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Energy Crisis Sparks Interest
In Utility Allowances

By James R. Kroger, CPA

The current energy crisis has generated an increased interest in utility al-
lowances among low-income housing tax credit (LIHC) property owners. Own-
ers who have master-metered properties and do not require the tenants to pay
any utilities are bearing the brunt of skyrocketing utility costs. As a result, such
owners are considering separately metering their properties and requiring ten-
ants to pay certain utilities, even though tenants’ rents must then be reduced by
a corresponding utility allowance.

The Internal Revenue Service (IRS) requires that the maximum rent charged
ona LIHC unit must be reduced if any utilities are paid directly by the tenant. IRS
guidance is found in IRS Notice 89-6 and in Treasury Regulation Section 1.42-10.
For example, assume that a LIHC property owner can charge a maximum of $400
per month for a one-bedroom unit, based on the income limits published by the
U.S. Department of Housing and Urban Development Department (HUD) for the
appropriate location. If a tenant is required to pay electric and water utilities,
then the owner must reduce the $400 maximum rent limit by the appropriate
utility allowances for electric and water utilities. If the utility allowance is $40
for a one-bedroom unit and the average utility cost is $50, then the owner would
lose $40 for rent for each unit, but would save an average of $50 for utilities for
each unit.

The utility allowance is an estimate, and a specific tenant may pay more or
less for utilities than the estimate, depending on the month. However, if a utility
allowance is in place, the actual utility costs to the tenant do not alter the amount
of rent the owner collects.

Utility Definition
The IRS offers no definition of a “utility,” aside from stating that telephone
service is not considered as a utility. However, because the IRS states that it takes

into account “the procedures under Section 8 of the U.S. Housing Act of 1937,”
one should look to the HUD Handbook 4350.3 for further guidance.

According to the HUD Handbook: “A utility allowance is an amount equal
to the estimate made or approved by HUD of the monthly cost of a reasonable
consumption of utilities (except telephone) for the unit by an energy conservative
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household of modest circumstances consistent with the requirements of a
safe, sanitary and healthful living environment.” Therefore, utilities gener-
ally do not include telephone or cable television services, which may be
considered luxury items, but do include the services necessary for heating,
air conditioning, cooking, hot water, electricity for basic appliances, water,
sewer and trash.

Determining Utility Allowances

The applicable utility allowance depends on whether or not a prop-
erty has HUD or Rural Housing Service (RHS) financing and subsidies.
This article focuses on determining the applicable utility allowances for
buildings that are not HUD- or RHS-regulated and do not have tenants who
receive HUD or RHS tenant assistance.

The applicable utility allowance for all tenants is usually the public
housing authority (PHA) utility allowance established for the Section 8
Existing Housing Program. However, for housing tenants who do not re-
ceive HUD or RHS rental assistance payments, property managers should
consider obtaining the local utility company allowance if it is lower than
the PHA utility allowance.

The Local Utility Allowance

Using a lower utility allowance may allow owners to charge higher
rents and increase their monthly cash flow. If a local utility estimate is
obtained in writing for any unit in a building, that estimate becomes the
appropriate utility allowance for all low-income units of similar size and
construction in the building. The local utility allowance does not apply to
units occupied by tenants receiving HUD or RHS rental assistance; the only
applicable utility allowance for these tenants is the PHA allowance.

Local Utility Estimate

Alow-income tenant, owner, tax credit allocating agency or any other
party may obtain a local utility estimate for the unit, according to Treasury
Regulation Section 1.42-10. An estimate constitutes written information
from a local utility company providing the estimated utility cost for a unit of
similar size and construction for the geographic area where the building
containing the unit is located.

The local utility estimate can be acquired at any time during the
building’s extended use or compliance period. The cost of obtaining the
local utility estimate is borne by the initiating party. The initiating party
must retain the original local utility company estimate and provide a copy
to the owner and the tax credit allocating agency. In addition, the building
owner must make copies of the estimate available to tenants.
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Separate Estimates

Separate estimates may have to be obtained if utilities are provided by
separate utility companies. For example, in some parts of Los Angeles
County, Southern California Gas Co. provides natural gas, and Southern
California Edison provides electricity. Itis not clear from Treasury Regula-
tion Section 1.42-10 whether or not a local utility estimate can be used for
one utility (e.g. gas for cooking and heating) and the PHA allowance can be
used for another utility (e.g. electricity for basic appliances).

According to the IRS, if at any time during the property’s 30-year
extended use period, the applicable utility allowance for a unit changes, the
new utility allowance must be used to compute gross rents of rent-restricted
units 90 days after the change. These utility allowances shall also be up-
dated when rents are revised.

Despite the increased administrative burden and cost of using utility
allowances, owners should consider implementing utility allowances to
provide better and more predictable cash flow. This is particularly true for
LIHC property owners in California and other high-cost energy locations. $

James R. Kroger, CPA is a principal with the San Francisco-based national certified public
accounting firm Novogradac & Company LLP. Mr. Kroger can be reached at (415) 356-8016 or
e-mail at jim.kroger@novoco.com.
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