s assessed value for the year immediately following the
completion of improvements.
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13. Ensure that properties are inspected and assessed promptly after improvement work is
completed.

14. Consider applying our methodology by reviewing and recalculating exemptions for
the 44 properties whose assessments were not based on the value of improvements at
the time they were completed; ensure that any future taxes are based on the
recalculated exemptions.

15. Recoup any inappropriately granted reduction in real estate taxes based on the
recalculated exemptions.

Auditor Comment: DOF did not respond to recommendations #12, #13, #14, and #15.

Other Issue

Lack of Required Documentation

DOF granted tax benefits to 12 sampled properties for which file documentation lacked
final certificates-of-eligibility (five lacked certificates altogether, and seven had only temporary
certificates).”® DOF policy requires that final certificates-of-eligibility be filed before granting
tax benefits. DOF officials could not give a reason for the lack of final certificates in the file
documentation. The absence of final certificates-of-eligibility prevented us from determining
whether the properties were entitled to any tax benefits, or in the case of those with temporary
certificates, whether the properties were entitled to benefits beyond the two-year period for
which they were granted.

Recommendations

DOF should:

16. Obtain all final certificates-of-eligibility that were lacking. In this regard, DOF
should review and ensure the accuracy of any tax benefits granted to the associated
properties and should revoke any benefits that have been granted to properties
without valid certificates-of-eligibility or with expired temporary certificates.

17. Ensure that final certificates-of-eligibility are maintained in all file documentation.

Auditor Comment: DOF did not respond to recommendations #16 and #17.

19 Of the 12 properties, 5 were those whose exemption amounts were not prorated. Seven properties were
those for which exemption amounts were incorrectly calculated (see Appendix I, page 2).
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Schedule of Sampled properties Receiving J-51 Tax Benefits

Appendix |
Page 1 of 3

Certified
Reasonable Cost
Amaount indicated
on Certificate of Abatemeant Years of
No. | Block | Lot Eligibility Percentage Exemption Commaents
Non- Government Financed Properties
1 134] 1303] 5144 000] 50% 14
2 141 16 $96,0001 50% 14
K| 300 18 $160,900 90% 14
4 374 3 $142 500 0% 14
5 392 45 $117 400 850% 14
& 412 10 $120,800 90% 14
i | 412 36 $120,400 0% 14
2| 417 67 $192 900 a0% 14
9| 435 3] 86,600 50% 14
10} 440 18 $148,500 90% 14
$122,200 100% 34
11 476 45 510,100 90%
12 503 3] $283,100} T00% 34
13 5101 1003 £363,000] 50% 14
14 526 11 387,800 100% 34
15] 5286 14 $106,500 100% 34
16 526 16 598,700 100% 34
17 526 26 $129,400 100% 34
18} 526 28 $137,600 100% 34
$40,000 90%
19 BO0 45 582,600 100%} 34
$353,500 100% 34
200 732 7 $138,000 90%)
21 766} 1302 519,489 50% 14
22 766] 1303 520,080 50% 14
23 766] 1304 $20,670 50% 14
24 766] 1305 521,851 50% 14
25] 766] 1306 $23,033 H0% 14
26 7686] 1367 526,576 50% 14
27 7661 1308 $33,663 50% 14
28 766] 1308 $38,388 50% 14
29 7661 1310 $45 475 50% 14
30} 7661 1311 563,152 50% 14
31 7661 1312 $73,822 50% 14
32 796 67 $222,100 100% 34
33 g02] 1105 $26,191 50% 14
34 802} 1106 26,881 50% 14
35 8021 1107 $27,432 50% 14
36 802 1108 $30,188 50% 14
37 80zl 1109 $32,945 50% 14
38 8021 1110 $35,703 50% 14
29] 8021 1111 $38 459 50% 14




Appendix |

Page 2 of 3
Certified
Reasonable Cost
Amount indicated
on Certificate of Abatement Years of
No. | Block | Lot Eligibility Percentage Exemption Comments
401 8021 1112 555,001 50% 14
$125,000
41 893 66 $181,5001 90% - 100% 34
42 202 30 $310,300 100% 34
43 1039 45 $141,300 100% 34]No COE on File
44 1039 46 580,782 100% 34|No COE on File. Obtained form HPD
45 1039 49 587,100 100% 34]No COE on File
46 1039 50 $123,500 100% 34
47 1039 51 598 600 100% 34fNo COE on File. Obtained form HFPD
48 1039 52 $83,400 100% 34|No COE on File. Obtained form HPD
49] 1182 29 §62,700 0% 14 ‘
s0] 1432 38 $92,800 100% 34
51 1432 40 596,100 100% 34
52 1470 13 $1567,600 90% 14
$289,100 34
$169,700] 100% 90%
53 1490 19 580,700 O0%
%31 T,SOUI 100% 34
5 1490 23 517,600 90%
' $320,800 34
$556,800]100% 90%|
55] 1490 28 $83,100 90%
Bgl 1802) 33 $148,500 a0% 14
58,700
57| 1603 14 $60,000 100% 34
$131 ,900'
58 1666 28] $27,400 90% 14
551,600
59 1681 7 575,1 DDl O0% 14
gof 1772 13 $360,000] 90% 14 Termnporary COE
61 18201 41 $695,300] Q0% 14
62 1826 44 $420,000] 80% 14]Temporary COE
63 1826] 48] $420,000 90% 14 Tamporary COE
64 1828] 61 $180,000] 90% 14] Temporary COE
65 1862 1 $66,800] 90% 14
66 1870] 37 $111,000] 100% 34
g7 1870] 42 $118,300] 100% 34
63| 1872 43 $476,0000 100% 34
175,200
$88,700
69 1893] 1002 $1.833,6800 0% 14
551,100
70! 1894 67 5191 ,SODl 90% 14
71 1950] 61 $280,0001 20% 14 Temporary COE
$101,700 100%
T2 1993 105] $1 2,300' 90% 14




Appendix 1
Page 3 of 3

Certified
Reasonable Cost
Amount indicated
on Certificate of Abatement Years of
No. | Block | Lot Eligibility Percentage Exemption Comments
73 2023] 34 $410,400] 20% 14 Temporary COE
74 2026 9 $620,000] 90% 1df Temporary COE
70| 2080] 5‘ $705,3004 90% 14
i IS EE $67,700) 50% 14
Government Financed F’roperties
] Y Y $300,000] 150% 34
2 1821 o} $200,000] A50% 32
3] 1825 43 $760,000 150% 32
4 1827 29 $320,000 150% 34
51 1847 50 $180,000 150% 34
6f 1918 3 $160,000 150% 34
7 1970 73 $180,000 150% 34
= 1988 93 $300,000 150% 34
gl 1924 52 $693,700 150% 34
100 1941 20 $320.000 190% 34
11 1941 36 $160,000] 150%] 34
12 1941 62 $380,000] 150%| 34
13] 1947 19 $100,000] 150%, 34
14 1947 45 $100,000 150% 34
15 1958 37 $220,000 150% 32
16] 1958 38 5200,000 190% 32
17| 1966 66 $240,000 150% 34
18 1982 59 $600,000 150% 34
19 1987 34 $360,000] 150%, 34
20| 19838 31 $320,000] 150%] 34
21 1288 106 $320,000 150% 32
22 2034 &1 300,000 150% 34
23 2034] 1003 51,667,800 1350% 34
24 2045 76 $180,000 150% 34
25 2045 83 $792,900 150% 34
2073 36 $160,000 150% 32
Not Sufficient Information .
1 1661 10 No COE on File
2 1680 19 No COE on File
No assessed value information from
FY81/82 through 89/90, We were not able
3 2391 1001 $1.080,200 50% 12[to perform exemption calculations,
TOTAL 105 proparties
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ADDENDUM
. Pagelof 3

“FINANCE
NEW» YORK
MARTHA B. STARK
COMMISSIDNER

- Movemnber .18,- 2008

John Graham -
Deputy Comptrotler . .
Augits, Accotititancy and Cnntrar."ts
Dffice of the City. Comptmller |
1 Centre Street
New York, NY 10007

Re: Audit FPOG-141A
Dear Mr. Graham i | B

This tetter witl serve as the mepartment af Finance s respunse w the- above o
dudit, dated October 24, 2008, which-addresses thecalculation and application
of the J-51 exemption and abatement in the borough of Manhattan. Before | |
address the individual recommendations contained in the aucht et me first
“thank you for this opportum*ty to resmnd o .

Let me ur‘ndemcore what 1 betieve is the. pnmary and ret:urnng we.akness of J-

51, which is not explicitly addréssed in this audit. When the audit’s exit

cnnferenc:e was held almost nine months ago, Finance staff made it clear that

J-51, as spelled out in the New York State Real Property Tax Law, contains ‘
reqmr@nmnts that mak@ tre:tr‘fsparent adrmmstratmn of thc—:- pfmgram c,haller‘nging =

First, J-51. reqmres that physmal mcreaws toa gweu pmperty be treated .
mmilarly to those increases that are a result of market forces, otherwise known 3
-as equalization increases. Given that your audit period covéred Fiscal Year
2007, a record year for growth in the Manhattan real estate market, it is :
unsurprising thén that auditors would find $o much unrealized revenue: in yeam' .
with large market value increases, problems arising from similar treatment of -

the two types of increases is accentuated. Second, Finance's assessors base
valuation on income and expense data, separate and apart of whether 4 given . 3 ;
3 pruparty has an exempt:mn, a cntmal pmnt that the audtt seems ta ﬂv&rlmk

Therefore, as a result the most valrd recummendamnws from: the audit are the
ones that are grnunded in an understanding of the limitations placed on,

‘Finance by state law Ea to the autﬁt’s five. major recnmmendatims, mna-by-n '
ﬂﬂﬁ"
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 proper charges gamg forward.
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ADDENDUM

" Graham J-51 Audit Response LEttJ“g‘* zdf3
FPO&M*!A, page 2.

1 ) Seek r:h g istatuteto spec v the best method for .
| cm’tulatmg ptions to: ensure pmgram equvty and the greatesr
revenue pmentim for the t“:fty ‘ ST .

- ‘Finance agm@s, aspecially that the state statuta needs' updatmg t address the
two major issues: that'we identify above. However, contrary to your:
conclusions about “revenue potential,” the most important goal {5 that 351
cantmua to encaurage nwnar‘ﬁ to: maintain and up@rad& remdential pmperties

.2) Proratetax exemmmns as reqmred by Jeiv: York State Reai F’mpe‘rty
‘ Tax La::zrwu .and eﬁsur , __;:exemntmn t: 7 auiamns are az:r:urate ‘

Finam:e digagrws We betiém that 351 fnrmulae are being applmd ‘
 accurately. However, we are rewewing the 5pecrf1c Cases clted in the audit for
~ possible inadvertent errors. - ‘ o : :

3) Estab{fsh proceduras to identify prapérnes with large annua! variations
in market cmd assessed vatue g \

4) Review the assessmer hy existing pmpernes that shaw iarge annual
variations in market and assessed values. [Finance] should adjust any
values and associated exemptians that cannat be ada-quately
subsmntmted T ‘ 4

Finance disagrees. Again we believe our estabhshed safeguards allﬂw us to o
track pmpﬂrt‘ies that 5hnw such large 'vanations ' : '

5) [F’mﬂnc’e] shwld E-nsune hat 4l %afc:utatmns are’ baséd on 0
©laccurate-information..and recalculate improperly granted ex@mptrans T
. for 23 properties cited [in'the audit]; ensure. thm.“ any furure taxes are
based on the reca!culated éxe'mptians ‘ ‘

F“inanm agrem. As stated abcwa we will further investlgate thasa propert'reﬁ L
that show calculation discrepancies; and if we do find them, will a,;,ply te

~I'-"mally, bac:aus.a 51 is‘th:efmmt prmmmant am:! widely used mf mcentive
: ‘ e m affor

dreac - tion. rem@ty-cmﬁmewdabt
vals, iFinam:e wﬂl unc:lmtak a‘new project around J- -

51 of th@ sbrt that we hava uridértaken more aggressively in recent years.

- around our owni agency’s, auditors. Finance’s Audit division has speit - . FEE
considérable time and erergy in ‘creating Statements of Audit Prmedure thCh

give assistance to our ccmphers on what they might expect before a given

audit begins. Similarly, tam diremtmg my exemptmn diwﬁun and our agahcy‘ 5.
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¢ Re bnse Letter
- FPO6- ‘M’IA l:sage 3

uth aur‘mt aguas at the Department of Housing Preservation £
ft & new Statemem mf Exemminn Prucedure to
T prugramq :

. e .Lawyurs tn wn \
o Develapment (HM) to
- bring: further. txlamty to the-d-‘

. I nothing else your agency 5 twm separate and exhaustwe audits of J- 51in tha
o ,last twa years hava iuustratzad how difficalt the program is. for the pubhc to -
' To:advance the admirable poticy goals of the program, New ank
: -éxplicitly spell m.rt haw this crﬂiit:al benam 1-;.

- Onm ag,am, thank ydu, and pleasae get back tn me ﬁ ymu hava any further
L quesﬁons regardmg this- reSponsa. ‘ ‘

Smcerely,

fmma

| '. Ruchelle Patr cof, First Deputy f:nmm*rssioner N
Leslie Zimmerman, Assistant Commissioner, Payment Gpmatmns .
~Dara Jaffee, Assistant Commissioner, Legal Affairs - . ‘ ‘ P
Maurice Kellman, Assistant Commissioner, Property. = o
- Chris Browne, External det Cmrdinatnr, Cammumcations and Gov’t
: Affairs -
Shaun Donovan, tummﬁmﬂer, Department af Housmg Preservation and
o Deveiopment {HPDY DR ST
o ‘rﬁedvrge Dav*is n; Mayor sOfﬁce R






